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RESUMO 

Esta tese explora tres temas relevantes que contribúen ao estudo e á 

análise do risco, a rendibilidade e o valor de institucións financeiras e 

fondos de investimento en países emerxentes e desenvolvidos. O 

capítulo primeiro "¿Poden os ratings ERM explicar o rendemento e o 

risco das compañías de seguros EMEA?" analiza o impacto da xestión 

de riscos empresariais no rendemento, o valor e o risco das compañías 

de seguros europeas, de Oriente Medio e africanas que dispoñen dunha 

calificación do seu sistema de riscos ERM de Standard and Poor´s 

(S&P). No capítulo dous "¿Afecta o uso de derivados ao risco, 

rendemento e valor dos bancos? Un exame dos países europeos, de 

Oriente Medio e África ” se avalía como o uso de derivados pode afectar 

o nivel de risco e a rendibilidade dos bancos, e as canles xeradoras de 

valor. Finalmente, no capítulo terceiro "O efecto das cualificacións 

sobre o rendemento, o risco, o fluxo neto e a persistencia do rendemento 

dos fondos de investimento nos mercados emerxentes globais" se 

estuda o efecto dos ratings na performance futura e se examina a 

existencia da persistencia do rendemento nos mercados emerxentes 

globais (GEMs). Os tres capítulos son independentes entre sí en termos 

de revisión de literatura, desenvolvemento de hipóteses, recollida de 

bases de datos e mostras, metodoloxía aplicada e resultados. Non 

obstante; existe un nexo de unión entre todos eles xa que se centran na 

performance de institucións financeiras tendo en conta a presenza de 

entidades pertencentes a mercados emerxentes. 

Palabras clave: Xestión do risco empresarial (ERM), Compañías de 

seguros, Bancos, Rendemento, Risco, Valor, Derivados, Cobertura, 

EMEA, Fondos de investimento, Persistencia, Valoracións, Mercados 

Emerxentes. 

Clasificacións JEL: G 11, G 12, G 14, G 15, G 21, G 23, G24, G 32, 

G 34.
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RESUMEN 

 

Esta tesis explora tres temas importantes que contribuyen al estudio 

y análisis del riesgo, la rentabilidad y el valor de las instituciones 

financieras y fondos de inversión en países emergentes y desarrollados. 

El primer capítulo "¿Pueden las calificaciones de ERM explicar el 

rendimiento y el riesgo de las compañías de seguros de EMEA?" 

analiza el impacto de la gestión de riesgos empresariales en el 

rendimiento, el valor y el riesgo de las compañías de seguros de Europa, 

Oriente Medio y África con una calificación de su sistema de riesgo 

ERM Standard and Poor´s (S&P). El capítulo dos "¿El uso de derivados 

afecta el riesgo, la rentabilidad y el valor de los bancos? Un examen de 

los países de Europa, Oriente Medio y África" evalúa cómo el uso de 

derivados puede afectar el nivel de riesgo y el rendimiento de los 

bancos. Finalmente, el capítulo tres "El efecto de las calificaciones 

sobre el rendimiento, el riesgo, el flujo neto y la persistencia del 

rendimiento de los fondos mutuos en los mercados emergentes 

globales" examina el efecto de las calificaciones sobre el rendimiento 

futuro y examina la existencia de la persistencia del rendimiento en los 

mercados emergentes globales (GEMs) Los tres capítulos son 

independientes entre sí en términos de revisión de literatura, desarrollo 

de hipótesis, base de datos y recolección de muestras, metodología 

aplicada y resultados. Sin embargo; existe un vínculo de conexión entre 

todos ellos ya que se enfocan en el rendimiento de las instituciones 

financieras teniendo en cuenta la presencia de entidades pertenecientes 

a mercados emergentes. 

 

Palabras clave: Gestión de Riesgos Empresariales (ERM), Las 

Compañías de Seguros, Bancos, Rendimiento, Riesgo, Valor, 

Derivados, Coberturas, EMEA, Fondos de Inversión, Persistencia, 

Valoraciones, Mercados Emergentes. 

 

Clasificaciones JEL: G 11, G 12, G 14, G 15, G 21, G 23, G24, G 32, 

G 34.
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ABSTRACT  

  

This thesis explores three important topics that contribute to the 

study and analysis of risk, profitability, and value of financial 

institutions and investment funds in emerging and developed countries. 

The first chapter "Can ERM ratings explain the performance and risk 

of EMEA insurance companies?" analyzes the impact of enterprise risk 

management on the performance, value and risk of European, Middle 

Eastern and African insurance companies with a rating of their Standard 

and Poor´s (S&P) ERM risk system. Chapter two "Does the use of 

derivatives affect the risk, performance and value of banks? An 

examination of European, Middle Eastern and African countries" 

assesses how the use of derivatives can affect the level of risk and 

profitability of banks. Finally, Chapter three "The effect of ratings on 

performance, risk, net flows, and on the performance persistence of 

mutual funds in Global Emerging Markets" examines the effect of 

ratings on future performance and examines the existence of persistent 

performance in Global Emerging Markets (GEMs). The three chapters 

are independent of each other in terms of literature review, hypothesis 

development, database and sample collection, applied methodology, 

and results. However; there is a connecting link between all of them as 

they focus on the performance of financial institutions taking into 

account the presence of entities belonging to emerging markets. 

Keywords:  Enterprise Risk Management (ERM), Insurance 

Companies, Banks, Performance, Risk, Value, Derivatives, Hedging, 

EMEA, Investment Funds, Persistence, Valuations, Emerging Markets. 

 

JEL  Classifications: G 11, G 12, G 14 , G 15 , G 21, G 23, G24, G 32, 

G 34.
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RESUMO EXTENSO 

 

Capítulo Primeiro: O Comité de Organizacións Patrocinadoras do 

marco da Comisión Tread-way (COSO) define ERM como “un 

proceso, realizado polo consello de administración, a dirección e outro 

persoal dunha entidade, deseñado para identificar eventos potenciais 

que poidan afectar á institución e xestionar o risco dentro do seu apetito 

polo risco, para proporcionar unha seguridade razoable sobre a 

consecución dos obxectivos da entidade” (COSO, 2004). O ERM 

implica abordar a xestión de riscos de xeito integral e dentro da 

estratexia da propia empresa (Hoyt & Liebenberg, 2011; Liebenberg & 

Hoyt, 2003; Pagach & Warr, 2010). Neste contexto, o ERM aumenta a 

capacidade do consello e da alta dirección para supervisar a carteira de 

riscos que afronta a súa empresa (Beasley et al., 2005). O ERM é 

especialmente importante na industria de seguros, entre outros sectores 

como a banca e a enerxía. É máis probable que as compañías 

aseguradoras apoien as actividades de ERM (ver, por exemplo, Beasley 

et al. 2005 ou Lechner & Gatzert, 2018) debido a un maior grao de 

sensibilización sobre o risco, complexidade empresarial, requisitos 

reguladores e axencias de cualificación. As aseguradoras non só venden 

produtos de xestión de riscos, senón que tamén están na vangarda das 

prácticas de xestión de riscos (Nair, Rustambekov, McShane & 

Fainshmidt, 2014). 

O obxectivo deste capítulo é analizar o impacto do ERM no 

rendemento e risco das compañías de seguros europeas, de Oriente 

Medio e África (EMEA) que empregan a clasificación ERM de S&P. 



DARINE MAAROUF 

XII 
 

Todos os estudos previos realizáronse a partir de datos de compañías 

aseguradoras estadounidenses ou europeas; polo tanto, as conclusións 

neses estudos poden non ser totalmente aplicables a mercados de 

seguros emerxentes como son Oriente Medio e África, debido a 

diferentes características e réximes reguladores. Tras a pertinente 

revisión da literatura, plantexáronse as seguintes hipóteses: 

• H1: Unha maior implementación e calidade do ERM afecta 

positivamente ao rendemento e ao valor. 

• H2: A calidade do ERM reduce o nivel de risco por parte da 

empresa. 

• H3: A calidade do ERM pode ser máis eficaz para as empresas en 

función da súa localización, regulación e risco. 

Para acadar os nosos obxectivos, a análise empírica baséase en 

todalas aseguradoras cunha cualificación ERM de Standard and Poors 

no período 2014-2016. As compañías operan en seguros de vida e non 

vida na rexión EMEA e a mostra total está composta por 150 

aseguradoras; 101 de Europa e 49 de Oriente Medio e África. Os datos 

financeiros recuperáronse da base de datos Orbis Insurance Focus, das 

clasificacións ERM e do Financial Strength Rating (FSR) de Standard 

and Poor´s, mentres que os datos de mercado para as empresas 

cotizadas proceden de Morningstar Direct. Neste estudo, utilizáronse 

tanto variables contables como de mercado. 

Ademais, para construír a nosa metodoloxía, o efecto da calidade 

ERM estímase usando un modelo en duas etapas para ter en conta a 

potencial endoxeneidade. Como variables explicativas, incluímos 

compañías de seguros de vida e non vida, tamén se inclúe o FSR, o feito 

de que as compañías sexan ou non cotizadas, o tamaño (economías de 

escala de sistemas custosos), unha variable dummy para Europa, para 

considerar o feito da implementación da regulación de Solvencia II, que 

fomenta a implantación do ERM na industria dos seguros. Tamén 

incluímos a liquidez, e variables macroeconómicas como o PIB per 

cápita e a taxa de inflación. Co fin de eliminar calquer sesgo e erros 
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corrixidos, estudamos a robustez, estimando modelos que consideran a 

presenza de heteroesedasticidade e autocorrelación (Bailey e Katz, 

2018). 

Os nosos resultados confirman o impacto positivo para as compañías 

aseguradoras da implantación dun ERM de maior calidade. O efecto 

maniféstase na rendibilidade tanto económica como financeira, un 

aspecto que é valorado polo mercado, o que dá unha prima ás empresas 

con maiores calificacións ERM. En canto ao efecto sobre o risco, canto 

maior é a calidade, menor é o nivel de risco, aínda que para os 

indicadores contables o resultado é neutro. O efecto positivo tamén se 

produce tanto nos países europeos como nos países EMEA, aínda que 

para as empresas que operan fóra de Europa o impacto sobre os 

indicadores contables é superior. Isto significa que o efecto do ERM 

sobre o rendemento é maior nas empresas que operan en países 

emerxentes, onde a mellora da xestión do risco e do goberno 

corporativo son máis influíntes. 

Capítulo Segundo: o mercado de derivados creceu rapidamente, 

xogando un papel crucial na economía. As teorías tradicionais de 

cobertura explican o efecto positivo da cobertura no valor das empresas 

con base en varias razóns como a redución dos impostos esperados 

(Nance et al., 1993; Smith et al., 1985), a estabilización do fluxo de 

efectivo, evitando o potencial problema de subinvestimento (Gay et al., 

1998; Shapiro et al., 1986) ou os efectos sobre o nivel e o custo da 

débeda (Froot et al., 1998). Pero no caso dos bancos, tamén usan 

derivados para a intermediación.  

A actividade con derivados afecta ó rendemento e o risco dos bancos 

comerciais (Gitogo, 2012) e, polo tanto, neste traballo analizamos 

ambas cousas conxuntamente. Ademais, a maior parte da investigación 

realizouse centrándose só nos países desenvolvidos (Ghosh, 2017; 

Gitogo, 2012; Gorton et al., 1995; Instefjord, 2005; S. Li et al., 2013, 

2014; Otero et al., 2016; Smith et al., 1985; Stulz, 1996). As 

conclusións para os mercados desenvolvidos poden ser inadecuadas 
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para os menos desenvolvidos porque o acceso limitado a produtos 

derivados, o custo da cobertura, a liquidez e as prácticas ou o tipo de 

entidade (bancos islámicos, por exemplo) poden ter un efecto diferente 

sobre o valor dos bancos (Hadian et al., 2020). Polo tanto, a rexión de 

Europa, Oriente Medio e África (EMEA) pode ser unha área xeográfica 

interesante para estudar o efecto do uso de derivados sobre a 

rendibilidade e o risco considerando diferentes entornos. Neste sentido, 

o interese especial da nosa análise xorde do feito de que nesta área hai 

bancos que operan en ambientes de risco, con diferentes condicións 

económicas e financeiras, e os países difiren en termos de estabilidade 

política, desenvolvemento económico, calidade reguladora e o estado 

de dereito, entre outros (Otero et al., 2018; Otero et al., 2017). 

Así, o obxectivo deste capítulo é analizar o efecto do tipo de 

derivados (cobertura e negociación) no rendemento e risco dos bancos 

EMEA conxuntamente. Neste sentido, integramos o efecto dos 

derivados sobre o rendemento e o risco e avaliamos se o efecto sobre o 

valor pode estar relacionado coa rendibilidade. Ademais, cremos que é 

de grande interese facer unha análise conxunta nesta rexión porque 

podemos avaliar se o uso de derivados ten un efecto diferente nos países 

desenvolvidos e emerxentes. Baseado nos estudos previos 

desenvolvemos as seguintes hipótesis: 

 H1: O efecto do uso de derivados sobre a rendibilidade dos bancos 

é neutro. 

 H2A: O uso de derivados de negociación aumenta o nivel de risco. 

 H2B: O uso de derivados con fins de cobertura reduce o risco. 

 H3: O uso de derivados ten un efecto positivo sobre o valor dos 

bancos 

 H4: O uso de derivados afecta o rendemento e o risco dos bancos 

de forma diferente, dependendo da súa localización, regulación e 

risco. 

Para avaliar o efecto dos derivados sobre o rendemento e o risco, na 

análise empírica foi necesario diferenciar entre o nocional, a 
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negociación e a cobertura. Por este motivo, desenvolvemos unha base 

de datos cos estados financeiros consolidados de 189 bancos europeos 

e (MEA) cotizados durante o período 2011-2016 (Orbis-Bankscope). 

Para o caso concreto da información sobre derivados, recollemos 

manualmente a información sobre aqueles produtos incluídos nos 

estados anuais e no informe de divulgación do piar III. 

Neste estudo utilizáronse medidas contables e baseadas no mercado, 

incluíndo (ROA, ROE, Tobin's Q, Z-score, Beta, QFHs), ademais de 

variables explicativas do nivel de derivados utilizados e doutras 

variables de control. 

Para a metodoloxía, optamos polo uso datos do panel dinámicos, que 

se estimaron usando o método xeneralizado de momentos (GMM). Co 

fin de dar conta da robustez, complementamos a análise que estima o 

modelo de erros estándar corrixidos que é robusto á presenza de 

heteroskedasticidade e autocorrelación (Bailey et al., 2011) e supera a 

outras alternativas (Moundigbaye et al., 2018). Os resultados desta 

especificación son xeralmente consistentes, agás no caso do impacto da 

cobertura sobre ROAE, que é significativo no modelo de erros estándar 

corrixidos, pero non no modelo de datos do panel dinámico. 

Os resultados acadados mostran un efecto non significativo do uso 

de derivados sobre o rendemento para todos os indicadores contables; 

para a medición do mercado, o resultado mostra que os bancos que 

utilizan derivados para cubrir a súa exposición son recoñecidos polo 

mercado cunha prima en valor, que é negativa para aqueles con 

posicións de negociación máis elevadas. No caso do efecto dos 

derivados sobre o risco, os modelos estimados indican que o uso de 

derivados ten un efecto positivo significativo na redución do risco, 

menos evidente no caso da negociación; e claramente cando o uso é 

para fins de cobertura. Ademais, ao dividir as nosas mostras entre 

rexións, atopamos que nos mercados menos desenvolvidos o baixo 

nivel de uso, as restricións, a falta de liquidez e o custo dos mercados 
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financeiros limitan o efecto dos derivados, non resultando significativos 

nin en risco nin en rendemento. 

En consecuencia, con este estudo, obtivemos un resultado de que os 

bancos que operan en países menos desenvolvidos de EMEA deberían 

considerar o uso de derivados con fins de cobertura, en particular, como 

medida para mellorar o seu valor de mercado, e especialmente, para 

mellorar a súa solvencia. É por tanto recomendable que os mercados 

emerxentes adopten un marco para a innovación financeira, o 

desenvolvemento dos mercados financeiros e a eliminación das 

restricións o uso de derivados con fins de cobertura. 

Capítulo Terceiro: os fondos de investimetno están entre os activos 

máis utilizados polos investidores para construír e diversificar as súas 

carteiras de investimento. O crecemento do investimento en fondos nos 

mercados financeiros internacionais foi unha das principais tendencias 

no investimento institucional durante as últimas dúas décadas e o 

investimento en fondos emerxentes globais (GEM) foi unha área 

destacada. Os mercados emerxentes convertéronse nunha zona cada vez 

máis atractiva para os investimentos debido ás súas economías de 

rápido crecemento que a miúdo clasificáronse entre os contribuíntes 

máis significativos ao crecemento mundial e os fondos destes mercados 

fixéronse cada vez máis populares. 

Investir en fondos de investimento de mercados emerxentes permite 

aos investidores un rendemento superior en comparación con outras 

estratexias e unha mellor diversificación das súas carteiras. Moitos 

autores apoian que os mercados emerxentes proporcionan unha área 

máis ampla para a redución do risco de carteira do que só poden 

conseguir os mercados desenvolvidos (por exemplo, Harvey, 1994, 

1995; Li et al., 2003; Goetzmann et al., 2005). Nos mercados 

desenvolvidos, estudos previos avalan a evidencia de que os 

investidores toman as súas decisións baseadas principalmente nos 

ratings (por exemplo, Faff, Parwada e Poh, 2007; Del Guercio e Tkac, 

2008). Pola contra, outros autores como Blake e Morey (2000) e Morey 
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(2002, 2005) estudaron o poder preditivo das valoracións cuantitativas 

e saíron con resultados débiles. 

Os fondos de investimento de mercados emerxentes operan nun 

contexto con riscos e regulacións moi diferentes, polo que os resultados 

atopados en Estados Unidos, Reino Unido ou Europa -país e rexións 

desenvolvidos- ou rexións específicas de países emerxentes, non 

poderían ser adecuados aos fondos GEM. Polo tanto, hai unha lagoa na 

literatura sobre a utilidade das cualificacións para seleccionar os fondos 

nos mercados GEM e os efectos sobre o rendemento e os fluxos. É por 

iso que o primeiro obxectivo deste traballo é analizar a utilidade das 

cualificacións no contexto dos mercados emerxentes globais. A 

relevancia dos ratings podería estar relacionada coa existencia de 

persistencia no rendemento nos mercados GEM. Do mesmo xeito que 

ocorre cos ratings, moitos investidores utilizan o rendimiento pasado 

para tomar a decisión do ano en curso. 

Baseado nos estudos anteriores, e co fin de analizar o efecto da 

calificación sobre o rendemento, o fluxo neto, o risco e a persistencia 

do rendemento, desenvolvemos un conxunto de hipóteses. 

• H1: Os fondos con mellor rating alcanzan un maior rendemento 

futuro nos fondos de investimento emerxentes globais. 

• H2: Os fondos con maior rating poden influír positivamente nos 

fluxos netos dos fondos de investimento emerxentes globais. 

• H3: Os fondos con maior puntuación poden influir no valor en risco 

nos mercados emerxentes. 

• H4: Existe persistencia no rendimiento dos fondos de investimento 

nos mercados emerxentes. 

Para comprobar as hipóteses establecidas, os nosos datos 

obtivéronse de Morningstar Direct e abranguen a categoría de mercados 

emerxentes globais para o período 2000-2020. A nosa base de datos sen 

supervivencia inclúe fondos de investimento dentro da mesma clase de 

accións e máis de dous anos. Despois do proceso de selección, a nosa 

mostra final comprendeu 3.384 observacións. 
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Para as variables dependentes, empregamos diferentes medidas do 

rendemento dos fondos. Obtivemos da base de datos Morningstar, o 

rendemento bruto anual (YearlyGross), o rendemento neto anual 

(YearlyNet) e o Alfa de un factor. Analizamos tamén o rendemento dos 

fondos en termos de rendemento axustado ao risco, empregando os 

modelos Alpha de ata 6 factores. Para o risco consideramos a 

volatilidade e o valor en risco, e tamén analizamos os efectos sobre os 

fluxos. Ademais; para as variables independentes consideramos un 

conxunto de controis, como o tamaño do fondo, a idade ou o ratio de 

gastos netos. 

Para avaliar o rendemento, riscos e flujos utilizamos diversas 

especificacións de regresión de panel con errores robustos. No que 

respecta á persistencia empregamos os métodos paramétricos (análise 

de regresión) e os non paramétricos (táboas de continxencia), entre 

outros.  

Os resultados mostran que os fondos mellor valorados alcanzan un 

maior rendemento en termos de rendemento anual medio (bruto e neto), 

en comparación cos fondos peor cualificados. Aínda que o retorno 

elevado vai acompañado dun risco elevado; a mostra de fondos cun 

mellor rating non amosa un maior nivel de risco. Ademais, os fondos 

de investimento mellor valorados reciben máis fluxos netos. Ao 

examinar a persistencia do rendemento e utilizar diferentes 

metodoloxías, os nosos resultados demostran que non hai persistencia 

do rendemento en función da posición do ano anterior en ningunha das 

métricas de rendemento. Non obstante; descubrimos que, empregando 

un período de tres anos, os fondos mellor clasificados superan aos peor 

clasificados no próximo ano para o rendemento alfa, bruto e neto. 

O noso traballo axuda a comprender a importancia dos ratings para 

explicar o rendimiento futuro e para indicar que a persistencia no 

rendimiento está asociada a fondos que obteñen rendementos medios 

consistentes durante períodos máis longos. 
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Capítulo Uno: El Comité de Organizaciones Patrocinadoras de la 

Comisión Tread-Way (COSO) define ERM como “un proceso, llevado 

a cabo por la junta directiva, la gerencia y otro personal de una entidad, 

diseñado para identificar eventos potenciales que pueden afectar a la 

institución y administrar el riesgo dentro de su apetito por el riesgo, para 

proporcionar una seguridad razonable sobre el logro de los objetivos de 

la entidad” (COSO, 2004). El ERM implica abordar la gestión de 

riesgos de forma integral y dentro de la propia estrategia de la empresa 

(Hoyt & Liebenberg, 2011; Liebenberg & Hoyt, 2003; Pagach & Warr, 

2010). En este contexto, el ERM aumenta la capacidad del Consejo y la 

alta gerencia para gestionar la cartera de riesgos que enfrenta su 

empresa (Beasley et al., 2005). El ERM es especialmente importante en 

la industria de seguros, entre otros sectores como banca y energía. Es 

más probable que las compañías de seguros apoyen las actividades de 

ERM (ver, por ejemplo, Beasley et al.2005 o Lechner & Gatzert, 2018) 

debido a un mayor grado de conciencia del riesgo, complejidad 

comercial, requisitos regulatorios y agencias de calificación. Las 

aseguradoras no solo venden productos de gestión de riesgos, sino que 

también están a la vanguardia de las prácticas de gestión de riesgos 

(Nair, Rustambekov, McShane & Fainshmidt, 2014). 

El propósito de este capítulo es analizar el impacto del ERM en el 

rendimiento y el riesgo de las compañías de seguros de Europa, Medio 

Oriente y África (EMEA) que disponen de calificación ERM de S&P. 

Todos los estudios anteriores se realizaron a partir de datos de 
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compañías de seguros estadounidenses o europeas; por lo tanto, los 

hallazgos de estos estudios pueden no ser totalmente aplicables a los 

mercados de seguros emergentes como el Oriente Medio y África 

debido a las diferentes características y regímenes regulatorios. Tras la 

pertinente revisión de la literatura, se plantearon las siguientes 

hipótesis: 

 H1: Una mayor implementación y calidad de ERM afecta 

positivamente el rendimiento y el valor. 

 H2: La calidad de la ERM reduce el nivel de riesgo por parte de la 

empresa. 

 H3: La calidad de la ERM puede ser más efectiva para las empresas 

en función de su ubicación, regulación y riesgo. 

 

Para lograr nuestros objetivos, el análisis empírico se basa en todas 

las aseguradoras con una calificación ERM de Standard y Poors en el 

período 2014-2016. Las empresas operan en seguros de vida y no vida 

en la región EMEA y la muestra total está formada por 150 

aseguradoras; 101 de Europa y 49 de Oriente Medio y África. Los datos 

financieros se obtuvieron de la base de datos Orbis Insurance Focus, de 

Standard and Poor's, tanto las calificaciones de ERM como la 

calificación de solidez financiera (FSR), mientras que los datos de 

mercado de las empresas que cotizan en bolsa provienen de 

Morningstar Direct. En este estudio se utilizaron variables contables y 

de mercado. 

 

Además, para construir nuestra metodología, el efecto de la calidad 

del ERM se estima utilizando un modelo de regresión en dos etapas 

para tener en cuenta la endogeneidad potencial. Como variables 

explicativas, incluimos las compañías de seguros de vida y no vida, 

también incluye el FSR, el hecho de que las empresas coticen o no 

coticen, tamaño (economías de escala de sistemas costosos), una 

variable ficticia para Europa, para considerar el hecho de la 

implementación de la regulación Solvencia II, que fomenta la 
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implementación del ERM en la industria de seguros. También 

incluimos la liquidez y variables macroeconómicas como el PIB per 

cápita y la tasa de inflación. Para eliminar cualquier sesgo y corregir 

errores, se estudió la robustez, estimando modelos que consideran la 

presencia de heteroedasticidad y autocorrelación (Bailey y Katz, 2018). 

 

Nuestros resultados confirman el impacto positivo para las 

compañías de seguros de la implementación de un ERM de mayor 

calidad. El efecto se manifiesta tanto en la rentabilidad económica como 

financiera, aspecto que es valorado por el mercado, lo que otorga una 

prima a las empresas con calificaciones de ERM más altas. En cuanto 

al efecto sobre el riesgo, a mayor calidad, menor nivel de riesgo, aunque 

para los indicadores contables el resultado es neutral. El efecto positivo 

también se produce tanto en los países europeos como en EMEA, 

aunque para las empresas que operan fuera de Europa el impacto en los 

indicadores contables es mayor. Esto significa que el efecto de ERM 

sobre el rendimiento es mayor en las empresas que operan en países 

emergentes, donde la mejora de la gestión de riesgos y el gobierno 

corporativo son más influyentes. 

 

Capítulo Dos: El mercado de derivados creció rápidamente, 

desempeñando un papel crucial en la economía. Las teorías de cobertura 

tradicionales explican el efecto positivo de la cobertura sobre el valor 

de las empresas basándose en varias razones como la reducción de los 

impuestos esperados (Nance et al., 1993; Smith et al., 1985), la 

estabilización del flujo de caja, evitando el potencial problema de la 

subinversión (Gay et al., 1998; Shapiro et al., 1986) o los efectos sobre 

el nivel y el costo de la deuda (Froot et al., 1998). Pero en el caso de los 

bancos, también utilizan derivados para la intermediación. 

 

La actividad de derivados incide en el rendimiento y riesgo de la 

banca comercial (Gitogo, 2012) y por ello en este trabajo analizamos 

ambas cosas en conjunto. Además, la mayoría de las investigaciones se 

han realizado centrándose solo en países desarrollados (Ghosh, 2017; 
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Gitogo, 2012; Gorton et al., 1995; Instefjord, 2005; S. Li et al., 2013, 

2014; Otero et al., 2016; Smith y col., 1985; Stulz, 1996). Las 

conclusiones para los mercados desarrollados pueden ser inapropiadas 

para los menos desarrollados porque el acceso limitado a los derivados, 

el coste de cobertura, la liquidez y las prácticas o el tipo de entidad 

(bancos islámicos, por ejemplo) pueden tener un efecto diferente sobre 

el valor de los bancos (Hadian et al. al., 2020). Por lo tanto, la región 

de Europa, Medio Oriente y África (EMEA) puede ser un área 

geográfica interesante para estudiar el efecto del uso de derivados sobre 

la rentabilidad y el riesgo considerando diferentes entornos. En este 

sentido, el especial interés de nuestro análisis surge del hecho de que en 

esta área existen bancos que operan en entornos de riesgo, con 

diferentes condiciones económicas y financieras, y los países difieren 

en términos de estabilidad política, desarrollo económico y calidad 

regulatoria, entre otros (Otero et al., 2018; Otero et al., 2017). 

 

Por tanto, el objetivo de este capítulo es analizar el efecto del tipo de 

derivados (cobertura y negociación) sobre el rendimiento y el riesgo de 

los bancos de EMEA en conjunto. En este sentido, integramos el efecto 

de los derivados sobre el rendimiento y el riesgo y evaluamos si el 

efecto sobre el valor puede estar relacionado con la rentabilidad, 

Además, creemos que es de gran interés hacer un análisis conjunto en 

esta región porque podemos evaluar si el uso de derivados tiene un 

efecto diferente en países desarrollados y emergentes. Basándonos en 

estudios previos hemos desarrollado las siguientes hipótesis: 

 H1: El efecto del uso de derivados sobre la rentabilidad de los 

bancos es neutral. 

 H2A: El uso de derivados comerciales aumenta el nivel de riesgo. 

 H2B: El uso de derivados con fines de cobertura reduce el riesgo. 

 H3: El uso de derivados tiene un efecto positivo en el valor de los 

bancos. 

 H4: El uso de derivados afecta el rendimiento y riesgo de los bancos 

de manera diferente, dependiendo de su ubicación, regulación y 

riesgo. 



Resumen Extendido 

 

XXIII 
 

Para evaluar el efecto de los derivados sobre el rendimiento y el 

riesgo, en el análisis empírico fue necesario diferenciar entre nocional, 

negociación y cobertura. Por este motivo, hemos desarrollado una base 

de datos con los estados financieros consolidados de 189 bancos 

europeos y (MEA) cotizados durante el período 2011-2016 (Orbis-

Bankscope). Para el caso específico de la información sobre derivados, 

recolectamos manualmente la información sobre aquellos productos 

incluidos en las declaraciones anuales y en el informe de divulgación 

del Pilar III. 

Este estudio utilizó medidas contables y basadas en el mercado, 

incluyendo (ROA, ROE, Tobin's Q, Z-score, Beta, QFHs), además de 

variables explicativas del nivel de derivados utilizados y otras variables 

de control. 

Para la metodología, optamos por utilizar datos de panel dinámico, 

que se estimaron mediante el método de los momentos generalizado 

(GMM). Para dar cuenta de la robustez, complementamos el análisis 

que estima el modelo de error estándar corregido, que es robusto a la 

presencia de heterocedasticidad y autocorrelación (Bailey et al., 2011) 

y supera a otras alternativas (Moundigbaye et al., 2018). Los resultados 

de esta especificación son generalmente consistentes, excepto por el 

impacto de la cobertura en el ROAE, que es significativo en el modelo 

estándar de error corregido, pero no en el modelo de datos de panel 

dinámico. 

Los resultados obtenidos muestran un efecto no significativo del uso 

de derivados sobre el rendimiento de todos los indicadores contables; 

para la medición de mercado, el resultado muestra que los bancos que 

utilizan derivados para cubrir su exposición son reconocidos por el 

mercado con una prima de valor, que es negativa para aquellos con 

posiciones de negociación más elevadas. En el caso del efecto de los 

derivados sobre el riesgo, los modelos estimados indican que el uso de 

derivados tiene un efecto positivo significativo en la reducción del 

riesgo, menos evidente en el caso de la negociación; y claramente 
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cuando el uso es para fines de cobertura. Además, al dividir nuestras 

muestras entre regiones, encontramos que en los mercados menos 

desarrollados el bajo nivel de uso, las restricciones, la falta de liquidez 

y el costo de los mercados financieros limitan el efecto de los derivados, 

lo que no genera un riesgo o rendimiento significativo. 

En consecuencia, con este estudio obtuvimos un resultado de que los 

bancos que operan en los países menos desarrollados de EMEA 

deberían considerar el uso de derivados con fines de cobertura, en 

particular, como una medida para mejorar su valor de mercado, y 

especialmente, para mejorar su solvencia. Por tanto, es aconsejable que 

los mercados emergentes adopten un marco para la innovación 

financiera, el desarrollo de los mercados financieros y la eliminación de 

las restricciones sobre el uso de derivados con fines de cobertura. 

Capítulo Tres: Los fondos de inversión se encuentran entre los 

activos más utilizados por los inversores para construir y diversificar 

sus carteras. El crecimiento de la inversión en fondos en los mercados 

financieros internacionales ha sido una de las principales tendencias en 

la inversión institucional durante las últimas dos décadas y la inversión 

en fondos emergentes globales (GEM) ha sido un área destacada. Los 

mercados emergentes se han convertido en un área cada vez más 

atractiva para los inversores debido a sus economías de rápido 

crecimiento que a menudo se han clasificado entre los contribuyentes 

más importantes al crecimiento global y los fondos en estos mercados 

se han vuelto cada vez más populares. 

Invertir en fondos de inversión de mercados emergentes permite a 

los inversores un mayor rendimiento en comparación con otras 

estrategias y una mejor diversificación de sus carteras. Muchos autores 

sostienen que los mercados emergentes brindan un área más amplia 

para la reducción del riesgo de cartera de lo que solo los mercados 

desarrollados pueden lograr (por ejemplo, Harvey, 1994, 1995; Li et al., 

2003; Goetzmann et al., 2005).). En los mercados desarrollados, 

estudios previos respaldan la evidencia de que los inversores toman sus 
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decisiones basándose principalmente en calificaciones (por ejemplo, 

Faff, Parwada y Poh, 2007; Del Guercio y Tkac, 2008). Por el contrario, 

otros autores como Blake y Morey (2000) y Morey (2002, 2005) han 

estudiado el poder predictivo de los ratings cuantitativos y han obtenido 

resultados débiles.  

Los fondos de inversión de mercados emergentes operan en un 

contexto con riesgos y regulaciones muy diferentes, por lo que los 

resultados encontrados en Estados Unidos, Reino Unido o Europa 

(países y regiones desarrollados) o regiones específicas de países 

emergentes, pueden no ser apropiados para los fondos GEM. Por lo 

tanto, existe una brecha en la literatura sobre la utilidad de las 

calificaciones para seleccionar fondos en los mercados GEM y los 

efectos sobre el rendimiento y los flujos. Es por ello que el primer 

objetivo de este trabajo es analizar la utilidad de las cualificaciones en 

el contexto de los mercados emergentes globales. La relevancia de los 

ratings podría estar relacionada con la existencia de un rendimiento 

persistente en los GEM. Al igual que con las calificaciones, muchos 

inversores utilizan el rendimiento pasado para tomar la decisión del año 

en curso. 

Con base en estudios previos, y con el fin de analizar el efecto de la 

calificación sobre el rendimiento, el flujo neto, el riesgo y la 

persistencia del rendimiento, desarrollamos un conjunto de hipótesis. 

 H1: Los fondos mejor calificados logran mayores rendimientos 

futuros sobre los fondos de inversión emergentes globales. 

 H2: Los fondos con calificaciones más altas pueden influir 

positivamente en los flujos netos de los fondos de inversión 

emergentes globales. 

 H3: Los fondos con la puntuación más alta pueden influir en el valor 

en riesgo en los mercados emergentes. 

 H4: Hay persistencia en el rendimiento de los fondos de inversión 

en mercados emergentes. 
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Para probar los supuestos establecidos, nuestros datos se obtuvieron 

de Morningstar Direct y cubren la categoría de mercados emergentes 

globales para el período 2000-2020. Nuestra base de datos de no 

supervivencia incluye fondos de inversión dentro de la misma clase de 

acciones y durante dos años. Después del proceso de selección, nuestra 

muestra final comprendió 3.384 observaciones.  

Para las variables dependientes, usamos diferentes medidas de 

rendimiento del fondo. Obtuvimos de la base de datos Morningstar, el 

rendimiento bruto anual (YearlyGross), el rendimiento neto anual 

(YearlyNet) y el Alpha de un factor. También analizamos el 

rendimiento de los fondos en términos de rendimiento ajustada al 

riesgo, utilizando modelos Alpha de hasta 6 factores. Para el riesgo, 

consideramos la volatilidad y el valor en riesgo, y también analizamos 

los efectos sobre los flujos. Además; como variables independientes, 

consideramos un conjunto de controles, como el tamaño del fondo, la 

antigüedad o el índice de gastos netos. 

Para evaluar el rendimiento, los riesgos y los flujos, utilizamos varias 

especificaciones de regresión de panel con errores robustos. En cuanto 

a la persistencia, utilizamos métodos paramétricos (análisis de 

regresión) y no paramétricos (tablas de contingencia), entre otros. 

Los resultados muestran que los fondos mejor calificados obtienen 

un mayor rendimiento en términos de rendimiento anual medio (bruto 

y neto), en comparación con los fondos peor calificados. Aunque la alta 

rendimiento va acompañada de un alto riesgo; la muestra de fondos con 

mejor rating no presenta mayor nivel de riesgo. Además, los fondos de 

inversión mejor calificados reciben más flujos netos. Al examinar la 

persistencia del rendimiento y el uso de diferentes metodologías, 

nuestros resultados demuestran que no hay persistencia del rendimiento 

basado en la posición del año anterior en ninguna de las métricas de 

rendimiento. Sin embargo; Descubrimos que, utilizando un período de 

tres años, los fondos mejor clasificados superan a los peor clasificados 

en el próximo año en rendimiento alfa, bruto y neto. 
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Nuestro trabajo ayuda a comprender la importancia de las 

calificaciones para explicar el rendimiento futuro y para indicar que la 

persistencia en el rendimiento está asociada con los fondos que logran 

rendimientos promedio consistentes durante períodos más largos.
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A. Background and Justification of the Interest of the Investigation 

Our Thesis contains three independent chapters, that they are 

different in terms of data structure, methodology, analysis, and results. 

However; the three chapters are related be analyzing the factors and the 

variables that would affect the risk, performance and the value of the 

financial institutions and the insurance companies located in Europe, 

Middle East and Africa (MEA) countries, in addition to examining the 

existence of performance persistence in the mutual funds of global 

emerging markets (GEMs). The thesis includes the study of three main 

financial institutions which are banks, insurance companies in EMEA 

and investment funds in emerging countries. Our main focus is on the 

performance, risk and existence of performance persistence in emerging 

markets. 

Although, there are a lot of previous papers and works that studied 

these factors and variable differently, with a core focus and 

concentration on each topic separately, we believe that our study is one 

of the rare studies which analyzes the effect of three different financial 

contents (i.e. ERM, Derivatives and Mutual funds rating) on risk, 

performance and value of financial institutions, insurance companies, 

and investors operating in the European and Middle East and Africa 

region (MEA) jointly, and with an effort to integrate these important 

studies together to come up with sets of conclusions and interpretations 

that can be used by other researches to develop future studies, and be 

beneficial for other interested parties in the field of financial and 

insurance industry. Moreover; our findings can be used as a guidance 

and as good indicators to the investors while taking their decisions in 

making their financial investments and building their portfolios, being 

ables to diversify their risk concentration. 

Our intentions to make our study including data from the Middle 

East and Africa regions, in addition to emerging markets, come from 

the belief that these areas form challenging markets for investors and 

financial institutions, due to many factors; such as deregulations, 

instability, fragility of financial controls, Islamic Sharia’h, corporate 

governance, etc. 
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A.1. Background and Interest of ERM 

Most of the research in the insurance industry has been carried out 

using US data (e.g., Ai et al., 2018; Baxter et al. 2013; McShane et al. 

2011; Nair et al. 2014) and in the European market (Bohnert et al. 2019; 

Altuntas, et al. 2019). Findings in those studies might not be fully 

applicable to emerging insurance markets like in the Middle East and 

Africa, due to different characteristics and regulatory regimes.  

There is a gap in the literature regarding the relationship between the 

quality of ERM and the performance and risk taking of insurance 

companies operating in the emerging regions. Moreover, there is a gap 

in the determinants of ERM quality in these markets.  

Therefore, this is the first work, to our knowledge, that has studied 

ERM in the insurance sector with a sample in both developed and 

developing countries. It is necessary to study whether there are common 

factors among insurers which have adopted ERM or whether the impact 

depends on the regions included in the study. The effectiveness of ERM 

could be different depending on the risk associated with the 

environment where the company undertakes business, and the 

particularities of the markets where companies operate. 

With this thesis, we want to study the challenges that EMEA 

insurance companies face, and how the quality of ERM affect these 

regions differently.  

 

A.2. Background and Interest of Derivatives 

 

In recent decades, the derivatives market has grown rapidly, playing 

a crucial role in the economy (Jo, Lee, et al., 2009). Traditional hedging 

theories explain the positive effect of hedging on the value of 

companies based on several reasons like the reduction of expected taxes 

(Nance et al., 1993; Smith et al., 1985). In the case of banks, they also 

use derivatives for intermediation. Also, speculation could be an 

activity that generates benefits, either based on an information 
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advantage related to the prices of the instruments underlying the 

derivatives or based on economies of scale in transaction costs. Thus, 

the relationship between derivatives and value would be explained by 

the higher accounting performance of those banks using derivatives.  

 

In the purpose of analyzing the derivatives market, we integrate the 

effect of derivatives on performance and risk, and we evaluate if the 

effect on value can be related to profitability. Also, we believe that it is 

of great interest to make a joint analysis in this region because we can 

evaluate if the use of derivatives has a different effect in developed and 

emerging countries.  

 

This work contributes to the existing literature by presenting 

evidence of the impact of derivatives on the performance and risk in 

European and MEA banks. Also, the impact is analyzed depending on 

whether the derivative is classified as trading or hedging purpose. No 

previous work has considered these data for the two regions. Despite 

the importance of the issue, there are few empirical studies, and most 

of them are referred to developed markets and focused on other 

analyses. 

 

 

A.3. Background and Interest of Mutual funds 

 

Mutual funds are among the most used assets by investors to build 

and diversify their investment portfolios.  

 

The growth of mutual funds investment in international financial 

markets has been among the major trends in the institutional investment 

during the past two decades, and investment in global emerging markets 

(GEMs) mutual funds has been a popular area of this growth. GEMs 

have become increasingly an attractive zone to investors due to their 

fast-growing economies which have often ranked among the most 

significant contributors to global growth, and the mutual funds in these 

markets have become increasingly popular.  
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Investing in emerging market mutual funds let investors achieve a 

superior performance compared to other international investment 

strategies or a better diversification of their portfolios. In developed 

markets, previous studies support the evidence that investors make their 

investment decisions based mainly on rating scores. However, the 

evidence for emerging markets is very scarce, and literature recognize 

the importance of differences in mutual fund investor´s behaviour 

across countries. Mutual funds from emerging markets operate in a 

context with much different risks and regulations, so the results found 

in the US, UK or Europe-developed countries and regions-or specific 

regions of emerging countries could not be appropriate to GEMs funds.  

Therefore, there is a gap in the literature regarding the usefulness of 

ratings to select mutual funds in GEMs markets and the effects on 

performance and flows.  

 

B. Objectives 

 

As mentioned before, this thesis discusses three chapters. 

 

B.1. The objective of first chapter is to analyze the impact of Enterprise 

Risk Management (ERM) on the performance, value and risk not only 

of European insurance companies, but also of Middle Eastern and 

African (MEA) ones using Standard and Poor’s (S&P’s) ERM rating. 

In order to analyze this impact we need to: 

1. Examine if more implementation and quality of ERM positively 

affects the performance and value 

2. Examine how ERM quality reduces the level of risk taking by 

the company. 

3. Examine if ERM quality may be more effective for companies 

depending on their location, regulation and risk-faced. 

 

B.2. The objective of second chapter is to analyze the effect of financial 

instruments (derivatives) on risk, performance and value of banks 

operating in European, Middle East and Africa countries, for that we 

have to: 
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1. Analyze the effect of derivatives’ type (hedging and trading) on 

the performance and risk of EMEA banks jointly. 

2. Study the effect of the use of derivatives on banks profitability. 

3. Differentiate between the effect of derivatives type (hedging or 

trading) on risk 

4. Examine the effect of derivatives on bank’s value 

5. Analyze the effect of derivatives on risk and performance in 

different regions. 

 

B.3. The objective of third chapter, is to analyze the effect of mutual 

funds ratings on their performance, risk and net flow, and to examine 

the existence of performance persistence of mutual funds in Global 

Emerging markets (GEMs), therefore we have to: 

1. Check if higher rated mutual funds achieve a higher future 

performance in emerging markets 

2. Examine if higher rated mutual funds can positively influence 

net flows 

3. Analyze the impact of higher rated mutual funds on value at risk 

in emerging markets 

4. Study the existence of the performance persistence in mutual 

funds in emerging markets. 

 

C. Methodology 

C.1. Methodology of Chapter One 
 

The empirical analysis is based on all the companies with an S&P’s 

ERM quality rating in the period 2014-2016. The companies operate in 

life and non-life insurance in the EMEA region, and the total sample is 

composed of 150 insurance companies, 101 from Europe and 49 from 

the Middle East and Africa, and a total of 450 firm-year observations. 

The financial data has been retrieved from the Orbis Insurance Focus 

database, Standard and Poor’s ERM ratings and the Financial Strength 

Rating (FSR), also from Standard and Poor’s, whereas the market data 

for listed companies comes from Morningstar Direct.  
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The effect of ERM quality is estimated using 2SLS regression to 

account for potential endogeneity. In the first stage, we estimate ERM 

quality using several instruments that we expect to be related with the 

variable ERM Quality (ERMQ), Moreover We estimate the model 

using pooled OLS, including adjusted standarderrors by firm and year 

(Petersen, 2009; Thompson,2011; Ai et al.,2016and Hartzmark and 

Sussman, 2019). For the robustness we have complemented the analysis 

estimating the Panel-Corrected Standard Errors (PCSE) model, also 

known as the BK Model. 

 

C.2. Methodology of Chapter Two 

We have developed a database with the consolidated financial 

statements of 189 listed European and (MEA) Banks during the period 

2011-2016 (Orbis-Bankscope). For the specific case of the derivatives 

information, we have hand collected the information about those 

products included in annual statements and pillar III disclosures report.  

The analysis of the effect of derivatives on the risk and performance 

assumed by banks is discussed in most of the previous literature, using 

panel data methodology. In particular, Chang et al. (2010), 

Purnanandam (2007), Otero et al. (2016) estimate static models or fixed 

effects and only in the latter case also use the random effects model. 

This methodology provides the main advantage that can control and 

avoid unobserved heterogeneity, thus biased estimates. This aspect is 

very important in our analysis, because each credit company has its own 

culture and its way of managing risk.  

The proposed models are appropriate in the presence of strictly 

exogenous variables and in the absence of endogeneity. In this case, the 

results of the estimation with static panel data may be inconsistent. 

Instead of it, we have opted for a methodology based on dynamic panel 

data, which have been estimated using the generalised method of 

moments (GMM) and deals very well with endogeneity. The system 

GMM estimators have been developed by Arellano et al. (1995) and 

Blundell et al. (1998), and they are designed for situations with “small 

T, large N” panels, like in our study case. They deal well with 
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independent variables that are not strictly exogenous, i.e., correlated 

with past and possibly current realizations of the error, with fixed 

effects and heteroscedasticity and autocorrelation within individuals 

(Roodman, 2009).  

 

C.3. Methodology of Chapter Three 

The Morningstar Star Rating methodology evaluates funds based on 

historical data. Morningstar uses a scale of one to five stars, which 

makes it easy for investors to interpret. For the eximanation of 

performance, we have used different measures of mutual fund 

performance. We sourced from the Morningstar Database, the annual 

gross return (YearlyGross), the annual net return (YearlyNet), and the 

1-factor alpha (1F-Alpha), which is estimated against the benchmark of 

the category where for each year the fund is allocated by Morningstar.  

We have analysed the performance of mutual funds in terms of risk-

adjusted return, using a six-factor model proposed by Fama and French 

(2015, 2016, 2017). The alpha is estimated annually via a regression 

model. Moreover, we have considered the effect of ratings in the 

exposure to losses by measuring the Value-at-Risk (VaR), which 

records the maximum loss that fund i could accrue for a given period 

and for a given confidence level (1-p). 

We have also assessed the effect of Ratings on mutual fund 

performance and risk by regressing the variables of performance, risk 

and flows on the lagged Ratings and a set of control variables, using 

panel data regression models. We have controlled for unobserved 

heterogeneity by cross-section and over time by including year-by-year 

fixed effects and using only the global emerging category. In addition, 

due to there being heteroskedasticity and autocorrelation, we have used 

clustered standard errors by year and fund (Petersen, 2009), and 

estimated the Driscoll and Kraay (1998) standard errors correction, 

which is consistent with the two above mentioned situations as well as 

with cross-sectional dependence. 
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In order to test for the persistency in the performance, we have used 

the parametric (regression-analysis) and the non-parametric 

(contingency tables) methods. First for the regression-based method 

(parametric), we did the regression for the performance metrics for the 

current year based on the metrics of its lagged period, For the non-

parametric method, we have established a contingency table of top 

performers and lower performers.  

Moreover; following Andonov, Bauer and Cremers (2012), we have 

estimated (ordered logit models) on panel data to check our 

performance persistence results and to re-evaluate the effect of Stars on 

future performance. After splitting the funds into five quintiles by year 

and performance metric, we ran an ordered logit model, where the 

dependent variable is the quintile ranking in year T and the main 

independent variable is the quintile ranking (QR) or the Morningstar 

Star Rating (MSR) in year T-1.  

Finally, we have built upon previous analyses by using (the 

portfolio formation technique). We have sorted all the mutual funds 

for each year by performance metric (1- and 6-factor alphas, and gross 

and net returns). The fund rankings were based on performance metrics 

calculated for one year and for three years. The mutual funds were then 

divided into five quintile portfolios. Those with the highest (lowest) 

values for the performance metric used were consequently placed in the 

five-quintile (one-quintile) portfolio, Q5 (Q1). 

 

D. Structure 

D.1. Structure of Chapter One:  

This chapter is structured as follows: First, we presented and 

discussed all the previous studies and literatures about the topic and we 

constructed a set of hypothesis supported by these previous discussions; 

second we construct the data and the sample using information from 

150 insurance companies, 101 from Europe and 49 from Middle East 

and Africa, during the period 2014-2016, this part also includes 
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presenting the dependent, independent and control variables and the 

descriptive analysis. Part three includes the methodology and the 

empirical study with the results obtained; finally, part 4 summarizes the 

main conclusions. 

 

D.2. Structure of Chapter Two:  

This Chapter is structured as follows: in the section of literature 

review, we presented and discussed all the previous studies and 

literatures about the topic and we constructed a set of hypothesis 

supported by these previous discussions; section 3 includes the sample 

and the data of 189 banks (94 from Europe and 95 from Middle East 

and Africa) during the period 2011-2016, this part also includes 

presenting the dependent, independent and control variables and the 

descriptive analysis. Part 4 presents methodology applied and the 

results obtained.  

 

D.3. Structure of Chapter Three:   

This Chapter is organized as follows. First, we review and 

summarize the main existing research about performance, flows and 

risk, and performance persistence in the mutual fund industry, with a 

special focus on studies conducted in emerging countries. Then, we 

describe the sample which is consistent of 3.384 ratings over the period 

of 2000-2020, the variables, and the main descriptive statistics. Finally, 

we present the empirical analysis, the statistical model and we show the 

contrast between the assumptions and the main results.
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Abstract 

The aim of this Chapter is to analyze the impact of Enterprise Risk 

Management (ERM) on the performance, value and risk not only of 

European insurance companies, but also of Middle Eastern and African 

(MEA) ones using Standard and Poor’s (S&P’s) ERM rating. Using 

information from 150 insurance companies, 101 from Europe and 49 

from the Middle East and Africa (MEA), during the period 2014-2016, 

our main finding confirms the positive impact of implementing quality 

ERM in insurance companies, both in Europe and the MEA region. 

However, this is not valued by the market (using the Tobin's Q) in the 

MEA region. Furthermore, we notice that the higher the ERM quality 

is for the MEA region, the lower the level of risk-taking by the company 

is. Finally, we find that the positive effect of ERM in companies 

operating outside Europe on accounting indicators is superior owing to 

the effect on performance being greater in companies in those areas, 

where improved risk management and corporate governance is more 

influential. 

 

Keywords: Enterprise risk management (ERM), ratings, insurance 

companies, performance, risk, EMEA countries. 

JEL Classification: G21, G34, G32, D23 
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1.1 INTRODUCTION 

 

The Committee of Sponsoring Organizations of the Treadway 

Commission’s framework (COSO) defines ERM as “a process, effected 

by an entity’s board of directors, management and other personnel, 

applied in strategy setting and across the enterprise, designed to identify 

potential events that may affect the entity, and manage risk to be within 

its risk appetite, to provide reasonable assurance regarding the 

achievement of entity objectives” (COSO, 2004). Since the COSO 

framework, the ISO 31000 and the Sarbanes-Oxely Act of 2002 were 

developed, and the impulse of the Casualty Actuarial Society (CAS) as 

well as the International Association of Insurance Supervisors (IAIS) in 

the insurance sector were given an impulse, ERM has emerged as a new 

paradigm to manage the portfolio of risks faced by organizations 

(Beasley, Clune & Hernanson, 2005). Traditional risk management 

(TRM) focuses on individual risks with a silo-based perspective; 

conversely, ERM involves addressing risk management holistically, 

integrating it into the strategy of a company (Hoyt & Liebenberg, 2011; 

Liebenberg & Hoyt, 2003; Pagach & Warr, 2010) and identifying 

opportunities (Qazi & Simsekler, 2021). In this context, ERM increases 

the board’s and senior management’s ability to supervise the portfolio 

of risks facing their company (Beasley et al., 2005). The benefits of 

implementing ERM activities have been emphasized in several studies 

(e.g., Ai, Bajtelsmit & Wang, 2018, Beasley, Pagach & Warr, 2008; 

Eckles, Hoyt & Miller, 2014; Hoyt & Liebenberg, 2011; Pagach & 

Warr, 2011; Gatzert & Martin, 2015; Grace, Leverty, Phillips, & 

Shimpi; 2015; Nocco & Stulz, 2006). Nocco and Stulz (2006) explain 

several mechanisms where ERM creates value and gives firms a 

competitive advantage. 

ERM is especially important in the insurance industry, among other 

sectors such as banking and energy. Insurance companies are more 

likely to support ERM activities (see, e.g. Beasley et al. 2005 or 

Lechner & Gatzert, 2018) due to a higher degree of risk awareness, 

business complexity, regulatory requirements and rating agencies. 

Insurance companies are familiar with dealing with risks by transferring 
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them via insurance, re-insurance and co-insurance or other financial 

products (Casualty Actuarial Society, 2003). Insurers not only sell risk 

management products, but they are also on the forefront of risk 

management practices themselves (Nair, Rustambekov, McShane & 

Fainshmidt, 2014). Furthermore, a holistic approach is more effective 

for firms such as those that work in insurance who handle complex and 

interrelated risks (Ai, Brockett, Cooper & Golden, 2012; Hoyt & 

Liebenberg, 2011).  

Rating agencies such as Standard & Poor’s and A.M. Best believe 

that insurers with an ERM are better managed, so they incorporate an 

ERM assessment to evaluate their financial strength and solvency 

(A.M. Best, 2013; Standard & Poor's, 2013), while, on a similar note, 

rating agencies encourage them to engage in ERM activities (McShane, 

Nair and Rustambekov, 2011; Bohnert, Gatzert, Hoyt, & Lechner, 

2019). Insurance companies typically upgrade their risk governance 

after a negative shock (Magee, Schilling, & Sheedy, 2019). ERM 

implementation is ultimately driven by regulatory pressure; since 2008, 

the International Association of Insurance Supervisors (IAIS) has 

recognized the importance of ERM in their Insurance Core Principle 16 

(ICP16), so many jurisdictions have revised their regulations so as to 

incorporate ERM. In Europe, the new regulatory framework of 

Solvency II, especially in what is known as Pillar II, has forced insurers 

to implement an ERM system (Bohnert et al. 2019; Durán & Otero, 

2020). Altuntas, Berry-Stölzle and Hoyt (2011) evidence significant 

increases in the extent to which ERM is being implemented by German 

firms before the entry into force of Solvency II and Standard and Poor’s 

(2016) reports an increase and some improvement in the ERM activities 

of European companies. 

Research on the effect of ERM on performance, the determinants of 

ERM implementation and its quality is growing (see e.g., Aebi, Sabato 

& Schmid, 2012; Beasley et al., 2005; Lechner & Gatzert, 2018; 

Liebenberg & Hoyt, 2003; Pagach & Warr, 2011). Oliveira, Méxas, 

Meiriño, and Drumond (2019) describe the critical success factors for 

the implementation of ERM. Regarding related literature, size and 

complexity are major determinants of ERM adoption, and in general, 
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ERM has a positive impact on the performance and value of companies. 

However, there are fewer studies which have focused this analysis on 

the insurance sector (Ai et al. 2018; Altuntas, Berry-Stölzle & 

Cummins, 2019; Baxter, Bedard, Hoitash & Yezegel, 2013; Bohnert et 

al., 2017, 2019; Eckles, Hoyt & Miller, 2014; Farrell & Gallagher, 

2015; Grace et al., 2015; Hoyt & Liebenberg, 2011; Lin, Wen & Yu, 

2012; McShane et al., 2011; Nair et al.; 2014). According to Lin et al. 

(2012) and Grace et al. (2015), the insurance industry is particularly 

useful for studying the value of ERM. Moreover, focus on one industry 

allows heterogeneity to be controlled in terms of regulation and its 

effects on industry (Eckles et al. 2014). 

Empirical studies to measure the implementation of ERM in the 

insurance sector have employed several techniques. First of all, search 

strings include the following phrases or keywords: "enterprise risk 

management”, "chief risk officer," "risk committee," "strategic risk 

management," "consolidated risk management," "holistic risk 

management," and "integrated risk management" as proxies of ERM 

implementation (see, e.g. Hoyt and Liebenberg, 2011). The second one 

is based on a survey approach, whereby self-reported assessments by 

insurance executives in risk management create an ERM index (see 

Farrell & Gallagher, 2015; Grace et al., 2015). Finally, studies can 

employ data based on ratings (see, e.g. Ai et al., 2018; Bohnert, et al., 

2019, McShane et al., 2011). Agency ratings provide independent 

quality assessment data on ERM activities in relation to a particular 

ERM index or to self‐reported public announcements related to ERM 

adoption or CRO appointments (Ai et al., 2018; Bohnert, et al., 2019).  

The aim of this chapter is to contribute to the literature by analyzing 

the impact of ERM on the performance and risk of European, Middle 

Eastern and African (EMEA) insurance companies using S&P’s ERM 

rating. Most of the research in the insurance industry has been carried 

out using US data (e.g., Ai et al., 2018; Baxter et al. 2013; McShane et 

al. 2011; Nair et al. 2014) and in the European market (Bohnert et al. 

2019; Altuntas, et al. 2019). Findings in those studies might not be fully 

applicable to other insurance markets like those of the EMEA region, 

due to different characteristics and regulatory regimes (Otero et al., 
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2017). There is, consequently, a gap in the literature regarding the 

relationship between the quality of ERM and the performance and risk 

taking of insurance companies operating in non-US countries, including 

developing countries. Therefore, this is the first work, to our 

knowledge, that has studied ERM in the insurance sector with a sample 

in EMEA countries. The effectiveness of ERM could be different 

depending on the regulation framework and the risk associated with the 

environment where the company undertakes business. In addition to 

analyzing the effect of ERM in the whole sample, another main 

contribution of the chapter is to evaluate the differences between 

European and MEA companies. We hypothesize that ERM quality is 

more important in companies outside of Europe because they operate in 

risky countries with many differences in ERM implementation and 

regulation. Furthermore, following Otero, Rodríguez, Martorell and 

Mulet (2016), we have included accounting and market measures 

because the market could value unseen risk on accounting terms alone. 

Our chapter confirms the positive impact for insurance companies of 

implementing quality ERM. The effect is manifested in both economic 

and financial profitability, an aspect that is valued by the market, which 

gives a premium to companies with higher ERM ratings. Regarding the 

effect on risk, the higher the quality is, the lower the level of risk 

becomes, although for accounting indicators the result is neutral. The 

positive effect also occurs in both European and EMEA countries, 

although for companies operating outside of Europe, the effect on 

accounting indicators is superior. This means that the effect on 

performance is greater in companies operating in MEA countries, 

where improved risk management and corporate governance are more 

influential. We also find that more profit made from improving ERM 

takes a considerable amount of time and therefore it is not obtained 

immediately. 

The chapter is structured as follows: in section 2, the theoretical 

framework of reference is presented; section 3 includes the empirical 

study, presenting the variables and methodology applied; section 4 

presents the results obtained; finally, section 5 summarizes the main 

conclusions. 
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1.2 LITERATURE AND HYPOTHESIS DEVELOPMENT  

 

1.2.1 Relationship between ERM and Performance 
 

A positive relationship between ERM and company performance 

has been established using different arguments. The first holds that 

companies using ERM can manage risk holistically in a portfolio and 

therefore absorb a greater level of risk, taking advantage of the effects 

of diversification and reducing the inefficiencies or inadequacies 

inherent in dispersed management between departments or functional 

areas (Hoyt & Liebenberg, 2011; Pagach & Warr, 2010). Similarly, the 

insurance companies that use ERM usually gain knowledge of 

aggregate risks in various business activities, thus improving the 

efficiency of invested capital and profitability (Hoyt & Liebenberg, 

2011; Liebenberg & Hoyt, 2003). ERM, not only enables risks to be 

identified, but it helps detect opportunities throughout a company too 

(COSO 2004). In consequence, ERM allows strategic and operational 

decision making to improve (Gleißner, 2019; Arena, Arnaboldi & 

Azonne, 2011). Specifically, the enhancement of internal risk 

communication and the reduction of information asymmetries let 

decision-making reach higher standards (Bohnert et al., 2017, 2019). 

Tripp et al. (2008) consider that ERM helps companies align their risk 

appetite with their strategies while improving risk response decisions 

by way of greater rigour in the identification and selection of responses 

to risk: therefore, unexpected results and losses are reduced and so 

multiple risks and opportunities are identified. For this reason, 

companies can obtain a better trade-off between risk and long-term 

performance (Bohnert et al. 2017, 2019; Farrell & Gallagher, 2015; 

Lechner & Gatzert, 2018). 

Likewise, ERM can reduce the costs involved in hedging risks by 

avoiding duplications and only needing to manage the residual risk. 

Hoyt and Liebenberg (2011) argue that ERM, by integrating decision-

making among all types of risk which companies face, helps reduce 

costs with respect to offering specialized support and allows natural risk 
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hedging between different business activities, thereby enhancing 

returns and value (Ai et al., 2018). By the same token, McShane et al. 

(2011) argue that a firm’s value can rise thanks to ERM due to the fact 

that “the risk of an aggregate portfolio should be less than the sum of 

individual risks if the risks are not 100% correlated, especially if 

natural.” 

At the empirical level, insurance companies show positive results 

for performance with ERM. Hoyt and Liebenberg (2011), find a 

positive relationship between firm value, measured by Tobin's Q, and 

the implementation of ERM (using keyword search), with a premium 

value of 20%. McShane et al. (2011) note a positive relationship 

between risk management level, estimated by S&P’s ERM rating, and 

firm value up to the third level, also known as traditional risk 

management (TRM) (weak, adequate, and adequate with a positive 

trend). The authors consider that firm value increases as firms 

implement increasingly more sophisticated TRM. Baxter et al. (2013) 

employ S&P’s ERM rating, as do McShane et al. (2011), concluding 

that a better ERM quality implies better performance with Return on 

Assets (ROA) (an increase of 1.14%) and Tobin’s Q (3.88%). Nair et 

al. (2014) have also spotted that ROA is higher for insurance companies 

during a post-crisis upturn in the economy. Eckles et al. (2014) focus 

on risk-adjusted profits discovering that operating profits per unit of 

risk (ROA/return volatility) increase after ERM adoption. Similarly, to 

Hoyt and Liebenberg (2011), Farrell and Gallagher (2015) notice a 

significant and positive effect on the value of the company measured 

through Tobin’s Q with 25%. Unlike previous research, Farrell and 

Gallagher (2015) use an ERM index which is constructed out of the 

results of a survey answered by managers about risk management. 

Grace et al. (2015), also employ data based on a survey, pointing out 

positive evidence of cost efficiency and revenue efficiency for better 

ERM programs. Ai et al. (2018) evidence that the quality of a firm's 

S&P’s ERM rating is a significant determinant of ROA and Tobin's Q. 

In the study of Bohnert et al. (2019), using data from the European 

market and S&P’s ERM rating, ERM activities are associated with a 

significant positive impact on insurers’ Tobin’s Q.  
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On the contrary, Lin et al. (2012) bring forward a significant 

negative association between ERM and performance, where the 

adoption of ERM decreases Tobin’s Q and ROA by 5.6% and 3.8% 

respectively. Baxter et al. (2013) suggest that there is no relationship 

between the quality of ERM and market performance before and during 

the 2008 financial crisis, which is similar to the result of Nair et al. 

(2014). McShane et al. (2011) see no improvement in performance up 

to TRM levels four and five (which are associated with ERM).  All the 

above studies were summarized in Table 1, below. 

Table 1: Summary of empirical studies in the insurance industry between performance an 

ERM. 

Study Sample and period  Data source of 

ERM 

Dependent 

variables 

Effect 

Hoyt and Liebenberg (2011) 117 US insurers 

1998 to 2005 

Search string of 

keywords 

Tobin’s Q Significant and 

positive  

McShane et al. (2011) 82 US life insurers 

2008 

Standard & Poor’s 

ERM rating 

Tobin’s Q Significant and 

positive up to the 

third level 

No effect in higher 

levels 

Lin et al. (2012) 85 US P&C insurers. 

2000 to 2007 

Search string of 

keywords 

ROA, and Tobin's Q Significant and 

negative 

Baxter et al. (2013) 165 firm-year 

observations (US 

banks and insurance 

companies) 

2006 to 2008 

Standard & Poor’s 

ERM rating 

ROA and Tobin's Q No effect before and 

during the financial 

crisis. 

Significant and 

positive during the 

market rebound after 

crisis 

Eckles et al. (2014) 354 US insurers 

1990 to 2008 

Search string of 

keywords 

ROA/return 

volatility 

Significant and 

positive 

Nair et al. (2014) 60 US insurers 

2008 to 2010 

Standard & Poor’s 

ERM rating 

ROA No effect during 

downturn market 

Significant and 

positive in upturn 

market 

Farrell and Gallagher (2015) 225 insurers (several 

countries) 

2006 to 2011 

Risk Maturity Model 

by the Risk and 

Insurance 

Management Society 

(RIMS) 

Tobin's Q Significant and 

positive  

Grace et al. (2015) 532 U.S. insurers 

2004 to 2006 

Tillinghast Towers 

Perrin ERM survey 

Natural logarithm of 

cost efficiency and 

revenue efficiency 

Significant and 

positive 

Ai et al. (2018) 76 US P&C insurers 

2006 to 2013 

Standard & Poor’s 

ERM rating 

ROA and Tobin's Q Significant and 

positive 

Bohnert et al. (2019)  41 European insurers 

2007 to 2015 

Standard & Poor’s 

ERM rating 

Tobin’s Q Significant and 

positive  

 

Previous work supports that the companies most involved in ERM can 

improve their performance and shareholder value.  
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H1: More implementation and quality of ERM positively affects the 

performance and value. 

 

1.2.2 Relationship between ERM and Risk 

 

ERM can reduce the probability of bankruptcy or financial distress 

because risk management decreases the volatility of cash flows and 

stock-price (Bartram, 2000; Miccolis & Shah, 2000; Stulz, 1984; Smith 

and Stulz, 1985). Thus, Stulz (1996), Meulbroek (2002), Nocco and 

Stulz (2006) and Beasley et al. (2008) argue that risk management 

reduces the likelihood of history repeating itself with value being 

decimated, like in the 2008 financial crisis, by reducing or eliminating 

so-called “lower-tail costly outcomes”. Other authors, such as 

Anderson (2008), Jafari, Chadegani and Biglari (2011), McShane et al. 

(2011) and Hoyt and Liebenberg (2011) also hold that ERM reduces the 

possibility of bankruptcy and the average capital cost to which the 

company has access. According to Nocco and Stulz (2006), firms which 

employ ERM have a better understanding of the aggregate risks 

inherent in different business activities.  

Nocco and Stulz (2006) also argue that ERM allows companies to 

have better access to capital markets and other resources, and at the 

same time improve the management of the risk, for which ERM helps 

reduce the probability of encountering financial problems. In addition, 

companies that have been given an ERM rating can improve their score 

and reduce the cost of capital (Meulbroek, 2002; Fraser and Simkins, 

2007; Gatzert and Martin, 2015), thus causing ERM to reduce the 

volatility of a company’s profits (Hoyt & Liebenberg, 2011; Smithson 

& Simkins, 2005). Lundqvist and Vilhelmsson (2018) evidence the 

relationship between ERM and default risk (credit ratings and CDS 

spreads) for the banking industry, while empirical evidence for the 

insurance industry is scarce. Cummins, Dionne, Gagné & Nouira 

(2009) find that risk management has a positive impact on insurers’ 

solvency. Eckles et al. (2014) bring to light that companies that adopt 
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ERM experience a reduction in the volatility of their shares. Nair et al. 

(2014) witness a smaller decline in stock price during a downturn for 

insurers with a better S&P’s ERM rating. Finally, Berry-Stölzle & Xu 

(2016) argue that ERM should decrease firms’ cost of capital through a 

reduction in their systematic risk, discovering that ERM adoption 

significantly reduces a firm’s cost of capital. On the other hand, Nguyen 

and Vo (2019) notice that European insurance firms implementing 

ERM experience a decrease in their solvency level. All the above 

studies were summarized in Table 2 below. 

Table 2: Summary of empirical studies in the insurance industry between default risk and 

ERM. 

Study 
Sample and 

period 

Data source of 

ERM 

Dependent 

variables 
Effect 

Eckles et al. 

(2014) 

354 US insurers 

1990 to 2008 

Search string of 

keywords 

Log(stock 

return 

volatility) 

Significant and 

positive 

Nair et al. 

(2014) 

60 US insurers 

2008 to 2010 

Standard & 

Poor’s ERM 

rating 

Stock price 

returns 

Significant and 

positive 

Berry-Stölzle 

& Xu (2016) 

250 US insurers 

1996–2012 

Search string of 

keywords 

Implied cost of 

capital 

Significant and 

positive 

Previous work backs up that insurance companies which have a 

high involvement in ERM can reduce the probability of defaulting. 

H2: ERM quality reduces the level of risk taking by the company. 

 

1.2.3 ERM quality based on location, regulation and risk-faced 

 

It is worth noting that, based on Deloitte's Global Risk 

Management Survey (Deloitte, 2019), the adoption of ERM is most 

common among institutions in developed countries such as the United 

States, Canada and Australia, and in Europe, when compared to 
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developing countries. We argue that the effectiveness of ERM may vary 

between European countries and those in the MEA countries. Different 

jurisdictions have different regulatory frameworks, market structures, 

risks and risk governance structures. Solvency II, which was 

implemented in Europe in 2016 has boosted ERM in European insurers, 

but may explain the lower difference in quality between the companies 

in the region and the highest average quality with respect to the MEA 

zone. Different market structures among countries and companies may 

also affect the effectiveness of ERM; it has a positive relationship in 

firms’ competitive advantage (Elahi, 2013; Saeidi et al., 2019), meaning 

that it could be more effective in environments where other insurers do 

not have mature ERM programs or just have a few of them. Insurance 

firms face several risks, the main ones being able to be classified into 

six generic types of risk: actuarial, interest-rate, credit, liquidity, 

operational, and legal (Santomero and Babbel, 1997). These risks 

depend on several factors like life insurance vs. non-life insurance and 

line of business as well as market conditions.  

Lam (2014) discusses how ERM should raise an organization’s 

performance through improved governance. ERM combines traditional 

risk management with risk governance (Lundqvist and Vilhelmsson, 

2018), whose structure is fundamental to ensure adequate risk 

management (Brown, Steen and Foreman, 2009) and has been proven 

as an effective method to prevent managerial opportunistic behavior 

and improve performance. Viscelli, Beasley & Hermanson (2016) 

argue the case for risk governance focusing on the responsibilities 

placed on boards of directors, while Malik, Zaman & Buckby (2019) 

regard that a structurally strong board-level risk committee (a 

committee with high levels of monitoring and diligence) strengthens 

ERM impact on performance, i.e., a strong committee is identified as a 

necessary condition for effective ERM governance.  

Risk governance, which depends on regulation, has different 

structures and functions throughout many regions in Deloitte's Global 

Risk Management Survey (Deloitte, 2019). Effective risk governance 

entails a transparent and appropriate organizational structure, adequate 

separation of functions, effective internal controls, and information 
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transmission systems, which is quite common in developed countries 

like those of the European region but not in MEA countries. 

Furthermore, a strong macro governance framework can act as a 

substitute for corporate governance at firm level (Berglof, 2011). Good 

firm governance can be reinforced when the country has an effective 

macro governance framework.  According to McKinsey (2014), risk 

management in most emerging countries, like many in the MEA region 

included in our study, pays little attention to risk culture, talent or 

capabilities; the processes of analysis for several risks have changed 

very little and been in place for many years, the data, information, and 

applications are missing in many institutions and the areas where ERM 

can add value have been ignored. There is a lack of governance 

structure, low awareness of global risk issues and pursuance of 

aggressive profit at the expense of risk management framework 

(Owojori et al. 2011). This is also due to there being less pressure from 

professional and regulatory institutions on risk management.  

Based on the previous explanation, we expect that the quality of 

the ERM system may not be as effective in Europe as in the other 

nations of the EMEA zone, with a different effect on the performance 

of insurance companies. 

H3: ERM quality may be more effective for MEA than for European 

companies.   

 

1.3 SAMPLE AND DATA DESCRIPTION 

 

The empirical analysis is based on all the companies with an S&P’s 

ERM quality rating in the period 2014-2016. The companies operate in 

life and non-life insurance in the EMEA region, and the total sample is 

composed of 150 insurance companies, 101 from Europe and 49 from 

the Middle East and Africa, and a total of 450 firm-year observations. 

A list of individual insurers is provided in Annex I The most frequent 

corporate domicile is Great Britain (with 26 companies) followed by 

Germany (11) for Europe, and the United Arab Emirates (9) and Saudi 
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Arabia (6 companies) for the MEA region. The financial data has been 

retrieved from the Orbis Insurance Focus database, Standard and Poor’s 

ERM ratings and the Financial Strength Rating (FSR), also from 

Standard and Poor’s, whereas the market data for listed companies 

comes from Morningstar Direct. 

 

1.3.1 Variables 

 

1.3.1.1 Dependent variables 

 

In this study, performance and risk taking, plus several 

accounting and market-based ratios have been used. Nevertheless, 

because our sample contains more non-listed companies, the main 

models have been estimated using only accounting-based ratios. 

Previously, Aebi, Sabato and Schmid (2012) have used the return on 

equity (ROE) ratio and Lin et al. (2012), Baxter et al. (2013), Nair et al. 

(2014) and Ai et al. (2018), have used the return on assets (ROA) ratio. 

Besides this, in line with Ai, Bajtelsmit and Wang (2018), we have 

included Tobin’s Q as a measure of value creation. The sample for 

publicly traded companies is limited to 45 firms, and 135 observations. 

For risk taking, similarly to Eckles et al. (2014), we use the ROA 

adjusted risk measure, in our case the ROA/volatility or ROA ratio. 

Risk-adjusted return is a measure of the risk of the business portfolio 

assumed by the insurance company, implying greater value, greater 

stability of profitability and a lower likelihood of financial problems 

(Goyeau and Tarazi, 1992). In contrast, the Z-score has also been used 

as a dependent variable. This ratio is very common as a measure of risk 

in many recent empirical research papers (Boyd and Runkle, 1993; 

Michalak and Uhde, 2009 and Otero et al., 2016), since it represents the 

inverse probability of insolvency. The Z-score ratio also measures “the 

distance to insolvency”, based on accounting data. We use Value at 

Risk (VaR) as a market measure of downside risk (Table 3) as well. 
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Table 3: Dependent variables. 

Performance 

Return on 

Assets (ROA) 
EBIT/Total Assets 

Orbis 

Insurance 

Focus 

Return on 

Equity (ROE) 
Operating result / Equity 

Orbis 

Insurance 

Focus 

Tobin´s Q (Q) Market to Book ratio 

Morningstar 

Direct 

Risk 

Excess Return 

(ROAtoVol) 𝑹𝑶𝑨

𝝈𝑹𝑶𝑨
 

Orbis 

Insurance 

Focus 

Zscore 𝑍 ≡
 ROA  +   Capital ratio 

𝜎𝑅𝑂𝐴
 

Orbis 

Insurance 

Focus 

VaR 

Maximum loss in market value of the company in normal 

market conditions and with a predetermined confidence 

level. 

𝑉𝑎𝑅𝑝(𝑌) =  𝑃𝑟𝑜𝑏(𝑌 ≥ 𝑌∗) = 𝑝 

Morningstar 

Direct 

 

1.3.1.2 Independent variables 

 

S&P’s ERM rating is used as a proxy of ERM quality. Our 

selection is based on the properties of the measure. Ai, Bajtelsmit and 

Wang (2018) indicate that ERM rating is the best quality measure of 

ERM implementation. It is better than others that are based on 

announcements or dummies of ERM adoption and it is a measure of the 

degree of quality without requiring subjective assessments from the 

researcher. Since 2005, Standard & Poor’s have incorporated 

evaluations of insurers’ ERMs as an integral component of the overall 

firm rating using a separate major category (see S&P 2005, 2013a). The 

ERM assessment focuses on five main firm attributes, namely risk 

management culture, risk controls, emerging risk management, risk 
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models, and strategic risk management (see S&P 2013a). Each of these 

five attributes is evaluated with a ‘positive’, ‘neutral’, or ‘negative’ 

score depending on the degree of fulfillment. As a result of this 

assessment, an insurer will be classified into one of the five ERM rating 

categories (see S&P 2013a). Insurers with ‘very strong’ or ‘strong’ 

ratings, where the first category corresponds with the former best 

category ‘excellent’, provide a comprehensive view of all risks which 

are comprised in the entire company. In addition, these insurance 

companies consider risk management within the strategic decision-

making process and incorporate risk and risk management when 

optimizing risk-adjusted returns. Hence, these companies use an 

enterprise-wide risk-management approach and belong to the group of 

users with high-quality risk management (RM). In contrast, insurance 

companies with rating categories below ‘strong’, in particular ‘adequate 

with a positive trend’ (a category between 2009 and 2013), ‘adequate 

with strong risk controls’(adequate SRC) (a category since 2009), 

‘adequate’ (since 2005) and ‘weak’ (since 2005), do not provide a 

comprehensive view regarding all the material risks that all business 

lines of the entire company include. Therefore, firms with these rating 

categories lack a clear vision of their overall risk profile and generally 

exhibit a traditional risk management approach with a silo-based focus 

(see S&P 2005, 2009, 2013a), which belongs to the group of firms with 

less high-quality RM. In our chapter we construct three dummies for 

the regression models, namely high quality (strong or very strong), 

intermediate (adequate to strong risk controls) and adequate-weak 

(adequate to weak ratings). Additionally, for the difference in means 

analysis the dummy takes the value of one when the company has a 

strong or very strong rating and 0 otherwise. 
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1.3.1.3 Analysis of the rating by region 

 

Table 4 shows the analysis of the ratings by region. We can 

observe important differences and, in general, European companies 

have the strongest rating with all the firms achieving scores of 

adequate, adequate SRC (adequate to strong risk controls) or higher. 

In addition, more than 26% are classified with strong or very strong 

rates. In the case of the MEA region, more than 85% show low-quality 

management systems. This is one of the decisive factors that have led 

to our analysis being split into the global and the regional level.  

Table 4: Rating distribution by region (Percentage) 

Rating_ERM EMEA Europe MEA 

Weak 3.95 0.97 10.2 

Adequate 59.87 52.43 75.51 

Adeq, SRC 15.79 20.39 6.12 

Strong 15.79 20.39 6.12 

Very Strong 4.61 5.83 2.04 

 

 

1.3.1.4 ERM rating and FSR 

 

Another rating closely related with S&P’s ERM rating is the 

financial strength rating (FSR), which is an assessment of insurers’ 

financial solvency (Ai, Bajtelsmit and Wang, 2018). In the insurance 

sector this rating is as important as the credit rating to evaluate the 

capacity to meet the liabilities and commitments. In Table 5, the sample 
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shows the relationship between the financial strength ratio FSR1 and 

S&P’s ERM rating for the 450 records in the sample. As can be seen, 

there is not a weak rating for any company classified as A-, or higher. 

The table also shows that ERM rating is positively related to FSR; in 

general, the higher the ERM rating of a company is, the higher its 

financial strength is.   

Table 5: Relationship between FSR and S&P’s ERM Rating 

FSR Rating ERM Rating 

 Weak Adequate Adeq,SRC Strong Very strong Total 

AA+ 0 3 0 0 3 6 

AA 0 0 3 4 0 7 

AA- 0 0 0 4 9 13 

A+ 0 13 11 11 3 38 

A 0 54 26 32 6 118 

A- 0 71 12 11 0 94 

BBB+ 1 41 15 6 0 63 

BBB 2 34 2 4 0 42 

BBB- 0 12 3 0 0 15 

BB+ 5 18 0 0 0 23 

BB 4 6 0 0 0 10 

BB- 0 9 0 0 0 9 

B+ 3 4 0 0 0 7 

B 3 2 0 0 0 5 

Total 18 267 72 72 21 450 

                                                           
1 To produce a long-term rating of an insurance company, S&P assesses the 
business risk profile of the company, while ERM rating and management and 
governance among other factors act like “modifiers”, or additional assessments 
that may modify the ratings (see S&P, 2014) 
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1.3.2 Descriptive analysis  
 

As can be seen in Table 6 the insurers in the sample show 

reasonable average profitability and risk values, but with significant 

dispersion. This means that both the performance and the level of risk 

assumed by insurers vary significantly, which may be caused by the 

sample containing entities from heterogeneous countries in terms of 

size, development, stability, culture and risk. ERM ratings are, on 

average, of low quality, with 64% of companies qualifying as adequate 

or weak and only 21% being strong or very strong according to 

Standard & Poor’s. All other control variables again show high 

dispersion in terms of size, leverage, efficiency and liquidity. However, 

the average values of the performance variables are quite homogeneous, 

despite European companies being much larger in size and operating in 

markets with a lower inflation and a higher GDP per capita. 

Table 6: Descriptive analysis 

Variable Obs Mean Std. Dev. Min Max 

Risk 

ROAtoVol_ 418 2.55 3.94 -4.50 32.01 

Zscore_ 415 2.82 4.18 -4.46 33.99 

VaR_ 144 15.52 7.76 0.00 36.98 

Performance 

Roa_ 420 3.05 4.789 -16.781 39.994 

Roe_ 417 10.33 25.898 -347.232 176.607 

Tobin´s Q_ 176 1.38 1.024 0.25358 7.220 

Ratings ERM 

Weak 450 0.04 0.19 0.00 1.00 

Adequate 450 0.60 0.49 0.00 1.00 

Adeq, SRC 450 0.16 0.36 0.00 1.00 

Strong 450 0.16 0.36 0.00 1.00 

Very Strong 450 0.05 0.21 0.00 1.00 

Other variables 

Listed  450 0.296 0.457 0 1 
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Life 450 0.125 0.331 0 1 

Nonlife 450 0.546 0.498 0 1 

logTA 429 14.624 2.467 8.217 20.609 

Leverage 423 0.313 0.229 -0.022 1 

Liquidityrat 426 130.750 113.567 0 854.874 

Inflat 438 1.996 3.051 -1.143 15.675 

LogGDPpc 438 42329.380 22163.420 1335.123 119225.400 

 

Note: Listed is a dummy for listed insurers, Life is a dummy that takes the value 1 if 

the company is life insurance company and 0 otherwise, Nonlife is a dummy that takes 

the value 1 if the company is nonlife insurance company and 0 otherwise, LogTA is 

the insurance company size measured by the logarithm of total assets, leverage is 

measured by the capital ratio, Liquidity is the Liquidity ratio (𝐿𝑖𝑞𝑢𝑖𝑑𝑖𝑡𝑦𝑟𝑎𝑡), Inflat is 

the Inflation rate, and finally, LogGDPpcis the logarithm of the GDP per capita. 

 

In the first mean difference analysis Table 7, we note that EMEA 

companies with an ERM classified as strong or very strong have the 

best performance and are the least risky in terms of Value at Risk. When 

we differentiate Europe from the other EMEA countries, we observe 

that the differences are maintained, albeit with some exceptions. The 

differences between risk, represented by VaR, and performance, 

represented by ROE and Tobin’s Q, are higher for the EMEA zone 

outside of Europe compared to those inside it. This result supports our 

expectation that the ERM value is different for European companies 

than for those in the MEA zone. 
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Table 7: Differences in Means 

Variable  

EMEA  Europe MEA 

Non-strong  

ERM 
Strong ERM Diff. 

Non-strong  

ERM 
Strong ERM Diff. 

Non-strong  

ERM 
Strong ERM Diff. 

ROAtoVol 2.674 2.3352 0.3388 2.7301 2.369 0.3611 2.5973 2.1228 0.4744 

Zscore 2.9515 2.5993 0.3523 3.0401 2.645 0.395 2.8305 2.3177 0.5128 

VaR 18.1071 11.2204 6.8868*** 12.5576 11.24 1.3218 20.4855 11.097 9.3885*** 

ROA 3.1466 2.8955 0.2511 2.6117 2.677 -0.0657 3.8756 4.2664 -0.3908 

ROE 8.5319 13.5488 -5.0169* 11.0235 13.68 -2.6563* 5.1362 12.7441 -7.6079 

Tobin’s Q 1.3191 1.4966 -0.1775* 1.1821 1.331 -0.1493* 1.3767 2.7351 -1.3583*** 

Note: Table 7 shows the differences in means (Diff) between the companies with strong and 

non-strong ERM systems. * Significant at 10%.** Significant at 5%.*** Significant at 1%. 

RoatoVol: is a measure of the risk of the business portfolio assumed by the insurance company, 

implying greater value, greater stability of profitability and a lower probability of financial 

problems, Zscore: measures “the distance to insolvency”, based on accounting data and VaR: 

is a measure of downside risk; and in terms of performance: ROA: is an indicator of how 

profitable a company is relative to its total assets, ROE: is a measure of financial performance 

calculated by dividing net income by shareholders' eixuity and finally;  Tobin’s Q: is a measure 

of value creation 

 

1.3.3 Methodology and empirical results 

 

We would like to test if ERM quality has a positive effect on 

performance, although other variables could jointly determine 

performance. The effect of ERM quality is estimated using Two Stage 

Least Squares (2SLS) to avoid potential endogeneity problems in the 

empirical study. As with Ai, Bajtelsmit and Wang (2018), in the first 

stage, we estimate ERM quality using several instruments that we 

expect to be related with the variable ERM Quality (ERMQ), which 

takes the value of 1 for weak to adequate risk controls, 2 for adequate 

to strong risk controls and 3 for strong to very strong risk controls. As 

explanatory variables, Life and Non-life are considered proxies for the 

complexity of the activity. Following Hoyt and Liebenberg (2011) there 

could be potential differences in the likelihood of ERM engagement 

across sectors of the insurance industry. They find that life companies 
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are significantly more likely to use ERM while Eckles et al. (2014) 

evidence the opposite effect, i.e., that non-life companies are more 

likely to implement ERM. We expect that companies operating 

exclusively in life or non-life obtain a better score than composite ones 

because it is more difficult to have a good ERM system when activity 

is more disperse. The FSR is also included and we expect a negative 

relationship because the low values correspond to higher FSR ratings in 

line with Ai et al. (2016). Listed usually has good corporate governance 

that positively influences risk management quality (Nair et al., 2014). 

LogTA (economies of scale of costly systems) is used because large 

insurers are more likely to have ERM programs in place (e.g., Eckles et 

al. 2014, Lin et al. 2012, Hoyt & Liebenberg, 2011), so we expect that 

size is positively related to insurer ERM quality (e.g. Ai et al., 2018; 

Altuntas et al., 2019; Baxter et al., 2013, Bohnert et al., 2019). 

Furthermore, insurers engaging in ERM may have lower financial 

leverage if they have decided to lower their probability of financial 

distress by decreasing financial risk (e.e. Hoyt & Liebenberg, 2011, 

Bohnert et al. 2019). As a consequence, we expect that leverage, which 

we define as “book value of assets to liabilities”, is related to insurer 

ERM quality. Finally, a Europe dummy is included because Solvency 

II encourages the implementation of ERM in the insurance industry. We 

also include the Liquidity ratio (Liquidityrat), the logarithm of GDP per 

capita (logGDPpc) and Inflation rate (Inflat), variables of the second 

stage, as control variables. 

The estimated model for the first stage takes the form as in  Equation 1  

 

𝐸𝑅𝑀𝑄𝑖𝑡 = 𝛽0+𝛽1𝐹𝑆𝑅
 𝑖𝑡

+𝛽2𝐿𝑖𝑓𝑒𝑖𝑡 + 𝛽3 𝑁𝑜𝑛𝑙𝑖𝑓𝑒𝑖𝑡 + +𝛽4𝐿𝑖𝑠𝑡𝑒𝑑 𝑖𝑡 +

𝛽5𝐿𝑜𝑔𝑇𝐴
 𝑖𝑡

+ 𝛽6𝐿𝑒𝑣𝑒𝑟𝑎𝑔𝑒
 𝑖𝑡

+  𝛽7𝐿𝑖𝑞𝑢𝑖𝑑𝑖𝑡𝑦𝑟𝑎𝑡 𝑖𝑡 +  𝛽7𝐼𝑛𝑓𝑙𝑎𝑡 𝑖𝑡 +

 𝛽8𝑙𝑜𝑔𝐺𝐷𝑃𝑝𝑐 𝑖𝑡 + 𝛽9𝐸𝑢𝑟𝑜𝑝𝑒
 𝑖𝑡

+ 𝑌𝑒𝑎𝑟𝑡 +  𝜀𝑖𝑡   

Equation 1 

where 

ERMQ= Quality of the ERM as a function of instrumental 

variables and control variables. 
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FSR= Financial strength rating 

Life= Dummy variable that takes the value of 1 if it is a Life 

company and 0 otherwise. 

Nonlife= Dummy variable that takes the value of 1 if it is a Non-

life company and 0 otherwise. 

Listed= Dummy variable that takes the value of 1 if it is a Listed 

company and 0 otherwise. 

𝑳𝒐𝒈𝑻𝑨= Size measured by the logarithm of total assets. 

𝑳𝒆𝒗𝒆𝒓𝒂𝒈𝒆= Leverage measured by the capital ratio. 

𝑳𝒊𝒒𝒖𝒊𝒅𝒊𝒕𝒚𝒓𝒂𝒕= Liquidity ratio. 

𝑰𝒏𝒇𝒍𝒂𝒕= Inflation in the country where the company operates. 

𝑳𝒐𝒈𝑮𝑫𝑷𝒑𝒄= Logarithm of GDP per capita. 

𝑬𝒖𝒓𝒐𝒑𝒆 = Dummy variable that takes the value of 1 if the 

company is based in Europe. 

Year= Dummy time variables. 

𝜺𝒊𝒕= error term 

In the second stage, following Ai, Bajtelsmit and Wang (2018), the next 

equation is estimated as in Equation 2 

𝑃𝑒𝑟𝑓𝑜𝑟𝑚𝑎𝑛𝑐𝑒𝑖𝑡 = 𝛽0+𝛽1𝐸𝑅𝑀𝑄𝑖𝑡 + 𝛽2𝐿𝑜𝑔𝑇𝐴
 𝑖𝑡

+ 𝛽3𝑙𝑒𝑣𝑒𝑟𝑎𝑔𝑒
 𝑖𝑡

+
𝛽4𝑙𝑖𝑞𝑢𝑖𝑑𝑖𝑡𝑦𝑟𝑎𝑡 𝑖𝑡 +  𝛽5𝐼𝑛𝑓𝑙𝑎𝑡 𝑖𝑡 +  𝛽6𝑙𝑜𝑔𝐺𝐷𝑃𝑝𝑐 𝑖𝑡 + 𝑌𝑒𝑎𝑟𝑡 + 𝜀𝑖𝑡  

Equation 2 

Regarding the first model, Table 8 below shows the result for each 

variable. The FSR has a significant negative relationship over the quality of 

the ERM, which is in line with our previous expectations regarding the effect 

of financial insurer solvency on the quality system (Ai, Bajtelsmit and Wang, 

2018). Thus, a better FSR (lower level) has a more positive relationship over 

the ERM Quality. The table also shows that life and non-life insurance 



 Chapter One: Can ERM ratings explain the performance and risk of 

EMEA insurance companies? 

37 

companies that are involved in ERM have a significant positive effect on the 

quality of ERM. The result is in line with previous studies by Hoyt and 

Liebenberg (2011) and Eckles et al. (2014) where they find that life and non-

life are significantly more committed to ERM implementation than those with 

a composite business. ERMQ has a positive relationship over listed 

companies, as they usually have a good corporate governance that positively 

influences risk management quality (Nair et al., 2014). Size (logTA) shows the 

importance of economies of scale for costly systems on the ERMQ, 

maintaining that larger firms are more likely to have higher ERM quality and 

because large insurers are more likely to have ERM programs in place (e.g., 

Eckles et al. 2014, Lin et al. 2012, Hoyt & Liebenberg, 2011). Consequently, 

the result meets our expectations of size being related to insurer ERM quality 

(e.g. Ai et al., 2018; Baxter et al., 2013, Bohnert et al., 2019). The leverage 

variable (Lev) also has a significant positive effect on the ERMQ affirming 

that insurers with greater financial leverage are more likely to have higher 

ERM quality. Hoyt & Liebenberg (2011) and Bohnert et al. (2019) evidenced 

that insurers engaging in ERM may have lower financial leverage if they have 

decided to reduce the probability of financial distress by decreasing financial 

risk. Finally, the effect for Europe is positive but insignificant. 

Table 8: Two-stage least squares regression-First Stage: ERM quality estimation (ERMQ) 

Variable ERMQ 

FSR -0.0116* 

Life 0.2604** 

Nonlife 0.42*** 

Listed 0.1345* 

LogTA 0.1996*** 

Leverage 0.504*** 

Liquidityrat 13.098 

Inflat -0.0073 

LogGDPpc 0.0444 

Europe 0.1249 

Cons -0.2381 

N 395 

r2 0.3504 
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Note: The table shows the results of the estimation using pooled OLS regression where the 

dependent variable is ERMQ. FSR is insurer financial solvency; Life is a dummy variable that 

takes the value of 1 if the company operates in life insurance and 0 otherwise; Nonlife is a 

dummy variable that takes the value of 1 if it is a non-life company and 0 otherwise; Listed is 

a dummy variable that takes the value of 1 if it is listed and 0 otherwise; LogTA is size measured 

by logarithm of total assets; Leverage is measured by the capital ratio;  Liquidityrat: is the 

Liquidity ratio (𝐿𝑖𝑞𝑢𝑖𝑑𝑖𝑡𝑦𝑟𝑎𝑡), Inflat: is the Inflation rate, and finally, LogGDPpc: 

is the logarithm of the GDP per capita.Years has been included as controls. * Significant 

at 10%.** Significant at 5%.*** Significant at 1%.  

1.3.3.1 Effect of ERM quality on performance and Risk 

Table 9 shows the analysis of the effect of ERM quality 

(ERMQ) on performance and risk. We can observe that the relationship 

between ERMQ and performance is generally positive with a 

significant effect on ROE and ROA. The result is also significant for 

the companies listed, showing that ERM quality with an increase in 

Tobin´s Q is positively valued by the market. Our result supports the 

implementation of ERM in insurance companies as a measure to 

increase performance and shareholder value. The findings are 

consistent with our H1, and with previous literature like Hoyt and 

Liebenberg (2011), McShane et al. (2011), Lin et al. (2011), Eckles et 

al. (2014), Farrel and Gallagher (2015) and Ai et al. (2016) who can all 

see a positive effect for the US market using dependent variables such 

as ROA and Tobin’s Q.   

Accordingly, ERMQ affects risk reduction positively and the 

result is consistent with a reduction in the probability of financial 

distress (Bartram, 2000; Miccolis & Shah, 2000; Stulz, 1984; Smith and 

Stulz, 1985). The models for the accounting measures are not 

significant, highlighting the need to use accounting and market 

measures in the analysis (Otero et al., 2016). According to Nocco and 

Stulz (2006), companies which involve ERM have a better 

understanding of aggregate risks. Similarly, Stulz (1996), Meulbroek 

(2002) and Beasley et al. (2008) among many other authors, such as 

Anderson (2008), Jafari, Chadegani and Biglari (2011), McShane et al. 

(2011) and Hoyt and Liebenberg (2011) also defend that ERM reduces 

the possibility of bankruptcy. Our findings show that a policy to 

promote the improvement of ERM quality level must be put into 

practise to reduce the probability of default. 
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Table 9: Two-stage least squares regression- Second Stage: ERM Quality performance and 

risk (2014-2016) 

Variable ROAtoVol Zscore VaR ROA ROE Tobin’s Q 

EMEA 

ERMQ -0.6943 -0.9711 -4.9802** 3.7323*** 11.1021*** 1.4472*** 

Leverage 0.2413 0.6916 -32,312 2.8833** -9.5222** -2.3737*** 

LogTA 0.3124 0.3765* 0.3035 -0.6757*** -0.8785 -0.3680*** 

Liquidityrat -19,287 -50,254 3,069 66.34 103 -34 

Inflat -0.0439 -0.0713 0.6206 0.2450*** 0.7716*** 0.1428 

LogGDPpc -1.2780*** -1.3686*** -0.9940 -0.6790* -2.8633** -0.5242** 

Cons 12.6608** 13.3095** 30.2998** 12.6171*** 37.5280** 10.5529*** 

N 395 395 128 395 395 128 

Note: The table shows the results of the estimation using 2SLS regression where the dependent variables 
in terms of risk are ROAtoVol, which is a measure of the business portfolio risk assumed by the insurance 

company, implying greater value, greater profit stability and less susceptibility to financial problems; 

Zscore measures “the distance to insolvency”, based on accounting data; VaR is used as a measure of 

downside risk. In terms of performance, the dependent variables are ROA, ROE and Tobin’s Q as a measure 

of value creation; ERMQ measures the effect of ERM quality on performance and risk; Leverage is 

measured by the capital ratio; LogTA is size measured by the logarithm of total assets;  Liquidityrat: is 

the Liquidity ratio (𝐿𝑖𝑞𝑢𝑖𝑑𝑖𝑡𝑦𝑟𝑎𝑡), Inflat: is the Inflation rate, and finally, LogGDPpc: is the 

logarithm of the GDP per capita.Years has been included as controls. * Significant at 10%.** 

Significant at 5%.*** Significant at 1%.  

 

1.3.3.2 ERM Quality effect by region  

 

In order to show the extent of ERMQ impact, we have 

analyzed the sample separately for Europe and the MEA countries. As 

can be seen Table 10 some differences appear between both areas. In 

the case of the European sample, the effects are nearly the same as those 

of the overall sample, with a positive effect on risk in terms of value at 

risk despite the reduction in the Zscore. This effect is not explained by 

the significant reduction in ROAtoVol which could be the result of better 

quality ERM companies – these reduce the level of risk-adjusted capital 

by way of internal models, which are permitted in the European 

Solvency II model.  
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In the MEA countries the effect is only significant for the 

accounting measures (ROA and ROE) but is in accordance with our 

expectation that Middle-Eastern companies are affected more greatly 

than European ones (Hypothesis 3). This difference could be explained 

by the availability of a better ERM in the MEA region to reduce the 

higher problems of corporate governance or the pursuance of aggressive 

profits, this being more controlled in the case of companies based in 

European countries.  

Table 10: Two-stage least squares regression- Second stage by regions 

Europe 

Variable ROAtoVol Zscore VaR ROA ROE Tobin’s Q 

ERMQ -1.4151 -1.7929* -1.583* 3.0808*** 7.4258*** 0.5441*** 

Leverage 0.4462 0.9315 5.1769* 1.9639* -12.7076*** -1.5083** 

LogTA 0.3848* 0.4595** 1.1407*** -0.7047*** -0.5016 -0.0752 

Liquidityrat -47.941 -62.348 9015.589 138.1325 412 612.4948 

Inflat -0.2650** -0.2999** 0.3215 0.0732 0.4851 0.4922*** 

LogGDPpc -1.3468* -1.3492* -0.2148 -2.3839*** -6.0797*** -1.2222*** 

Cons 13.8577 13.6048 -1.8378 32.7060*** 73.4239*** 14.2990*** 

N 279 279 70 276 272 68 

MEA  

Variable ROAtoVol Zscore VaR ROA ROE Tobin’s Q 

ERMQ -2.4877 -2.9491 4.8636 5.2541** 29.4901** 1.6236 

Leverage -0.4986 0.0596 -17.7789* 4.9369** 8.4176 -1.3392 

LogTA 0.2681 0.3152 -0.5807 0.2274 -0.0436 0.1303 

Liquidityrat -111.5845 -122.6956 5910.8779* 181.7477* -12.6349 125.3407 

Inflat 0.4536** 0.4532** -2.8460* 0.4309*** 0.7913 -0.1998 

LogGDPpc -0.8064 -0.9196 0.2478 0.3755 0.1373 -0.0646 

Cons 7.9486 9.016 32.7471 -12.9458* -29.6452 -0.4986 

N 116 116 58 112 115 56 
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Note: The Table 10 shows the results of the estimation using 2SLS regression where the 

dependent variables in terms of risk are ROAtoVol, which is a measure of the business portfolio 

risk assumed by the insurance company, implying greater value, greater profit stability and less 

inclination towards financial problems; Zscore measures “the distance to insolvency”, based 

on accounting data; VaR is used as a measure of downside risk. In terms of performance, the 

dependent variables are ROA, ROE and Tobin’s Q as a measure of value creation; ERMQ 

measures the effect of ERM quality on performance and risk; Leverage is measured by the 

capital ratio; LogTA is size measured by the logarithm of total assets; Liquidityrat: is the 

Liquidity ratio (𝐿𝑖𝑞𝑢𝑖𝑑𝑖𝑡𝑦𝑟𝑎𝑡), Inflat: is the Inflation rate, and finally, LogGDPpc: is the 

logarithm of the GDP per capita Years has been included as controls. * Significant at 10%.** 

Significant at 5%.*** Significant at 1%. 

1.3.3.3 ERM Quality using dichotomous variables  

 

Additionally, we analyse the effects of ERM quality on 

performance and risk using three different ERM dummy variables: 

ERMstrong, including those rated strong to very strong, ERMAsrc, for 

those with adequate to strong risk controls, and finally, adequate for the 

remainder of the companies with an adequate to weak rating. We 

estimate the model (Equation 3) using pooled OLS, including adjusted 

standard errors by firm and year (Petersen, 2009; Thompson,2011; Ai 

et al.,2016 and Hartzmark and Sussman, 2019).  

𝑃𝑒𝑟𝑓𝑜𝑟𝑚𝑎𝑛𝑐𝑒𝑖𝑡 = 𝛽0+𝛽1𝐸𝑅𝑀𝑠𝑡𝑟𝑜𝑛𝑔𝑖𝑡+𝛽1𝐸𝑅𝑀𝐴𝑠𝑐𝑟𝑖𝑡 + 𝛽1𝐿𝑜𝑔𝑇𝐴
 𝑖𝑡

+
𝛽2𝑙𝑒𝑣𝑒𝑟𝑎𝑔𝑒

 𝑖𝑡
+ 𝛽3𝑙𝑖𝑞𝑢𝑖𝑑𝑖𝑡𝑦𝑟𝑎𝑡 𝑖𝑡 +  𝛽4𝐼𝑛𝑓𝑙𝑎𝑡 𝑖𝑡 +  𝛽5𝑙𝑜𝑔𝐺𝐷𝑃𝑝𝑐 𝑖𝑡 + 𝑌𝑒𝑎𝑟𝑡 +

𝜀𝑖𝑡  

                                                                                  Equation 3   
  

With the new specification we note that in general the best-

rated insurance companies experience the greatest return and are the 

most highly-valued by investors Table 11. However, companies with 

an adequate to strong risk control rating have better results but with a 

greater market risk, measured with Value at Risk. Therefore, these 

companies tend to take advantage of the higher quality of their risk 

system to increase their risk exposure, obtaining a better return. 

However, companies with strong to very strong ratings manage to 

improve performance while containing market risk. Both results are 

similar to the 2SLS model and consistent with previous studies that 



DARINE MAAROUF 

42 

postulate that companies involved in ERM experience perform better 

and reduce their risk simultaneously (Bartram, 2000; Miccolis & Shah, 

2000; Stulz, 1984; Smith and Stulz, 1985). Both analyses show the 

importance of boosting the quality of risk systems in insurance 

companies as a mechanism to increase their financial stability. 

Regarding the differences between European and MEA companies, we 

find a positive and significant effect on risk measures that is not 

observed for European companies, in line with hypothesis 3. 

Additionally, in the case of MEA countries, an increase in solvency is 

compatible with the achievement of higher accounting performance for 

companies with adequate-strong risk controls and its effect is very high 

for those with a strong ERM. Nevertheless, the market recognizes the 

effect of ERM on performance with a premium in the case of European 

companies but not for those of the MEA region. Financial markets in 

many countries of the MEA region are underdeveloped and there is a 

lack of expertise in evaluating financial instruments (Bitar et al., 2016; 

Neaime, 2016). This may well explain why markets do not recognize 

certain variables that are important in the case of European companies. 

Table 11: Effect of dichotomic ERM quality variables 

Variable ROAtoVol Zscore VaR ROA ROE Tobin’s Q 

EMEA 

ERMstrong -0.2344 -0.3664 -2.9122** 1.297 2.7946* 0.4188* 

ERMAsrc 0.3975 0.323 1.7051*** 1.0828* 5.2742*** 0.9199** 

Leverage 0.8874 1.1391* -8.5292*** 4.6803*** -3.8558 -1.0661* 

LogTA 0.3298*** 0.3421*** -0.8366* -0.0859 0.9374*** -0.031 

Liquidityrat 27.7819 19.721 3104.3738 103.5153 219.0405* -354.2683 

Inflat 0.0016 -0.0254 0.539 0.2226 0.7315*** 0.1884* 

LogGDPpc -0.5264*** -0.5902*** -0.6169 -0.3652 -1.9484* -0.5185* 

Cons 2.5032* 3.3846*** 38.3232*** 5.8411 16.5777 7.2141*** 

N 378 378 128 388 387 124 

r2 0.1066 0.0997 0.3083 0.2182 0.1205 0.276 

Europe 

ERMstrong -0.0591 -0.2054 -1.2887 1.2700* 2.0447 0.5563** 

ERMAsrc 0.3553 0.234 0.465 0.9305* 4.2682** 1.1937*** 
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Leverage -0.2097 -0.1165 3.6715*** 4.0846*** -7.2066*** -1.8964*** 

LogTA 0.2409*** 0.2379** 0.9586 -0.2117 0.7578** -0.1246 

Liquidityrat 48.5602 34.0576 1.07e+04* 101.5828 331.2590** -292.4588 

Inflat -0.0383 -0.071 0.4373 0.1084 0.6202 0.4769*** 

LogGDPpc -0.8210*** -0.8943** -1.0324 -1.2435* -3.1241 -0.8066 

Cons 7.3132** 8.6562** 2.7939 17.6853*** 32.3841 11.9746** 

N 269 270 70 276 272 68 

r2 0.0938 0.0842 0.3302 0.2177 0.1457 0.34680 

MEA 

ERMstrong 1.123 0.9361 -13.7694*** 6.5973*** 19.2927*** 0.4745 

ERMAsrc 2.9897*** 3.2238*** - 1.5863*** 3.6379** - 

Leverage 4.5621*** 5.3357*** -8.8175 5.0468** 8.667 -0.0959 

LogTA 0.6503*** 0.7031*** 0.3584 0.3397 1.0372 0.2542 

Liquidityrat 32.2291 26.9982 4473.6362*** 181.5914*** 9.9997 -39.4963 

Inflat -0.014 -0.0292 -1.3195 0.4289*** 0.7754* -0.0189 

LogGDPpc -0.4272 -0.5124* -6.2564** 0.2735 -1.0569 -0.8366 

Cons -4.085 -3.9681 85.3120*** -7.9702 1.2275 6.5644 

N 109 109 58 112 115 56 

r2 0.2849 0.311 0.2562 0.3148 0.139 0.3616 

Note: The table shows the results of the estimation using pooled OLS regression, including 

adjusted standard errors by firm and year, where the dependent variables in terms of risk are as 

follows: ROAtoVol, a measure of the business portfolio risk assumed by the insurance company, 

implying greater value, greater profit stability and less propensity to financial problems; Zscore 

measures “the distance to insolvency”, based on accounting data; VaR is a measure of downside 

risk. In terms of performance, the dependent variables are ROA, ROE and Tobin’s Q as a 

measure of value creation; ERMstrong is a dummy that takes the value of 1 if the company has 

a strong or very strong ERM. ERMAscr is the same as the previous one although the company 

has an adequate to strong risk control system; Leverage is measured by the capital ratio; LogTA 

is size measured by the logarithm of total assets;  Liquidityrat: is the Liquidity ratio 

(𝐿𝑖𝑞𝑢𝑖𝑑𝑖𝑡𝑦𝑟𝑎𝑡), Inflat: is the Inflation rate, and finally, LogGDPpc: is the logarithm 

of the GDP per capita.Years has been included as controls. * Significant at 10%.** 

Significant at 5%.*** Significant at 1%. 

 

1.3.3.4 ERM Quality incorporating rating migration 

 

In this model we aim to analyze how a change in rating affects 

our estimations. It should be noted that there are companies with a high 
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rating that have been unchanged over the period analyzed. Since the 

ratings available are from late 2013, which changed in December 2015, 

the effect may not be the same for all of them. It should also be 

mentioned that an improvement in quality can be positively assessed, 

but it must not be forgotten that it may take some time until its effect 

materializes in terms of risk and performance. As can be seen, twelve 

companies have improved their rating from “strong” to “very strong”, 

five have gone from “adequate” to “adequateSRC” and only one 

company has been downgraded from “adequate” to “weak” Table 12 

Table 12: Migration ratings from 2013-2015 

2013/2015 Very Strong Strong Adequate, SRC Adequate Weak Total 

Very Strong 6 0 0 0 0 6 

Strong 2 11 0 0 0 13 

Adequate,SRC 0 7 19 0 0 26 

Adequate 0 3 5 80 1 89 

Weak 0 0 0 1 4 5 

Not evaluated 0 0 0 12 1 13 

Total 8 21 24 93 6 152 

 

When we decipher from the model which companies will gain 

better quality ratings, we observe interesting results. Firstly, the effect 

on performance is only positive for companies that maintain a high-

quality rating throughout the period. In addition, when we exclude 

companies that have reached high quality, we see that those classified 

as ERMstrong have a positive effect on all risk and performance 

indicators. These results indicate that those companies which have a 

quality system for the longest obtain the best results in terms of 

performance and risk. According to Eckles et al. (2014), ERM is a 

difficult process and it takes time to reap the full benefits of ERM 
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adoption. Secondly, the change in ratings has no immediate effect on 

performance although the market just recognizes the increase in the 

value of the European companies, where financial markets are more 

developed( Table 13). 

Table 13: Effect of considering rating migration 

Variable ROAtoVol Zscore VaR ROA ROE Tobin’s Q 

EMEA 

ERMstrong 0.28 0.2183 -2.006 1.4947*** 3.5687* 0.4010* 

ERMAsrc 0.7010* 0.7015* 1.9665*** 1.0715* 4.3408** 1.0761*** 

Upgraded -0.7859*** -0.8852*** -3.7421** 0.3477 0.2457 0.5769* 

Leverage 0.9359 1.2785* -8.3755*** 4.5518*** -5.7916* -1.3128** 

LogTA 0.2861*** 0.3091*** -0.8377* -0.1173 0.7417** -0.029 

Liquidityrat 12.6241 8.0626 2905.9606 81.7152 143.5035* -317.2188 

Inflat 0.0143 -0.0066 0.6611 0.2733** 0.8516*** 0.2392** 

LogGDPpc -0.5070*** -0.5916*** -0.8249 -0.2117 -1.6169 -0.3825 

Cons 3.1097* 3.8305** 39.8376*** 4.4627 17.0596* 5.4699** 

N 378 379 129 388 387 124 

r2 0.1216 0.1212 0.3172 0.2352 0.1226 0.3052 

Europe 

ERMstrong 0.3124 0.3315 -0.7854 1.7421*** 3.4788* 0.4728* 

ERMAsrc 0.5172 0.4556 0.6893 1.0587* 4.0510** 1.3151*** 

Upgraded -0.6525 -1.0444*** -1.4365 0.8305 0.6161 0.5235*** 

Leverage -0.2228 0.031 3.4544*** 3.8573*** -9.1331*** -2.0227*** 

LogTA 0.1933*** 0.1986** 0.8907 -0.3220** 0.3344 -0.1198 

Liquidityrat 30.8188 11.3433 1.05E+04 83.0978 252.2466* -423.1737 

Inflat -0.0412 -0.0543 0.4815 0.2387* 1.0637*** 0.4985*** 

LogGDPpc -0.9535*** -0.9247** -1.2185 -0.8762 -1.6349 -0.4402 

Cons 9.5371** 9.6386** 10.1934 15.1027** 25.1982 7.6784 

N 245 245 66 251 246 64 

r2 0.0973 0.1106 0.3279 0.2723 0.1786 0.382 

MEA 

ERMstrong 0.6964 0.4988 -16.5551*** 6.2223*** 18.5658*** 0.6371 

ERMAsrc 2.9574*** 3.1848*** - 1.6167*** 3.7482** - 
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Upgraded -0.0869 -0.14 -15.5910*** -0.1076 0.1441 0.2736 

Leverage 4.8438*** 5.6537*** -11.3929 4.9569* 6.1065 -0.377 

LogTA 0.6714*** 0.7193*** 0.3322 0.4309 0.9986 0.2525 

Liquidityrat 28.4432 22.0167 4766.8795** 190.1917*** 8.2172 -0.9823 

Inflat -0.0181 -0.0324 -0.5486 0.3905** 0.5608 0.0154 

LogGDPpc -0.4744 -0.5507* -6.2654** -0.0347 -2.279 -0.8357 

Cons -3.9287 -3.8218 83.8381*** -5.8064 14.4392 6.878 

N 105 105 56 104 107 55 

r2 0.2909 0.3203 0.2801 0.2663 0.1046 0.3808 

Note: The table shows the results of the estimation using pooled OLS regression, including 

adjusted standard errors by firm and year, where the dependent variables in terms of risk are as 

follows: ROAtoVol, a measure of the business portfolio risk assumed by the insurance company, 

implying greater value, greater profit stability and less propensity to financial problems; Zscore 

measures “the distance to insolvency”, based on accounting data; VaR is a measure of downside 

risk. In terms of performance, the dependent variables are ROA, ROE and Tobin’s Q as a 

measure of value creation; ERMstrong is a dummy that takes the value of 1 if the company has 

a strong or very strong ERM. ERMAscr is the same as the previous one although the company 

has an adequate to strong risk control system; Leverage is measured by the capital ratio; LogTA 

is size measured by the logarithm of total assets; Liquidityrat: is the Liquidity ratio 

(𝐿𝑖𝑞𝑢𝑖𝑑𝑖𝑡𝑦𝑟𝑎𝑡), Inflat: is the Inflation rate, and finally, LogGDPpc: is the logarithm 

of the GDP per capita. Years has been included as controls. * Significant at 10%.** 

Significant at 5%.*** Significant at 1%. 

 

1.3.4 Robustness 

 

We have complemented the analysis estimating the Panel-

Corrected Standard Errors (PCSE) model, also known as the BK Model, 

which is robust to the presence of heteroskedasticity and autocorrelation 

(Bailey and Katz, 2018) and outperforms other alternatives 

(Moundigbaye, Rea and Reed, 2018). The results under this 

specification are consistent and ERM quality seems to be a very 

significant explanatory variable of performance and risk Table 14. 

Moreover, the variables that are significant in the main model remain 

so in the new estimated ones and the signs of estimated model 

coefficients are unchanged from the initial one. 
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Lastly, we have made estimates taking rating migration and 

regional differentiation into account and have reached similar 

conclusions. We have also analyzed the models estimated exclusively 

for listed companies (Table 16). The results are positive in terms of 

profitability for companies operating exclusively in Europe with a 

strong or adequate-strong ERM, but not for companies operating in 

MEA countries. Furthermore, financial markets only recognize the 

implementation of ERM in European listed companies with a value 

premium. 

Table 14: Model estimation with panel-corrected standard errors 

Variable ROAtoVol Zscore VaR ROA ROE Tobin’s Q 

EMEA 

ERMstrong -0.1798 -0.3325 -3.0063** 1.3015** 1.6168 0.3616* 

ERMAsrc 0.499 0.4157 1.654 0.9813* 3.3299* 0.7658** 

Leverage 1.0191 1.2988* -9.2590*** 4.7706*** -1.2142 -0.8578* 

LogTA 0.3110*** 0.3261*** -0.9656** -0.1459 0.9508** -0.0429 

Liquidityrat 18.825 10.5337 3239.2006* 61.72 137.5644 -271.735 

Inflat -0.0336 -0.0507 0.2329 0.0928 0.1171 0.1043** 

LogGDPpc -0.5821** -0.6010** -0.7676 -0.5908 -2.7154** -0.5704*** 

Cons 3.3531 - - - 25.4242 8.0583*** 

N 378 379 128 388 387 124 

r2 0.0758 0.0716 0.2536 0.176 0.0871 0.4275 

Europe 

ERMstrong -0.1444 -0.2708 -1.3779 1.2691** 1.149 0.4907*** 

ERMAsrc 0.3482 0.2591 0.4788 0.9302* 3.2417* 1.0689*** 

Leverage -0.0811 0.0352 3.3997 3.7796*** -5.8593** -1.6139*** 

LogTA 0.2471*** 0.2493*** 0.9536** -0.2563 0.7810** -0.1014 

Liquidityrat 27.8729 21.3256 1.07e+04** 57.9163 157.5137 80.9355 

Inflat -0.035 -0.064 0.3417 0.0112 0.2764 0.3451*** 

LogGDPpc -0.6503* -0.7527* -0.9638 -1.3029** -3.0118 -0.7174** 

Cons 5.1654     19.0463*** 32.336   

N 269 270 70 276 272 68 

r2 0.0619 0.0477 0.2262 0.1613 0.134 0.4276 
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MEA 

ERMstrong 0.8745 0.6436 -14.0719** 6.0639** 18.7125*** 0.4333 

ERMAsrc 2.9089** 3.1248*   1.3713*** 3.0287   

Leverage 4.9613*** 5.7780*** -8.3964 6.6296** 14.2253 0.0007 

LogTA 0.6692*** 0.7188*** 0.4176 0.3086 1.0428 0.2369 

Liquidityrat 34.1526 29.1582 4545.8196* 169.6743** 83.3106 -116.8912 

Inflat -0.0617 -0.0875 -1.2774 0.2247 -0.0552 0.0225 

LogGDPpc -0.4785 -0.5757 -6.3943*** -0.0263 -2.122 -0.8056** 

Cons -3.7319 (omitted) (omitted) -4.0229 11.8154 6.6933 

N 109 109 58 112 115 56 

r2 0.2542 0.2751 0.259 0.2692 0.0963 0.4951 

Note: The table shows the results of the estimation using Panel-Corrected Standard Errors 

(PCSE) model considering listed and non-listed companies 

Table 15: Model estimation for listed companies. 

Variable ROAtoVol Zscore VaR ROA ROE Tobin’s Q 

EMEA 

ERMstrong 0.6995 0.6886 -3.2118** 2.1813** 6.6015* 0.4188 

ERMAsrc 2.0899 2.3402 0.8753 -0.065 4.8591 0.9199** 

Leverage 1.5781 2.0839* -7.2003* 5.5663*** -4.7337 -1.0661* 

LogTA 0.1736 0.1687 -0.861 -0.1279 0.7903 -0.031 

Liquidityrat -23.3007 -149.6964 2956.935 -391.637 3359.7583 -354.2683 

Inflat -0.044 -0.0353 0.1956 -0.016 0.3662 0.1884* 

LogGDPpc -0.3647 -0.168 -1.0326 -1.6262** -4.8452* -0.5185* 

Cons 2.6106 0.1661 43.4232*** 19.2155** 48.7985* 7.0365*** 

N 124 124 122 125 126 124 

r2 0.1439 0.1849 0.2995 0.2694 0.1605 0.276 

Europe 

ERMstrong 0.6199 0.4795 -1.2631 1.6739*** 3.8449* 0.5563** 

ERMAsrc 2.6397 2.8376 0.3142 1.0948 9.1969*** 1.1937*** 

Leverage -1.1391 -0.6378 3.4864*** 0.0202 -26.3055*** -1.8964*** 

LogTA -0.1881 -0.1869 0.8646 -0.9046*** -2.2990** -0.1246 

Liquidityrat -2.62E+03 -2.76E+03 1.24E+04 -4.05E+03 -1.37E+04 -292.4588 

Inflat -0.0091 0.0626 0.2356 0.3002 1.6957 0.4769*** 
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LogGDPpc -0.3205 -0.0103 -1.3982 -0.8119 0.3932 -0.8066 

Cons 9.2067 6.2955 8.5878 26.1684** 54.0434 11.9746** 

N 68 68 67 68 68 68 

r2 0.1256 0.2334 0.3427 0.4848 0.2561 0.3468 

MEA 

ERMstrong 3.2438* 3.2596 -12.9395** 7.0966 9.9395 0.4745 

ERMAsrc             

Leverage 6.0847* 6.7670* -9.0433 15.1779*** 38.5239* -0.0959 

LogTA 0.6591** 0.6614** 0.4533 1.6691** 7.0127** 0.2542 

Liquidityrat 157.5751 31.3236 4738.7374* 1305.6662 6554.963 -39.4963 

Inflat -0.3205 -0.313 -1.4681 -1.1001** -2.6834 -0.0189 

LogGDPpc 0.0077 0.0768 -6.0778** -2.2294 -12.4926 -0.8366 

Cons -8.8188 -9.661 82.5315*** -0.3633 37.7761 6.5644 

N 56 56 55 57 58 56 

r2 0.2195 0.2199 0.2497 0.4695 0.352 0.3616 

 

1.3.5 Summary of the Effect of ERM on risk and performance 

variables 

As seen in Table 16, all the variables used to test the hypotheses are 

significant with respect to all or some of the variables used to measure 

performance. The positive effect of ERM quality is confirmed for all 

the performance indicators (H1) for the EMEA region. Therefore, our 

work verifies the positive impact of implementing quality ERM in 

insurance companies. The effect is manifested in both economic and 

financial profitability, an aspect that is valued by the market (except in 

the case of the MEA region), which gives a premium to companies with 

an ERM of higher quality. In the case of the effect on risk, the estimated 

models indicate that the higher the quality the lower the level of risk, 

using market indicators, supporting hypothesis 2, but it is neutral in 

terms of accounting indicators for the whole sample. This implies that 

the market highly regards aspects not directly observable from an 

accounting perspective (Otero et al., 2016). When we analyze the 

differences between Europe and MEA countries, we find a positive and 

significant effect on risk measures for MEA companies, in line with 
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hypothesis 3. Moreover, hypothesis 3 is partially confirmed, meaning 

that the positive effect on performance occurs in both Europe and the 

MEA countries, albeit superior for companies operating outside of 

Europe (H3) on accounting indicators. This means that the effect on 

performance is greatest for companies operating in MEA countries, 

where improved risk management and corporate governance seems to 

have more of an influence 

Table 16: Summary of results and hypothesis testing 

Hypothesis Results EMEA Results Europe Results MEA 

H1: More implementation and quality of 

ERM positively affects performance 

Sign (+) 

Significant Yes Yes 

Yes (ROA, 

ROE) 

No (Tobin’s 

Q) 

H2: ERM quality reduces the level of risk 

taking by the company. 

Sign (-)  

Significant 

Yes (for 

market 

measures) 

No (for 

accounting 

measures) 

No 

Yes (for 

market and 

accounting 

measures) 

H3: ERM quality may be more effective 

for MEA than for European companies.  

Sign (+/-)  

Significant 

Yes (for 

accounting 

measures) 
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Abstract 

The chapter analyzes the effect of derivatives on the default risk, 

performance and value of banks; operating in European, Middle East 

and Africa countries (EMEA). The analysis is based on a sample of 189 

banks (94 from Europe and 95 from Middle East and Africa) during the 

period 2011-2016. Our main findings confirm that the use of total 

derivatives has a significant positive effect on reducing risk, clearly in 

the case of hedging than in the case of trading. Oppositely, the general 

effect of using derivatives is not significant on performance from 

accounting indicators. However; based on market indicators the market 

recognizes the banks that use derivatives to hedge their exposure with 

a premium value, that is negative for banks with higher trading 

positions. Finally, we find that the use of total derivatives may 

differently affect the performance and the risk reduction of banks in 

Europe relative to the other nations of the Middle East and African 

region. 

 

Keywords: Default Risk, Performance, Value, Hedging, Trading, 

EMEA, Islamic. 
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2.1 INTRODUCTION 

 

In recent decades, the derivatives market has grown rapidly playing 

a crucial role in the economy (Nguyen and Vo, 2019). Traditional 

hedging theories explain the positive effect of hedging on the value of 

companies based on several reasons like the reduction of expected taxes 

(Smith and Stulz, 1985 and Nance et al., 1993), the stabilization of cash 

flow, avoiding the potential underinvestment problem (Gay and Nam 

1998 and Shapiro and Titman, 1998), or the effects on the level and cost 

of debt (Froot, Scharfstein, and Stein, 1998). But in the case of banks, 

they also use derivatives for intermediation. In this sense, Sinkey and 

Carter (2000) argue that banks can improve their profitability by 

increasing commissions selling derivatives or speculating. Also, 

speculation could be an activity that generates benefits, either based on 

an information advantage related to the prices of the instruments 

underlying the derivatives or based on economies of scale in 

transactions costs. Thus, the relationship between derivatives and value 

would be explained by the higher accounting performance of those 

banks using derivatives. Banks can obtain fees from trading activities 

or profits through speculation and stabilize the results through hedging. 

If banks can obtain higher profitability using derivatives, this is another 

channel to create value that has been less explored. Shen and Hartarska 

(2018) indicate that few studies analyze this relationship in the banking 

sector with mixed results. 

The use of derivatives by banks also can affect the level of the risk, 

and not only when derivatives are used for trading purposes. Li and 

Marinc (2013) explain that the prohibition of financial derivatives for 

trading purposes may give a false sense of safety, because the risks may 

pile in financial derivatives declared for hedging purposes. Although 

intuitively it would be reasonable to establish a positive relation 

between risk and the speculative usage while negative for hedging, the 

final effect is not entirely clear. Those banks using derivatives for 

hedging could relax the criteria for monitoring operations or restructure 

their portfolios towards riskier products (Otero, Rodríguez, Martorell 

and Merigó, 2016). In this sense, there is a significant set of papers that 
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argue that the use of derivatives has an adverse effect on bank risk, even 

when they use it as hedging instruments (Duffee and Zhou, 2001; 

Morrison, 2005; Gibson, 2007; Shao and Yeager; 2007 and Heyde and 

Neyer; 2010). These authors indicate that after being hedged and 

because of that hedging, it would cause certain reactions such as 

reducing its monitoring and control efforts (Morrison, 2005), 

leveraging up their capital structure (Jiangli and Pritsker, 2008) and 

increasing their lending (Wagner, 2005). Lel (2012) argues that 

managers may use hedging derivatives to increase the utility of their 

private compensation packages, especially in firms with weak internal 

control, at which hedging practice is manipulated by managers for their 

private benefits. Jo et al. (2009) blame the use of derivatives by banks 

as the main cause for the global financial crisis and their excessive 

usage caused volatility in the financial markets, followed by a market 

collapse. Also, Stulz (2010) finds that some derivatives holdings of 

banks, like credit default swaps, contribute to the systemic risk of global 

crisis. In this sense, many authors find that there is not a guaranteed 

benefit of hedging and the outcome depends on the context. For 

example, Ahmed, Azevedo, and Guney (2014) find that the relationship 

between interest rate risk hedging and firm financial performance is 

negative.  

Similarly, Otero, Duran & Tamayo (2020) observe both positive and 

negative effects for the use of derivatives, depending on the type of the 

risk. The use of derivatives has a cost that can negatively affect the 

company under certain scenarios (Bae, Kim and Kwon (2018). Also, 

Huan and Parbonetti (2019) conclude that banks usage of financial 

derivatives increases their risk. For the authors this result can be 

explained by banks’ use of derivatives for speculative purposes, by 

suboptimal hedging to obtain hedge accounting status, or from 

accounting mismatches that generate volatility in earnings. A similar 

result was obtained by Taşkın and Sarıyer (2020) with a sample of 

Turkish banks concluding that banks do not use derivatives to hedge 

their risks. But also, others explained a positive effect on the risk; 

Titova and Girard (2012) analyze the impact of derivatives on the 

banking risk concluding that derivatives activity either has no impact 

on bank risk in the case of trading derivatives or leads to a decrease in 
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bank risk in the case of hedging derivatives. Otero et al. (2016) using 

information for 134 listed European Banks find that trading with credit 

derivatives has a negative effect on financial stability but hedging has a 

positive one. Elyasiani and Mao (2017) investigate the association 

between derivatives-hedging and overall bank risk, they find that Banks 

reduce their exposure to tradable risk (e.g., interest rate and exchange 

rate risks) via derivatives-hedging and on the other, hedging-derivatives 

allow banks to engage in their area of expertise (lending) more 

aggressively, and to take on greater credit risk in lending. According to 

Ghosh (2017), who investigates how derivatives affects the risk and 

profitability of US commercial banks, derivatives increase risk-adjusted 

return on assets as proxy of profitability. Titova, Penikas and Gomayun 

(2020) by studying the relationship between the use of derivatives 

(either for hedging or trading), conclude that the intensity of hedging 

derivatives use, overall, is associated with lower risk and a higher value. 

Therefore, the activity with derivatives affects the performance and 

risk of commercial banks (Gitogo et al., 2013) and therefore in this 

chapter we analyze both things together. Furthermore, most of research 

has been done focusing only on developed countries (Gorton and Roses 

1995, Smith and Stulz 1985, Stulz 1996, Instefjord 2005, Gitogo et al. 

2013, Li and Marinc 2013, Li and Marinc 2014, Otero et al. 2016, and 

Ghosh A. 2017). The conclusions for developed markets could be 

inappropriate for less developed because the limited access to 

derivatives products, the cost of the hedging, the liquidity and practices, 

or the type of banks (Islamic for example) could have a different effect 

on the value of the banks (Hadian and Adaoglu, 2020).  

In this sense, there is a gap in the literature regarding the effect of 

the use of derivatives on the performance, risk and value of financial 

institutions, considering all the effects, the type of derivatives usage and 

the level of the country’s development. One of the reasons could be the 

difficulty of accessing to detailed information that is not available and 

needs to be hand-collected from the financial reports. In addition, the 

reporting and the degree of detail is not homogeneous for all the banks, 

which makes it more difficult to be analyzed. And this question is still 

less studied in territories with countries less developed, with risky 
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environments and different economic and financial conditions. In these 

countries, financial markets are underdeveloped, and derivatives may 

have lower liquidity, more counterparty risk, higher costs, supply 

restrictions, and regulations that limit their use. 

The EMEA region, where there are countries belonging to Europe, 

The Middle East and Africa, can be an interesting geographical area to 

study the effect of the use of derivatives on profitability and risk 

considering different environments. In this sense, the special interest of 

our analysis arises from the fact that in this area there are banks 

operating under risky environments, with different economic and 

financial conditions and the countries differ in terms of political 

stability, economic development, regulatory quality, rule of law, among 

others (Otero, Ashour, Redondo-López, & Rodríguez Gil, 2018., Otero, 

Razia, Vivel, and Lado, 2017). At the same time, the banks of the region 

MENA have their own particularities, like the size below the optimal 

(Olson and Zoubi, 2011), due the regulation, and the presence of 

Islamic banks, banking activity is subject to ethical and moral 

characteristics typical of Islamic banks (Goaied and Sassi, 2010).   

Islamic finance is governed by the Sharia’h, which bans speculation, 

but accept profit that is derived from shared business risk rather than 

from interest or guaranteed return. Islamic banks are mostly exposed to 

similar types of risks to those in conventional banks, but for cultural 

and religious reasons they cannot use all the tools available in the 

financial markets. This issue fully affects the use of derivatives. In the 

Islamic financial system is permissible the use of derivatives to risk 

minimization and hedging, but not for speculation (Anwer and Habib, 

2019). Islam allows risk-taking in business transactions, but it prohibits 

speculative activity and gambling. According to Srairi (2009), Islamic 

banks generally have less experience and lack of knowledge of all the 

financial tools that could help them manage risk. Furthermore, 

emerging markets are characterized by the counterparty risk, and the 

fragility of their financial systems. More specifically, this greater 

fragility may be due to the greater volatility in these types of markets, 

as reflected in the works of Rossi (2009), Lin et al. (2014), JNHS and 

Murray (2010) and Chang and Lin (2014). Different authors refer to the 



DARINE MAAROUF  

58 

smaller size of financial markets in emerging and less developed 

countries (Ovat 2013 and Mihaljek 2010). Furthermore, among other 

notable characteristics of financial markets in the MENA region, we 

highlight that banks are still the main sources of funds (Awartani, 

Belkhir, Boubaker, and Maghyereh, 2016., Cherif and Dreger, 2016., 

and Naceur, and Omran, 2011), underdeveloped financial markets and 

lack of expertise in evaluating complex financial instruments (Bitar, 

Saad and Benlemlih 2016., and Neaime, 2016) and the scarcity of 

derivatives and other sophisticated financial instruments (Henry and 

Springborg, 2004., and Mollah, Hassan, Al Farooque and Mobarek, 

2017). 

Thus, the purpose of this chapter is to analyze jointly the effect of 

the level of derivatives on the performance and risk of European and 

Mena banks, differentiating between hedging and trading. In this sense 

we integrate the effect of derivatives on performance and risk, and we 

evaluate if the effect on value can be related with the profitability. Also, 

we believe that it is of great interest to make a joint analysis in this 

region because we can evaluate if the use of derivatives has different 

effect in developed and emerging countries. Therefore, the main 

questions we try to answer are: Does the use of derivatives affect banks 

performance? Is the performance effect reflected in the value of the 

bank? Does derivatives usage by European and MENA banks increase 

the likelihood of financial distress? Are there differences depending on 

the use –trading or hedging– and type of product –depending on the 

underlying assets? Are there differences between these two regions? 

This work contributes to the existing literature by presenting 

evidence of the impact of derivatives on the performance and risk in 

European and Mena banks. Also, the effect is analyzed depending on 

whether the derivative is classified as trading or hedging purpose. No 

previous work has considered these data for the two regions. Despite 

the importance of the issue, there are few empirical studies, and most 

of them are referred to developed markets and focused in other analysis. 

In our study, we have classified, in accordance with the accounting 

classification of the notional value, the derivatives as trading (that is, 
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for speculation and intermediation) or hedging. We have hand collected 

the information about those products contained in the Annual Reports 

or in the published Pillar 3 Disclosures Reports. The research is relevant 

for authorities responsible for formulating public policies, regulators 

and the managers of these entities interested in the stability, security, 

soundness and profitability of the banking system. 

The chapter is organized as follows: Section 2, we proceed to make 

a compilation and summary of the main existing researches that 

investigate the impact of the use of these financial products in banks. 

Section 3, we conduct the empirical analysis, proceeding to define the 

independent, dependent and control variables; and the descriptive 

analysis. Section 4, presents the methodology used to contrast the 

assumption of the results obtained. And finally, we summarize the main 

conclusions. 

2.2 RELATED LITERATURE AND HYPOTHESIS 

DEVELOPING  

 

2.2.1 Relationship between Derivatives and Performance 
 

Derivatives can affect the accounting performance and the value of 

the company for different reasons. Ashraf and Goddard (2012) indicate 

that if the margins of the traditional banking business are reduced, 

banks will seek new income. The new income in the case of derivatives 

can come from trading activity through the collection of commissions. 

Here we can distinguish between intermediation and speculation. In this 

sense, Sinkey and Carter (2000) argue that banks can improve their 

profitability by increasing commissions selling derivatives or 

speculating. Also, speculation could be an activity that generates 

benefits, either based on an information advantage related to the prices 

of the instruments underlying the derivatives or based on economies of 

scale in transactions costs. Thus, the relationship between derivatives 

and value would be related with the higher accounting performance of 

those banks using derivatives. The relationship between the derivatives 
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usage and corporate financial performance is examined by multiple 

academic researchers using (Allayannis & Weston, 2001., Jin & Jorion, 

2006., Donohoe, 2015., Kim, Papanastassiou, & Nguyen, 2017., Bae, 

Kim, & Kwon, 2018). But, as Shen and Hartarska (2018) point out, 

there are not many studies that analyze this relationship in the banking 

sector with mixed results. Using accounting measures (ROA and ROE), 

several papers support the positive relationship between the use of 

derivatives and performance. In this sense, Li & Yu (2010) deduce that 

using more derivatives, the eighteen large U.S. bank holding companies 

increase more their profitability measured by ROA. In the same line, 

Said (2011) finds that using derivatives by US banks affects favorably 

their accounting performance defined especially by ROA and ROE. The 

results of the research conducted by Rivas, Ozuna & Policastro (2006) 

on banks from Chile, Brazil and Mexico indicate that the use of 

derivatives increases the efficiency of Latin American banks. 

Moreover, in his study on commercial banks in Kenya, Gitogo et al. 

(2013) find that there is a positive relationship between profitability and 

derivatives use. Also, Shen and Hartarska (2013) find that derivatives 

help to improve the profitability of US community banks. Finally, 

Ghosh (2017) investigates how derivatives affects the risk and 

profitability of US commercial banks and the results reveal that 

derivatives increase risk-adjusted return on assets as proxy of 

profitability. 

But other papers do not find evidence between the effect of 

derivatives on performance. Sinkey and Carter (2000) who 

investigate the differences between users and nonusers of derivatives 

by US banks, find that users of derivatives have lower net interest 

margin than nonusers. In this line, Brewer, Jackson and Moser 

(2001) analyse the effect of the use of interest rate derivatives on 

banking performance. They conclude that accounting based 

measures of performance of users are not better or worse than that of 

nonusers. These authors observe that those who do not use 

derivatives obtain a higher net interest margins. It could be because 

they charge their customers extra by taking more risk by not using 

derivatives. Similarly, Sundaram & Willey (2009) analyse the 

impact of derivatives use by US banks on profitability. The results 
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show that derivatives use influences positively trading revenue but 

does not contribute to the increase of the overall bank profitability.  

We even found research that show a negative relationship. In this 

sense, Ahmed, Azevedo, and Guney (2014) find that the relationship 

between interest rate risk hedging and firm financial performance is 

negative. Also, Otero, Duran& Tamayo (2020) observed positive and 

negative effects on the use of derivatives, depending on the type of 

the risk. In this sense, there is not a guaranteed benefit of hedging 

and the outcome depends on the context. The use of derivatives has 

a cost that can negatively affect the company under certain scenarios 

(Bae, Kim and Kwon, 2018. and Otero, Duran& Tamayo, 2020).  

For emerging countries, Keffala and Peretti (2016) analyse the 

accounting performance of banks in the period 2003-2010 and they 

find that derivative instruments decrease bank performance. For 

these authors there could be two main reasons. One would be that 

they mostly use derivatives for speculative purposes. The other 

reason would be that the derivatives market in these countries is 

small, which would not allow enough diversification when they 

speculate. Also, Taşkın and Sarıyer (2020) analyse the impact of 

derivatives on the financial stability and performance of the Turkish 

banking system between period 2007-2017 by considering the 

derivatives portfolio held for hedging purposes and trading purposes. 

They conclude that derivatives portfolio of banks, irrespective of the 

reason for holding, has a negative impact on the profitability of the 

banks as measured by ROA and ROE.  

Taking the previous literature as a reference, we formulate the 

following hypothesis. 

H1: The effect of the use of derivatives on banks profitability is 

neutral. 
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2.2.2 Relationship between Derivatives and Risk 
 

The relationship between risk and derivatives is especially 

important in banking (Gorton and Roses, 1995). Since the recent 

financial crisis, some doubt has been raised regarding whether all 

financial innovations are good for the soundness of the financial system 

(Klemkosky, 2013). To a large extent, the use of derivatives has been 

related to a decrease in risk based on hedging theories. In particular, 

Smith and Stulz (1985) show that hedging decreases the probability of 

financial distress and, consequently, the expected costs of financial 

distress. For the specific case of the banking sector, as far as we know, 

several papers analyze the effect of derivatives usage on risk with mixed 

results (Otero et al., 2016). Banks could use derivatives for hedging, 

intermediation or speculation; the impact of hedging on capital 

requirements and the effects on monitoring and risk behavior after 

hedging could explain why hedging theory prediction is not clear 

(Otero, Rodríguez, Martorell and Merigó, 2016., Instefjord 2005., and 

Deng, Elyasiani, Mao, 2017). But also, and taking into account other 

possible uses, Li and Marinc (2014) conclude that banks sometimes use 

derivatives for speculative purposes and thus, to collect revenues and 

fees which may increase banks’ risk exposures. 

As we will see below, the results of the different papers done in this 

field and for banks are mixed. Ghosh (2017) analyze how do derivative 

securities affect bank risk in the US market. The author concludes that 

derivatives reduce bank insolvency risk for the period 2001 second 

quarter and 2016 first quarter. The results of the work of Gorton and 

Rosen (1995) go along the same line. But Li and Yu (2010) point out 

that the derivatives activity increased the bank holding companies’ 

overall risk level, because most US bank holding companies use 

derivatives for speculative reasons. Also, Huan and Parbonetti (2019) 

find that the use of financial derivatives by banks increase their risk. 

For the authors this result can be explained by banks’ use of derivatives 

for speculative purposes, by suboptimal hedging to obtain hedge 

accounting status, or from accounting mismatches that generate 

volatility in earnings. A similar result was obtained by Taşkın and 
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Sarıyer (2020) with a sample of Turkish banks concluding that banks 

do not use derivatives to hedge their risks. 

Lastly, in other papers the use of derivatives does not affect the risk 

level of banks (Gilkeson and Smith 2006., Yong, Faff and Chalmers, 

2009). In this line, Keffala (2018) analyze the effect of derivatives on 

the financial soundness of commercial banks in Italy. The principal 

conclusion is that using derivative instruments does not threaten the 

financial soundness of commercial banks. 

Distinguishing between derivatives used for two alternative 

purposes, hedging and trading, Dai and Lapointe (2010) conclude that 

the low level of bank risk cannot be explained by hedging activities, 

rather, it is significantly associated with trading in derivatives, which 

supposedly would increase the bank risk. In contrast, the results of Attig 

and Dai (2009) suggest that not only bank risk increases with trading in 

derivatives, but increases also with derivatives reportedly used for 

hedging. Also, Deng, Elyasiani and Mao (2017) investigate the 

association between derivatives-hedging and overall bank risk, 

measured by the cost of debt in publicly-traded bank holding 

companies. As these authors point out on the one hand, Banks reduce 

their exposure to tradable risk (e.g., interest rate and exchange rate 

risks) via derivatives-hedging and on the other, hedging-derivatives 

allow banks to engage in their area of expertise (lending) more 

aggressively, and to take on greater credit risk in lending. Consequently, 

this relationship will depend on whether one or another behavior 

prevails.  

Focusing on the specific case of Europe, Titova and Girard (2012) 

analyze the impact of derivatives on the banking risk for a sample of 

public European banks from 19 countries over 2005-2010. They 

conclude that derivatives activity either has no impact on bank risk in 

the case of trading derivatives or leads to a decrease in bank risk in the 

case of hedging derivatives. Similar results are reached in his last paper 

(Titova et al. 2020). It is also found that this relationship becomes less 

pronounced or is inversed in the post-crisis period (2007-2010) and 

concerns both trading and hedging derivatives. But, Otero et al. (2016) 
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using information for 134 listed European Banks find that trading with 

credit derivatives has a negative effect on financial stability but hedging 

has a positive one.  

Taking the previous literature as a reference, we formulate the 

following hypothesis. 

H2A: Usage of derivatives for trading purposes increases the level 

of risk  

H2B: Usage of derivatives for hedging purpose reduces the level of 

risk. 

 

2.2.3 The effect of Derivatives on Bank’s Value 

 

Hedging theories postulate that the use of derivatives has a positive 

effect on the value of the company. Some of these reasons would be 

that it can potentially improve the outcome by reducing expected taxes 

(Smith and Stulz, 1985., and Nance et al., 1993). By smoothing the flow 

of profits (reducing the volatility of profits), it would avoid paying high 

taxes when the results are high and losing possible tax benefits when 

they are bad. Hedging can also increase firm value by reducing cash 

flow uncertainty and avoid the potential underinvestment problem 

(Gay, and Nam 199.,8 and Shapiro and Titman, 1998). Thus, it would 

not be forced to give up good investments when its cash flows are poor. 

Reducing the uncertainty of cash flows could also imply no need to 

resort to expensive external financing (Froot, Scharfstein, and Stein, 

1998). But, Bae, Kim and Kwon (2016) indicate that the firm value 

could decrease due to the non-optimal hedging and/or excessive costs 

of hedging, affecting consequently the value and the performance. On 

the other hand, Titova, Penikas and Gomayun (2020) study the 

relationship between the use of derivatives, taking into account the 

purpose of the use of derivatives (hedging or trading), and using a 

sample of publicly traded European commercial banks for the period 

2005 – 2010. The results show that the intensity of hedging derivatives 
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use, overall, is associated with lower risk and a higher value. Higher 

intensity of trading derivatives use is associated with higher Tobin’s Q, 

but this relation is inhibited in the post-crisis period. However, in post 

crisis years the extent of involvement in both trading and hedging 

derivatives appears to exacerbate volatility.  

Taking the previous literature as a reference, we formulate the 

following hypotheses. 

H3: The use of derivatives has a positive effect on banks´ value 

 

2.2.4 The effect of derivatives depending on location, regulation 

and risk-faced 

 

An interesting question would be to ask whether this type of 

financial innovation affects performance and risk equally for all banks. 

In this sense, Lee, Wang and Ho (2020) conclude that unlike developed 

countries, emerging countries with higher levels of financial innovation 

are found to have lower bank growth and higher bank fragility. 

Excessive risk-taking by banks of emerging countries, due to financial 

innovation, leads to accumulate many non-performing assets. Also, 

Beck, Chen, Lin and Song (2016) Indicate that financial innovation in 

periods of crisis is associated with greater bank fragility and worse bank 

performance. Hadian and Adaoglu (2020) show in the case of exchange 

rate risk management, that hedging with derivatives in underdeveloped 

markets could have a negative effect on the value of companies. This 

situation is explained by inappropriate hedging practices, the unlimited 

access to derivative products and / or having to bear very high costs. 

This result is supported by Allayannis, Brown, and Klapper (2003) who 

argue that because Asian derivatives markets have not developed 

efficiently, hedging negatively affects the Asian companies’ financial 

performances. In fact, Keffala (2020) analyzes the effect on the 

performance of each type of derivative (forwards, futures, swaps or 

options) and on the other, depending on the use made of the derivative 

(hedging or trading). The sample is composed of Islamic banks from 
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ten countries: Kingdom of Saudi Arabia, Kuwait, United Arab of 

Emirates, Qatar, Bahrain, Oman, Malaysia, Singapore, Pakistan and 

Turkey. The results about the effect of the purposes on the performance 

of Islamic banks are contradictory. For this reason, they cannot prove 

that one or other type of purpose is beneficial or harmful for the 

performance of Islamic banks. The CAMELS approach is used to 

measure the performance of banks. Derivatives are not classified in this 

study based on the type of the underlying asset. 

According to Rossi (2009), companies based in emerging markets 

suffer more from derivatives instruments’ volatility than companies 

from more developed economies. Underdeveloped markets offer less 

liquidity, higher costs and counterparty risk. Thus, the effect of the use 

of derivatives can be different in both types of countries. According to 

Mihaljek, D. (2010), derivatives markets in emerging markets remain 

small compared to those in advanced economies. Other authors 

consider that Islamic banks have their own characteristics just like the 

financial markets in which they operate. In this sense, Awartani, 

Belkhir, Boubaker, and Maghyereh (2016) observed, MENA banks are 

still the main sources of funds for the corporate sector without the 

competence of the underdeveloped markets of equities and corporate 

bonds. Precisely, un-developed markets are other limitation to the 

development of risk management policies using financial derivatives.  

Emerging markets are characterized by the counterparty risk, and 

the fragility of their financial systems. In this sense, Bitar, Saad and 

Benlemlih (2016) point out that banks in the MENA region prefer to 

hold liquid assets in the form of governmental and Central Banks bonds 

instead of long term risky investments due to MENA’s underdeveloped 

financial markets and lack of expertise in evaluating complex financial 

instruments. Other authors point out a whole series of characteristics 

typical of the financial markets of this region, such as that the financial 

systems in MENA countries are dominated by banks (Cherif and 

Dreger, 2016., and Naceur, and Omran, 2011), MENA capital markets 

underdeveloped (Neaime, 2016), regulatory practices often differ 

widely across countries and markets are even not well connected within 

the MENA region (Cherif and Dreger, 2016 and Graham et al. 2013), 
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the absence of derivatives and other sophisticated financial instruments 

(Henry and Springborg, 2004., and Mollah, Hassan, Al Farooque and 

Mobarek, 2017), the absence of a strong, independent capital markets 

authority, size, liquidity of the market, relative scarcity of large private 

corporations, the lax information disclosure requirements, illiquidity of 

debts and high transactions costs (Jabbouri, 2016). 

Based on the previous explanation, we expect that the usage 

derivatives may differently affect the performance and the risk 

reduction of banks located in Europe as in the other nations of the MEA 

zone. 

H4:  Usage of derivatives affects banks’ performance and risk 

differently, depending on their location, regulation, and risk-faced.  

 

2.3 SAMPLE AND DATA DESCRIPTION 

 

The empirical analysis evaluates the effect of derivatives on the 

performance and financial distress of EMEA financial institutions. To 

evaluate the effect of derivatives on the performance and risk is 

necessary to include the notional level and the trading and hedging 

purposes. For this reason, as shown in Table 17 we have developed a 

database with the consolidated financial statements of 189 listed 

European and EMEA Banks Annex II during the period 2011-2016 

(Orbis-Bankscope). The financial institutions included in our sample 

were required to meet the selection criteria set out in the following table. 

For the specific case of the derivatives information, we have hand 

collected the information about those products included in annual 

statements and pillar III disclosures report.  

To construct the variables referring to the use of derivatives, our 

study is based on the papers of Berkman and Bradbury (1996), Gay and 

Nam (1998), Howton and Perfect (1998), Purnanandam (2003, 2007), 

Guay and Kothari (2003), Campello et al. (2011), Bartram et al. (2011), 

Titova and Girard (2012), Otero et al. (2016), Ghosh (2017), Deng, 
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Elyasiani, and Mao (2017), Ai et al. (2018), Ai, Bajtelsmit and Wang 

(2018) and Taşkın and Sarıyer (2020). Although the Middle East and 

Africa, is an interesting geographical area to study the effect of the use 

of derivatives due to different factors (ex. risky environments, different 

economic and financial conditions, and political instability); there is a 

difficulty in finding the required information and data to develop our 

study; since there is no transparency in the financial disclosure; and 

most importantly that the use of derivatives in this region is either 

banned from Sharia’h perspective or rejected from the regulatory 

authorities. These instruments are misused either due to the lack of 

financial knowledge, or due to the underdeveloped financial markets, 

and fragile financial standards and strategical regulations. 

Table 17: Sample Selection Criteria 

Source: Own Elaboration 

2.3.1 Variables 
 

2.3.1.1 Dependent variables 

 

In this study, performance and risk taking, plus several 

accounting and market-based ratios have been used. Following 

Hillegeist, Keating, Cram & Lundsted (2004), the use of accounting-

based measures also has disadvantages against market-based measures, 

so the results obtained with measures of a different nature is 

World 

Region/Country 
EMEA of 15 European / 11 MEA 

Accounting 

standards  

International Accounting Standards, International Financial 

Reporting Standards (IFRS) 

Listed banks Listed banks 

Status  Active banks 

Last 

available year  
2016 
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complementary. Previously, Aebi, Sabato and Schmid (2012) have used 

the return on equity (ROE) ratio as a measure of financial performance 

calculated by dividing net income by shareholders' equity, and Lin et 

al. (2012), Baxter et al. (2013), Nair et al. (2014), and Ai et al. (2018), 

have used the return on assets (ROA) ratio as an indicator of how 

profitable a company is relative to its total assets. Besides this, in line 

with Ai, Bajtelsmit and Wang (2018), we have included Tobin’s Q as a 

measure of value creation. The sample for publicly traded banks is 

limited to 26 countries (15 of European region and 11 of MEA), and 

189 observations. 

For the risk taking, using accounting information, the Z-score 

has also been used as a dependent variable. This ratio is very common 

as a measure of risk in many recent empirical research papers (Boyd 

and Runkle, 1993., Michalak and Uhde, 2009., and Otero et al., 2016), 

since it represents the inverse of the probability of insolvency. The Z-

score ratio also measures “the distance to insolvency”, based on 

accounting data. In addition, we use as market-based measures the 

systematic risk indicator (Beta)-in relation to the whole market- and the 

Quantitative Financial Health Score (QFHS), an indicator reflects the 

likelihood that a company will face financial problems in the near future 

based on the Distance to Default. All the dependent variables are 

summarized in Table 18 

Table 18: Dependent variables 

Performance 

Return on Assets  

[ROA] 

EBIT/Total Assets 

Orbis 

Bankscope 

database 

Return on Equity 

[ROE] 

Operating result/Equity 

Orbis 

Bankscope 

database 

Tobin´s Q  

 

Market to Book ratio 

Morningstar 

Direct 
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Risk 

Zscore 

[Z] 

𝑍 ≡
 ROA  +   Capital ratio 

𝜎𝑅𝑂𝐴
 

Orbis 

Bankscope 

database 

Beta 

[Beta] 

This is a measure of stock volatility 

in relation to the market: 

𝑅𝑖 =  𝛼 + 𝛽𝑖𝑅𝑚  +  𝜖𝑖 

where: 𝑅𝑖 is stock return, 𝑅𝑚 is 

market return and 𝜖𝑖 is the error term. 

Morningstar  

Direct 

Quantitative 

Financial Health 

Score 

[QFHS] 

This indicator reflects the likelihood 

that a company will face financial 

problems in the near future based on the 

Distance to Default. 

Morningstar 

Direct 

Source: own elaboration. 

 

2.3.1.2 Definition of Independent variables and assumptions  

 

As independent variables the total notional amount of 

derivatives scaled by the total assets (TotnotTA) has been considered 

as a proxy for the extent of derivatives usage. Also, as a proxy for the 

derivatives trading activities of banks, we use the total position of 

derivatives reported for trading purposes, scaled by the total assets of 

the bank (TottradTA). And finally, as a proxy for the extent of 

derivatives hedging undertaken by banks, we use the total position of 

derivatives disclosed for hedging purposes, scaled by the total assets of 

the bank (TothedTA). These independent variables were used based on 

the studies of Titova and Girard (2012), Dai and Lapointe (2010), 

Rodríguez et al. (2015), Lau (2016), Otero, et al. (2016), Chang, C. C., 

Ho, K. Y., & Hsiao, Y. J (2018), Huan, X. and Parbonetti, A. (2019), 

Taşkın and Sarıyer (2020), Titova et al. (2020).  
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The use of these variables would also be justified because, in 

addition to analyzing the effect of the use of derivatives in global terms, 

we also intend to analyze whether the effect depends on the type of use. 

With regard to performance, as we have indicated previously, the 

results are not conclusive. It could influence both the type of use and 

the geographical area in which it is operating. On the one hand, the 

possible benefits derived from derivatives will depend on the type of 

use. Thus, those classified as trading generate fees or profits through 

speculation (Sinkey and Carter, 2000). On the other hand, the use of 

derivatives has a cost that can negatively affect the company under 

certain scenarios (Bae, Kim and Kwon, 2018 and Otero, Duran & 

Tmayo, 2020). Also, in under-developed markets could have a negative 

effect, caused by inappropriate hedging practices, having unlimited 

access to derivative products which would not allow enough 

diversification and / or having to bear very high costs (Keffala and 

Peretti, 2016 and Hadian and Adaoglu, 2020). In this sense, the positive 

and negative effects caused by the use of derivatives could be offset. If 

you look at risk, speculation is generally associated with greater risk 

(Dai and Lapointe, 2010 and Li and Marinč, 2014). Although hedging 

could be associated with greater stability, the risk behavior after 

hedging could explain an increase in risk caused by feeling safer after 

hedging (Otero, Rodríguez, Martorell and Merigó, 2016, Instefjord 

2005 and Deng, Elyasiani, Mao, 2017). 

We have included in the model a set of control variables, based 

on those used in the papers of Purnanandam (2003, 2007), Sarkisyan et 

al. (2009), Shao and Yeager (2007), Iannotti et al. (2007), Bartram et 

al. (2011), Magee (2012), Chang, Ho and Hsiao (2012) and Otero et al. 

(2016) and Otero et al. (2019).  

In this regard, it has considered the credit portfolio or the ratio 

of the level of net loans on total assets (NetLoansTA) that, following 

Sarkisyan et al. (2009), reflects the credit risk remaining in the balance 

of a particular financial institution associated with lending. This ratio 

measures the total outstanding loans as a percentage of total assets. As 

the loans are the main risky assets of a bank, a greater proportion of 

these assets will have a negative impact on the overall risk (financial 
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stability) and a positive on the variables representing credit risk. 

Furthermore, following Samad (2004), a higher ratio increases the 

performing assets and the profitability. 

The total assets (LogTA) variable is included because it is 

another determinant of the risk and performance. Larger banks may 

have more experience and capacity in the management of the risk than 

those of smaller size, as well as better conditions for diversifying their 

portfolios (Sanfilippo and García, 2005 and García and Robles, 2008, 

Huan and Parbonetti, 2019). Thus, one would expect that larger 

financial institutions have greater access to financing, and the 

possibility of risk transfer operations is reflected in a greater propensity 

to perform high-risk operations but also greater access to different 

management tools. Based on these papers, we expect a negative effect 

on risk. Also, previous research indicates that firm size strongly 

influences economic and financial performance (Such as: Aebi et al. 

2012, Lehn et al. 2009; Haniffa and Hudaib, 2006; Ben Naceur and 

Goaied, 2008 and Keffala, 2020). Size is included to assess the 

existence of economies or diseconomies of scale and scope in the 

banking sector, market power and market opportunities (Javed et al. 

2006). Thus, we expect a positive effect on performance. For their part, 

Athanasoglou, Brissimis and Delis (2008) consider that the relationship 

between both variables could be non-linear. According to these authors, 

for banks that become extremely large, the effect of size could be 

negative due to bureaucratic and other reasons. Finally, their results 

indicate that the effect of bank size on profitability is not important of 

Greek banks. 

Regarding the capital ratio (CapitalRat), which measures the 

total shareholder’s equity as a percentage to total assets, there is not a 

conclusive position at the theoretical level. According to Berger (1995), 

he considered Bank capital as a determinant of earnings; where, well-

capitalized banks does not need to borrow more in order to maintain 

their assets level, and he suggested that these banks face lower funding 

cost. Finally, he concluded that due to asymmetric information, a well-

capitalized bank is able to provide the market with a signal that he 

expects performance “better-than-average” According to the author, the 
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positive relationship between a higher level of the capital ratio and 

performance is justified on the basis of the following theories. On the 

one hand, according to bankruptcy costs hypothesis, the earnings 

increase following a capital increase occurs mainly through the 

reduction of interest rates. On the other hand, capital increases are often 

coincident with portfolio risk decreases, which are also rewarded with 

higher earnings. Another possible explanation would be through the 

signalling hypothesis. According to this theory, the entity indicates that 

the future prospects are "good" by increasing capital. The good 

prospects may be about higher revenues, lower costs, or reduced risk. 

The authors warn that this relationship that occurred in the 1980s did 

not occur in the 1990s. Among other reasons, bankruptcy costs 

hypothesis woks when banks are riskier and when capital is relatively 

low. In this sense, the results obtained by Demirgüç-Kunt and Huizinga 

(1999) also indicate a positive relationship between capital ratio and net 

interest income and bank profitability. Therefore, it is common to find 

studies that confirm that well-capitalized banks achieve a higher 

profitability (Demirgüç-Kunt & Huizinga, 2013) and they can absorb 

losses (Coval & Thakor, 2005; Von Thadden, 2004), Magee (2012), 

Chang, Ho and Hsiao (2012) and Otero et al. (2016) and Otero et al. 

(2019). A capital increase can have a double interpretation, while 

increased capital enhances bank safety, it might induce a bank to 

assume greater risks. With regard to the relationship capital ratio and 

risk Beltratti and Stulz (2009) suggest that a better ratio of capital 

reduces the probability of insolvency. Similarly, Furlong and Keeley 

(1989) argue that stronger capital requirements actually dissuade banks 

from increasing the riskiness of their asset portfolios. In this sense, 

Jacques and Nigro (1997) and Rime (2001) indicate that regulatory 

requirements led banks to increase their levels of capital but did not 

affect their level of risk. However, as Iannotti et al. (2007) indicate, the 

relationship between capital and risk is complex, because the 

requirements of capital with the Basel Accord set based on the risk 

assumed by the entity. This could mean that when a bank has a lot of 

capital, this is because it has riskier assets. For Altunbas, Carbo, 

Gardener and Molyneux (2007) the relationship between capital and 

risk can be largely explained by the effect of moral hazard due to the 
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existence of a safety net, agency problems and the intended/unintended 

effects of regulatory actions. According to these authors, the regulatory 

hypothesis could explain the possible positive relationship between 

capital and risk, since it would imply that as risk increases, entities must 

have more capital. Also the positive relationship between bank capital 

and risk can also be traced to agency theories (Saunders, Strock, and 

Travlos, 1990). In this case, managers who do not own their bank equity 

are prone to take lower risks, because they stand to lose much more 

when the bank becomes insolvent. But there could also be a negative 

relationship between capital and risk. This behaviour would be 

explained by the moral hazard hypothesis. In this sense, banks have 

incentives to exploit existing flat deposit insurance schemes. According 

to this hypothesis, when the leverage and risk position of banks are 

already high, suggesting that banks would increase their risk positions 

as capital declines. In the sample analyzed in this work (banks operating 

in 15 European countries between 1992 and 2000), the results indicated 

that there was a positive relationship between capital levels and bank 

risks. It is also observed that for the most cost efficient banks an inverse 

relationship exists between capital and risk, as the authors indicate 

possibly the capital restrictions are less binding for more efficient 

banks. In this line, Stulz (2007) finds that for banks with low capital 

buffers, adjustments in capital and risk are negatively related. Whereas, 

capital and risk tend to be positively related for banks with high capital 

buffers. 

For the specific case of Islamic banking, Basher, Kessler and 

Munkin (2017) conclude that increases in total capital positively affect 

the levels of asset risks among Islamic banks. Gosh (2014) also 

indicates the existence of a positive relationship between capital and 

risk for GCC banks. 

As in Michalak and Uhde (2009), we have opted to include the 

net interest margin (NIM) to measure the difference between the 

interest income generated by banks and the interest paid out to the 

lenders. Taşkın and Sarıyer (2020) point out, net interest margin could 

be considered as a measure of performance. Also, Ben Naceur and 

Goaied (2008), Said (2011) and Ongore and Kusa (2013) used net 
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interest margin as a measure of performance. Regarding performance, 

it could be considered as a good indicator of the overall efficiency of 

the bank, and therefore the higher the net interest margin, the higher the 

bank's profit. Thus, it is one of the key measures of bank profitability. 

Consequently, we believe that a higher net interest margin positively 

affects performance. On the other hand, and with regard to risk, it could 

be considered as a proxy of the trust of the investors to a specific bank. 

A more trusted bank will be able to pay lower interests for the deposits 

invested. For its part, Angbazo (1997) analyses if banks with riskier 

loans and higher interest-rate risk exposure would select loan and 

deposit rates to achieve higher net interest margins. The results showed 

that the default risk is significant and positive of large banks, which is 

consistent with the hypothesis that banks with riskier loans select higher 

net interest margins. In this line, other authors such as Tarus, Chekol 

and Mutwol (2012) and Carbo and Rodriguez (2007) conclude that 

there is a positive relationship between credit risk and net interest 

margin. It is logical to think that high proportion of bad loans may cause 

banks to increase their interest margins with risk premium to 

compensate for possible default and credit risk. Also Al-Hashimi 

(2007) finds a positive relation between credit risk and Sub-Saharan 

African net interest margins. On the other hand, Angbazo (1997) 

concludes that for certain types of banks such as super-regional, 

regional banks and local bank net interest margins are sensitive to 

interest rate risk because lower interest-rate risk exposure, lead to a 

smaller required interest rate risk premium. Taking into account the 

above, we consider that a higher intermediation margin implies a 

greater risk. 

 Another of the variables taken into account is cost to income 

ratio (CosttoInc), also considered as a measure of bank efficiency. We 

include this variable to control for differences in technical efficiency 

across banks (Boyd et al., 2006). Similarly, it can also be used to 

measure profitability (Hanif, Tariq and Tahir, 2012). On the other hand, 

among the objectives of the work of Mathuva (2009) is to analyze 

whether the Cost Income Ratio affects commercial bank's profitability 

(Return On Assets and Return On Equity) in Kenya. Like Hess and 

Francis (2004) and Kosmidou (2008), Mathuva (2009) observed that 
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there is an inverse relationship between the cost income ratio and the 

bank's profitability. Lower the cost to income ratio, better the bank’s 

performance and more efficient banks generate higher profits. As 

Kosmidou (2008) indicates, there could be a positive relationship 

between both variables, the reason is that higher amounts of expenses 

may be associated with higher volume of banking activities and 

therefore higher revenues. As Hanif, Tariq and Tahir (2012) indicate 

the cost to income ratio is quite high to Islamic Banking in Pakistan as 

compared to conventional banks. Almazari (2013) found that Saudi 

banks efficiency as measured by the cost-income ratio is negatively 

related to bank profitability.  

Regarding risk, Shehzad and De Haan (2015) conclude that the 

cost-to-income ratio comes up with a significant positive sign with 

respect to impaired loans to gross loans ratio, variable that they use to 

measure risk, indicating that banks with poor managerial quality have 

more risk. We expect efficiency ratio (CosttoInc) to have a negative 

effect on financial stability and positive risk-weighted assets, as this 

control variable defined in terms of costs compared to income, 

accordingly the lower the efficiency ratio, the better the company’s 

performance. According to Kefala (2015) efficiency ratio in addition to 

other control variables affect negatively bank stability, and accordingly 

they are considered destabilizing indicators.  

The distinct nature of the relationship with clients and the 

different kinds of financing and investing activities on offer entails 

unique risks for Islamic Banks (Helmy, 2012; Otero, Alaraj and Lado, 

2019). Safiullah and Shamsuddin (2018) indicate that Islamic banks 

operate under a set of prohibitions, and internal governance 

mechanisms (Shariah supervisory board), which can lead to differences 

in behaviour between Islamic and conventional banks. But as Beck, 

Demirgüc-Kunt and Merrouche (2013) points out, the possible effect 

on risk is not clear. On one side, the pass-through role and risk-sharing 

arrangements of Islamic banks might be a risk-reducing factor, 

specifically interest rate risk, in addition to not allowing them to 

participate in risky trading activities. On the other hand, it can increase 

the riskiness of Sharia-compliant financial institutions. The possible 
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reasons that would explain it would be the profit-loss financing 

increases the overall risk on banks’ balance sheet. Further, operational 

risk aspects might be higher in Islamic banks stemming from the 

complexities of Sharia law and including legal and compliance risks 

and finally, the restrictions of Islamic banks to certain asset classes. a 

priori not clear whether Islamic or conventional banks are more or less 

stable than conventional banks. At the moment, the findings are mixed. 

The results of their work indicated that Islamic banks are better 

capitalized, especially during crises, have higher asset quality during 

crises and are less likely to disintermediate during crises.  

Additional, Srairi (2013) found that state-owned Islamic banks 

tend to be more stable than state-owned conventional banks. Islamic 

banks have less exposure to credit risk than conventional banks. 

Abedifar et al. (2013) and Mollah et al. (2017) find that Islamic default 

risk is not different from that of conventional banks. Čihák and Hesse 

(2010), and Beck et al. (2013) and Otero et al. (2019) found that large 

conventional banks tend to be more stable than large Islamic banks. In 

contrast, Kabir, Worthington and Gupta (2015) analyze the levels of 

credit risk in Islamic and conventional banks. They use accounting 

information and market-based credit risk measure (Merton’s distance-

to-default model). Their results show that Islamic banks have 

significantly lower credit risk than conventional banks as based on 

Merton’s distance-to-default model. In contrast, Islamic banks display 

much higher credit risk using the Z-score and NPL ratio. On the other 

hand, in the work carried out by Tran and Nguyen (2020), in the banks 

of six Southeast Asian countries, they found that that financial 

development, in terms of stock market capitalization, improves bank Z-

scores and reduces their level of non-performing loans, suggesting that 

financial development on average reduces bank risk. This could 

indicate that in Islamic countries, where financial markets are generally 

less developed, bank risk would be higher. 

Empirically, there is no consensus in the literature about the 

differences in the performance of Islamic and conventional banks. 

Some studies support that Islamic banks are more profitable than 

Conventional banks (Samad, A., 1999, Hassan, K.m., 2006 and Ryu et 
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al., 2012). There are other studies that indicate that Conventional banks 

are more profitable than Islamic banks (Hadriche, 2015, Fayed, 2013, 

Ramlan & Adnan, 2016 and Siraj and Pillai, 2012). While others studies 

conclude that there are not significant differences in the financial 

performance between Islamic and Conventional banks (Samad, 2004 

and Hamid and Azmi, 2011). More concretely, Samad (2004) examined 

the financial performances of Islamic and conventional banks of 

Bahrain after the first Gulf War in 1991. The comparison of financial 

measures expressed in terms of various financial ratios indicated that 

there is no major difference in profitability and liquidity between 

Islamic banks and conventional banks. Similar results are obtained in 

the work of Sun, Mohamad and Ariff (2017).  

For its part, Hadriche (2015) compare and identify the 

determinants of the performance for Islamic banks with Conventional 

banks operating in GCC countries from 2005 to 2012. Results show 

differences in regards to factors affecting performance between 

Conventional and Islamic banks. Specifically, credit risk does not affect 

Islamic bank performance, while inflation and DGP growth do not 

affect the performance of Conventional banks. Furthermore, it is 

observed that Islamic banks are on-average more profitable than the 

Conventional. In this line, the work carried out by Siraj and Pillai 

(2012) reveals a better performance of Islamic banking during 2005-

2010. Ryu et al. (2012) find that Islamic financial system is more 

profitable than the Conventional financial system. According to these 

authors is due to the fact that Islamic system is less risky and more 

prudent.  

Other possible causes are analyzed by Mollah and Zaman 

(2015). These authors examine the effect of Shari’ah supervision and 

corporate governance on the performance of Islamic Banks and 

Conventional Banks. Usually, they find that Shari’ah supervision have 

a significant positive effect on the performance of Islamic Banks when 

Shari’ah supervision have a supervisory role, but that impact is 

negligible when it has only an advisory role. In this sense, Shari’ah 

Supervision Boards are a significant feature of Islamic Banks. Beck et 

al. (2013) note that Islamic Banks are prohibited from charging interest 
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(riba) payments, are not allowed to engage in speculation, and are based 

on a profit and loss thus risk-sharing model.  

We also included, as in Otero et al. (2019) the logarithm of the GDP 

growth (GDPgrowth), GDP per capita (GDPpercap) and Inflation 

variables, as control variables. All the mentioned variables are listed in 

Table 19 

Table 19: Variables and hypotheses considered in the study 

Variable 

Prediction 

Definition Source 
Performance 

/ Risk 

Total Notional to 

Total Assets 

[TotnotTA] 

+/- 
Total notional/ Total 

Assets 

Annual 

report and Pillar 

III disclosures 

Total position trading 

derivatives 

[TottradTA] 

- 
Total Notional of 

Trading/Total Assets 

Annual 

report and Pillar 

III disclosures 

Total position 

hedging derivatives 

[TothedTA] 

+/- 
Total Notional of 

Hedging/Total Assets 

Annual 

report and Pillar 

III disclosures 

Islamic[Islamic] -/+ 

Dummy variable 

that takes the value of 1 if 

it is an Islamic bank and 0 

otherwise. 

 

 

Size 

[LogTA] 
+ Log (total assets) 

Bankscope  

Authors’ 

calculation  

Net interest margin % 

[NIM] 
+ 

(Interest income - 

interest expense) / assets 
Bankscope 
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Variable 

Prediction 

Definition Source 
Performance 

/ Risk 

Efficiency ratio % 

[CosttoInc] 
-/+ Cost to income Bankscope 

Credit Portfolio % 

[NetloansTA] 
-/+ 

Net Lending / total 

assets 
Bankscope 

Capital Ratio 

(CapitalRat) 
-/+ Equity / total assets 

Bankscope 

Authors’ 

calculation  

Inflation 
- Inflation rate 

World 

bank 

GDPgrowth_ 
+/- 

Gross domestic 

product growth  

World 

bank 

GDPPerCap_ 
+/- 

Gross domestic 

product per capita 

World 

bank 

Source: Own elaboration. 

2.3.2 Descriptive Analysis 
 

2.3.2.1 Descriptive statistics of the overall sample: 

 

As a first analysis, Table 20 presents the main descriptive 

statistics. As can be seen, the banks of the sample show reasonable 

average profitability and risk values, but with significant dispersion. For 

example, the average value of ROA is 0.88; however; there is a wide 

dispersion, so that we find banks that have negative return (Min -13.41) 

and others have values above 13. Similarly; the banks have an average 

total risk indicator (Z-score) of 36.02 times, while the minimum is 

negative (-4.21) and others whose distance to default has values above 

149. This means that both, the performance and the level of risk 
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assumed by banks, varies significantly. This is in line with our 

prediction and our intention to evaluate two regions (European and 

Middle East and Africa region); where banks have important 

differences in terms of size, development, stability, culture and risk. 

The variables representative of the use of derivatives have average 

values are close to zero. This is because a significant number of banks 

do not use these products. It should also be noted that based on the 

maximum values reached regarding the use of derivatives, these values 

indicate that there are certain banks whose notional of derivatives is 

greater than the total volume of assets. All other control variables 

(except Islamic Variable) show high dispersion again in terms of size, 

net interest margin, efficiency ratio, net loans percentage of total assets, 

or capital ratio. Also, as we can see, the variable net interest margin 

presents very scattered results, with a maximum of 21.39, and minimum 

value of -14.82. and the net loans to total assets variable also show high 

dispersion result, with maximum of 85.22, and minimum of 0. 

Table 20: Descriptive statistics for the variables in the sample 

Variable Obs Mean Std. Dev. Min Max 

Performance 

ROA 1058 0.88 1.87 -13.41 13.02 

ROE 1031 6.21 11.09 -67.58 36.46 

Tobin’s Q 791 1.18 1.04 0.02 10.71 

Risk 

Z-score 1003 36.02 33.93 -4.21 149.44 

Beta 718 1.10 0.93 0.00 4.51 

QFHS 674 0.70 0.18 0.00 0.97 

Derivatives Variables 

TotnotTA 985 0.46 1.29 0.00 9.04 

TottradTA 975 0.37 1.16 0.00 8.43 

TothedTA 1018 0.79 0.26 0.00 3.96 

Other Control Variables 
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 source: own elaboration. 

note: In TABLE 20 (Roa) ratio is an indicator of how profitable a company is relative to 

its total assets; (roe) ratio is a measure of financial performance calculated by dividing net 

income by shareholders' equity; (tobin’s q) is a measure of value creation. (z-score) is the 

distance to insolvency; (beta) is a volatility-or systematic risk indicator in relation to the 

whole market; quantitative financial health score (qfhs), is an indicator that reflects the 

likelihood that a company will face financial problems in the near future based on the 

distance to default (dd). (totnotta): total notional amount of derivatives scaled by the total 

assets; (tottradta): the total position of derivatives reported for trading purposes, scaled by 

the total assets of the bank; (tothedta): the total position of derivatives disclosed for 

hedging purposes, scaled by the total assets of the bank. (islamic) is a dummy variable that 

takes the value 1 if the bank is islamic and value 0 if not; (logta): size measured by the 

logarithm of total assets, (nim): measures the difference between the interest income 

generated by banks and the interest paid out to the lenders; (costtoinc): efficiency ratio 

that measures costs compared to income. (netloansta): measures the total outstanding loans 

as a percentage of total assets; (capitalrat): measures the total shareholder’s equity as a 

percentage to total assets. (inflation) is the inflation rate; (gdpgrowth): logarithm of gdp 

growth, (gdppercap): logarithm of gdp per capita. 

 

2.3.2.2 Descriptive statistics of the subdivided sample 

 

After subdividing the sample between those entities that do 

and do not use derivatives (differentiated as 1 and 0, respectively), we 

have obtained the following differences of means, which are listed in 

Table 21. As it can be seen, very significant differences have been found 

Islamic 1128 0.06 0.24 0.00 1.00 

LogTA 1029 5.69 1.29 2.56 8.09 

NIM 1055 2.41 1.92 -14.82 21.39 

CosttoInc_ 995 54.59 17.54 15.45 92.77 

NetloansTA 1030 52.63 20.26 0.01 85.22 

CapitalRat 1023 9.46 12.35 -0.04 63.65 

Inflation 1128 1.88 1.83 -3.75 13.81 

GDPgrowth 1128 0.46 1.88 -9.13 25.16 

GDPPerCap_ 1128 35812.17 26493.85 2591.10 146982.00 
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in an important number of variables. In terms of performance, the banks 

that use derivatives have a substantially lower level of performance in 

terms of ROA and Tobin’s Q. Similarly, with respect to risk, differences 

have been found very significant. Thus, banks that use derivatives have 

a substantially higher level of risk, measured by the risk variables used, 

except for Z-score where the variable is not significant. The increase in 

risk resulted from the use of derivatives supports previous empirical 

research (Li and Yu, 2010; Huan and Parbonetti, 2019 and Taşkın and 

Sarıyer, 2020). But the higher risk may be due both to the use of 

derivatives as a trading instrument and as hedging instrument. In this 

sense, Li and Marinč (2014) also conclude that banks sometimes use 

derivatives for speculative purposes and thus, to collect revenues and 

fees which may increase banks’ risk exposures. But also, Dai and 

Lapointe (2010) conclude that hedging activities through using 

derivatives that have ended up as over-hedge increases, not reduces, the 

riskiness of banks ’business activities. But also, the higher risk could 

not be the consequence but the reason to include derivatives to try do 

reduce the bank exposure. On the other hand, banks that use derivatives 

have a larger size (higher LogTA), which is consistent with the 

existence of economies of scale in the use of these instruments. In 

addition, the use of derivatives is associated with a lower net interest 

margin, and a lower efficiency ratio (CosttoInc). Furthermore, the 

difference also could arise because the existence of important 

differences in terms of economic development, risk country and 

regulations in the regions included in our research. Finally, it is 

important to emphasize the higher level of Net loans percentage by total 

assets (NetloansTA) of banks that use derivatives, which would imply 

a higher credit risk for banks that use derivatives. Also highlight, the 

significant low capital ratio in comparison with banks that do not use 

derivatives. This supports the work of several authors like Howton and 

Perfect (1998), Haushalter (2000), Graham and Rogers (2002), and 

Knopf, Nam and Thornton (2002) who use the leverage as a proxy for 

the probability of financial distress; however according to Otero et al. 

(2016) leverage and hedging are likely to be determined jointly by 

firms, leading to an endogeneity problem. Also, Devashish, Manoj K., 

(2017) indicates that endogeneity arises in the relationship between risk 
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and hedges, with each influencing the other. According to Chen, QI. 

And DU, F. (2018), they concluded that ascending leverage ratio will 

worsen banking stability with the hedging. 

Table 21: Difference of means between users and non-users 

 Non Users Users Diff. Std. Error Obs. 

ROA 1.2288 0.5944 0.6344*** 0.1153 1058 

ROE 7.2281 5.3373 1.8908 2.0246 1031 

Tobin’s Q 1.3686 1.0609 0.3077*** 0.0764 791 

Zscore 49.961 46.0475 3.9135 4.1586 1003 

Beta 0.5381 0.9887 -0.4507*** 0.0876 718 

QFHS 0.7356 0.6783 0.0574*** 0.0135 674 

LogTA_ 5.6073 5.7711 -0.1638** 0.0803 1029 

NIM 2.7798 2.1081 0.6718*** 0.1191 1055 

CosttoInc 59.2905 57.0444 2.246 1.8365 995 

NetloansTA 49.1846 55.5404 -6.3558*** 1.2773 1030 

CapitalRat 15.2479 5.2561 9.9919*** 0.8317 1023 

GDPgrowth_ 0.3832 0.4392 -0.056 0.1076 1027 

Inflation 2.1121 1.5392 0.5729*** 0.1118 1027 

GDPPerCap 32198.686 39171.4623      -6972.7763*** 1600.0717 1027 

Note: TABLE 21 this table presents the mean difference of the dependent and independent 

variables used in the empirical analysis between banks that use derivatives (1) and do not 

use (0). the t-statistic is used for the test of the equality of means. significance level: *** 

means significant at 1% level, ** at 5% level and * at 10% level.  note that (roa) ratio is 

an indicator of how profitable a company is relative to its total assets; (roe) ratio is a 

measure of financial performance calculated by dividing net income by shareholders' 

equity; (tobin’s q) is a measure of value creation. (z-score) is the distance to insolvency; 

(beta) is a volatility-or systematic risk indicator in relation to the whole market; 

quantitative financial health score (qfhs), is an indicator that reflects the likelihood that a 

company will face financial problems in the near future based on the distance to default 

(dd); (logta): size measured by the logarithm of total assets, (nim): measures the difference 

between the interest income generated by banks and the interest paid out to the lenders; 

(costtoinc): efficiency ratio that measures costs compared to income; (netloansta): 

measures the total outstanding loans as a percentage of total assets; (capitalrat): measures 

the total shareholder’s equity as a percentage to total assets; (gdpgrowth): logarithm of 

gdp growth; (inflation) is the inflation rate; (gdppercap): logarithm of gdp per cap ita. 
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2.4 METHODOLOGY 

 

The analysis of the effect of derivatives on the risk and performance 

assumed by banks is discussed in most of the previous literature, using 

panel data methodology. In particular, Chang, Ho and Hsiao (2012), 

Purnanandam (2007), Otero et al. (2016) estimate static models or fixed 

effects and only in the latter case also use the random effects model. 

This methodology provides the main advantage that can control and 

avoid unobserved heterogeneity, thus biased estimates. This aspect is 

very important in our analysis, because each credit company has its own 

culture and its way of managing risk.  

The proposed models are appropriate in the presence of strictly 

exogenous variables and in the absence of endogeneity. Magee (2012), 

Charalambakis et al. (2012), Otero et al. (2016) and Keffala, (2020) 

consider the problem of endogeneity key to address the issue of the 

effects of derivatives. They argue that leverage and hedging are likely 

to be determined jointly by firms, leading to an endogeneity problem.  

Also, Devashish, Manoj K., (2017) indicates that endogeneity arises in 

the relationship between risk and hedges, with each influencing the 

other. Also, Shao and Yeager (2007) assert that the relationship 

between risk and the use of credit derivatives may be affected by 

endogeneity problems, because the use of derivatives can be influenced 

by ex-ante risk, which could be correlated with the ex-post risk 

measures. In this case, the results of the estimation with static panel data 

may be inconsistent.  

Instead of it, we have opted for a methodology based on dynamic 

panel data, which have been estimated using the generalised method of 

moments (GMM) and deals very well with endogeneity. The system 

GMM estimators have been developed by Arellano & Bover (1995) and 

Blundell & Bond (1998), and they are designed for situations with 

“small T, large N” panels, like in our case. They deal well with 

independent variables that are not strictly exogenous, i.e., correlated 

with past and possibly current realisations of the error, with fixed 
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effects and heteroskedasticity and autocorrelation within individuals 

(Roodman, 2009). The dynamic panel data model to estimate the impact 

of derivatives in the banking sector performance and financial stability 

is (Equation 4): 

𝑌𝑖𝑡 = 𝛼𝑖𝑡 + 𝛽1𝑌𝑖𝑡−1 + 𝛽2 [Derivatives_]𝑖𝑡 + 𝛽3[𝐿𝑜𝑔TA]it + 𝛽4[𝑁𝐼𝑀]it +
𝛽5[𝐶𝑜𝑠𝑡𝑡𝑜𝐼𝑛𝑐]it + 𝛽6[𝑁𝑒𝑡𝑙𝑜𝑎𝑛𝑠𝑇𝐴]it + 𝛽7[ CapitalRat]it +

𝛽8[ Inflation]it + 𝛽9[ GDPgrowth]it +  𝛽10[GDPpercap]it + Islamic +
EUROPE +  ∑ 𝑌𝑒𝑎𝑟𝑡

5
t=1 +  𝜀𝑖𝑡  

 

Equation 4 

In this model, Y represents the risk, performance or value measure of a 

particular bank i in period t, which is determined by the volume of 

interest rate derivatives and credit derivatives used in addition to a set 

of control variables, which we have already presented above. For its 

part, ε𝑖𝑡 represents the error term, whereas α and β denote the 

parameters to be estimated. The parameters 𝛽2 are referred to our 

independent variables. We aim to build as many models as independent 

variables we have defined, total notional to total assests [TotnotTA], 

[TottradTA], [TothedTA] and for this, we alternate the different 

independent variables in the parameters 𝛽2. The rest of  βj parameters 

are those of the control variables. 

 

2.4.1 Results for performance, risk and value  
 

The following tables show the results obtained for each of the variables 

analysed. We analyse firstly, the effect of the use of derivatives, both for the 

total and by types of use (hedging, trading) on the performance and risk of 

banks.  
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2.4.1.1 Results for Performance 

 

As can be seen in Table 22 below, in the first model, the effect 

of using total notional derivatives has no significant effect on the 

accounting variables of performance (represented by ROA and ROE), 

however from the market perspective, it has a significantly positive 

effect on the Tobin’s Q. This offsetting result is in line with our H1 

(using of derivatives has neutral effect on the banks performance) and 

it may reflect that if we consider all derivatives, the income and 

expenses generated by the derivatives are offset. Although ROE and 

ROA are not affected by the use of derivatives, the market values 

positively affect to those banks that make use of derivatives, it could be 

understood as an extra recognition to those banks that are capable of 

using and managing these complex products. The result is in line with 

the arguments of some authors who do not find a relationship between 

derivatives and performance. In this sense, Brewer, Jackson and Moser 

(2001) conclude that accounting based measures of performance of 

users are not better or worse than that of nonusers. Similarly, the results 

of Sundaram & Willey (2009) show that derivatives use influences 

positively trading revenue but does not contribute to the increase of the 

overall bank profitability. Also, Otero, Duran & Tamayo (2020) 

observed positive and negative effects on the use of derivatives, 

depending on the type of the risk. 

Regarding the use of derivatives for the trading position, the 

effect is only significant and negative on the Tobin’s Q variable but not 

for accounting measures, meaning that the market penalizes with a 

premium to those banks that actively trade with derivatives. This result 

coincides with the results of Bazih and Vanwalleghem (2021) who find 

a significant negative relation between derivative usage (for total, for 

trading use and for hedging use) and bank value in emerging markets. 

Contrary, for developed markets Chang et al. (2017) find a significantly 

positive relation between derivative used for trading and bank value like 

Titova, Penikas and Gomayun (2020).  
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The same happens for the use of derivatives for hedging 

purposes; there is a positive but not significant effect on ROA and ROE 

(performance variables); but significantly positive on Tobin’s Q value. 

This support our hypothesis 3 and it is in line with Batten and Hogan 

(2002), JP Morgan (2006), Mengle (2007), Angelini (2012) and 

Rodríguez et al. (2015), Gosh (2017) and Titova, Penikas and Gomayun 

(2020), that supports hedging theories, sustaining a positive impact on 

banks’ financial stability. Also, Bazih and Vanwalleghem (2021), who 

analyze the effect of the use of derivatives in emerging markets, 

conclude that in all cases (total, trading and hedging) the use of 

derivatives negatively affects Tobin’s Q value. As the authors also point 

out, emerging markets differ significantly from conventional markets. 

The differences in the results could be explained by the different 

composition of the sample, with an important number of banks 

operating in developed markets. 

Accordingly, this research shows that the general effect of 

using derivatives (regardless the portfolio to which they belong) is not 

significant on performance, where for accounting indicators the results 

are not significant. However; from the market perspective the result 

shows that banks that use derivatives to hedge their exposure are 

recognised by the market with a positive premium in value which is 

negative for those with higher trading positions. The higher value can´t 

be attributed to the profitability obtained by banks trading with 

derivatives, and the only channel that explains the market value is the 

hedging one. Regarding the capital ratio, the effect is positive and 

significant on the Tobin’s Q variable in three models. In this sense, it 

seems logical that the market values the most solvent banks more 

positively. With respect to the different regions, both the Islamic and 

Europe dummy variables are significant and positive with respect to 

Tobin's Q when the total use of derivatives is considered. The market 

values positively affect banks that make use of derivatives. With respect 

to ROE and ROA, the sign is negative for both cases, although not 

significant for the Islamic case and it is significant for the European 

chaos, so in the latter region the use of derivatives negatively affects 

these accounting measures of performance. So, while the market values 
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the use of derivatives in a similar way in both areas, it is not exactly the 

same from an accounting point of view. 

Table 22: The effect of derivatives on performance and value 

Variable ROA ROE Tobin’s Q ROA ROE Tobin’s Q ROA ROE Tobin’s Q 

ROA_ (T-1) 0.2962***   0.0666   0.2932***   

ROE (T-1)  -0.0335   0.2129   -0.0254  

Tobin’s Q (T-1)   0.9282***   0.9221***   0.9304*** 

TotnotTA_ -0.0011 -0.0319 0.0034**       

TottradTA__    0.2935 1.7374 -0.0147***    

TothedTA_       0.0023 0.0372 0.0035** 

Islamic -0.5808 -3.287 0.3776* -1.4165 1.9568 0.3539* -0.51420 -2.38370 0.36460 

LogTA_ -0.6056** -11.7910*** -0.0122 -0.3262 -3.287 0.039 -0.31420 -6.04490 0.00120 

NIM_ 0.0012 0.6754 0.0161 -0.0818 0.5665 0.0176 0.04000 1.64710 0.02030 

CosttoInc_ 0.0003 -0.0851 -0.0064* -0.0109* -0.0336 -0.0067* -0.00020 -0.0751* -0.0071** 

NetloansTA -0.0132 0.1317 -0.0059 -0.0153 0.0101 -0.0073 -0.0199* -0.03210 -0.00550 

CapitalRat -0.0176 -0.6423*** 0.0381*** -0.0032 -0.2478 0.0386*** -0.01300 -0.5374*** 0.0406*** 

Inflation_ 0.0333 0.0839 -0.0241 0.0285 0.0528 -0.0271 0.02520 -0.02030 -0.02500 

GDPgrowth_ -0.0306 0.7858 0.0099 0.026 0.6189 0.0145 -0.02670 0.93220 0.00500 

GDPPerCap_ 0.0000** 0.0001 0.0000 -2.5544* -17.9657 0.7992*** -1.8839** -28.7996* 0.7600*** 

EUROPE -2.6022*** -45.0927** 0.6819** 0.0000* 0.0000 0.0000 0.0000** 0.00010 0.00000 

--cons 0.00000 92.9441*** 0.00000 0.0000 32.2776 0.0000 0.00000 0.00000 0.00000 

N 705 696 485 705 696 484 737 728 515 

hansen 121.7833 111.71 105.5092 69.6729 64.2872 105.8357 127.3718 123.1737 106.8306 

ar 2 -1.7072 -1.583 0.9479 -1.652 -0.0836 0.9864 -1.7927 -1.5932 0.9164 

NOTE: TABLE 22 reports the panel data estimates for the generalized method of moments 

where the dependent variables are ROA, ROE and Tobin’s Q. we analyzed the possible 

existence of specification errors, the level of model fit, normality and multi-collinearity. 

according to arellano and bond (1991), as the number of periods is small, relative to the 

number of companies, to gain efficiencies, we chose to take as valid instruments all 

possible lagged values of variables. ar2 is the contrast of second-order serial correlation 

and. hansen is a test for over-identifying restrictions, asymptotically distributed as a r2 

under the null hypothesis of no relationship between instruments and error, which has 

verified the validity of the instruments (degrees of freedom in parentheses). *** means 
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significant at 1% level, ** at 5% level and * at 10% level. europe dummy variable that 

takes the value of 1 if the bank is stablished in europe. (ROA) ratio is an indicator of how 

profitable a company is relative to its total assets; (ROE) ratio is a measure of financial 

performance calculated by dividing net income by shareholders' equity; (Tobin’s Q) is a 

measure of value creation. (z-score) is the distance to insolvency; (beta) is a volatility-or 

systematic risk indicator in relation to the whole market; quantitative financial health score 

(qfhs), is an indicator that reflects the likelihood that a company will face financial 

problems in the near future based on the distance to default (dd). (Totnotta): total notional 

amount of derivatives scaled by the total assets; (Tottradta): the total position of 

derivatives reported for trading purposes, scaled by the total assets of the bank; (tothedta): 

the total position of derivatives disclosed for hedging purposes, scaled by the total assets 

of the bank. (islamic) is a dummy variable that takes the value 1 if the bank is islamic and 

value 0 if not; (logta): size measured by the logarithm of total assets, (nim): measures the 

difference between the interest income generated by banks and the interest paid out to the 

lenders; (costtoinc): efficiency ratio that measures costs compared to income. (netloansta): 

measures the total outstanding loans as a percentage of total assets; (capitalrat): measures 

the total shareholder’s equity as a percentage to total assets. (inflation) is the inflation rate; 

(gdpgrowth): logarithm of gdp growth, (gdppercap): logarithm of gdp per capita.  

 

2.4.1.2 Results for risk 

 

 Table 23 shows the results obtained for the effect of the 

use of derivatives (regardless of the portfolio to which they belong), on 

the risk and financial stability of the banks. As can be seen in table 7; 

in the first model, the effect of using total notional derivatives has a 

significant positive effect on the Z-score and QFHS variables, and 

significant negative effect on systematic risk (Beta). The results imply 

that the use of derivatives in general by banks reduces their risk based 

on the three risk variables that we have used. More concretely, the use 

of total notional derivatives decreases the risk of the banks by 

increasing the distance to default and the financial health of the banks; 

moreover, from market measures; using total notional derivatives 

reduces the systematic market risk volatility (Beta). Bazih and 

Vanwalleghem (2021) also conclude that the aggregate use of 

derivatives has a positive effect on the Z-score, increasing bank 

stability.  

Regarding the use of derivatives for trading positions, the 

effect is only significant and positive for the QFHS, which means a 
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lower risk, measured by this last variable. This result could be explained 

by banks using trading for earning fees stabilize the business, different 

from Bazih and Vanwalleghem (2021) and Chang (2017) who 

concluded that the use of derivatives for trading purposes increases the 

Beta, that is, the risk increases, which they attribute to taking 

speculative positions. Also, Li and Marinč (2014) concluded that banks 

sometimes use derivatives for speculative purposes and thus, to collect 

revenues and fees which may increase banks’ risk exposures. Finally, 

Huan amd Parbonetti (2019) suggest that the use of financial derivatives 

by banks increased their risk, where this increase in risk is driven by the 

use of derivatives for speculation, by suboptimal hedging to achieve 

hedge accounting status, or due to accounting mismatches that generate 

volatility in earnings. 

In the case of the use of derivatives for hedging; the effect is 

positive on Z-score, QFHS, and negative on Beta, supporting 

hypothesis 2. This means that the use of derivatives for hedging purpose 

decreases the risk of the banks by increasing the distance to default and 

the financial health of the banks; moreover, from market measures; 

using hedging derivatives reduces the systematic risk volatility 

(Beta).This result is in line with the some authors like Titova and Girard 

(2012), Otero et al. (2016), Elyasiani and Mao (2017), Ghosh (2017), 

Bazih and Vanwalleghem (2021) and finally Titova, Penikas and 

Gomayun (2020) where the intensity of hedging with derivatives is 

associated with lower risk and a higher value.  

So, we confirm that the use of derivatives (irrespective of their 

purpose) has a significant positive effect on reducing risk, less evident 

in the case of trading (only by increasing QFHS variable); and clearly 

when the use is for hedging purposes. Our results would support 

hedging theories, and we show that the main channel throughout the use 

of derivatives creates value it is the reduction of risk and not by the 

greater performance of intermediation or speculation. 
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 Table 23: The effect of derivatives on the risk of banks  

Variable Zscore Beta QFHS Zscore Beta QFHS Zscore Beta QFHS 

Zscore_ 0.9912***   0.9946***   0.9676***   

Beta  -0.0899**   -0.0770*   -0.0796*  

QFHS   0.2609***   0.2453**   0.2643*** 

TotnotTA__ 0.0341* -0.0068** 0.0012***       

TottradTA__    -0.1542 -0.022 0.0082*    

TothedTA       0.0394* -0.0054** 0.0009** 

Islamic -0.9503 0.7818 0.1899 -0.8327 0.9712 0.1147 0.1272 1.1723 0.1743 

LogTA_ 2.3241 0.5842*** -0.0063 1.6186 0.5110* -0.0303 2.3764** 0.5504*** -0.0144 

NIM 0.2947 0.0927 -0.0069 0.1998 0.0548 -0.0145 0.2738 0.0619 -0.0068 

CosttoInc_ -0.0197* 0.0023 -0.0020*** -0.0152 0.0012 -0.0023*** -0.0198* 0.001 -0.0018*** 

NetloansTA -0.1205** -0.0126* -0.0008 -0.1006* -0.0071 -0.0008 -0.1038* -0.01 -0.0004 

CapitalRatio -0.1556 0.0542* -0.0026 -0.177 0.0606* -0.0044 -0.1562 0.0618** -0.0025 

Inflation_ -0.4227** 0.0521 0.0011 -0.3887** 0.0425 0.0064 -0.4463** 0.0591 0.0044 

GDPgrowth_ -0.2285 -0.0653 0.0216** -0.1568 -0.0398 0.0188** -0.2055 -0.0674 0.0234** 

GDPPerCap_ -0.0001 0.0000 0.0000 -0.0001 0.0000 0.0000 -0.0001 0.0000 0.0000 

EUROPE 4.4495 3.3971*** -0.0744 2.1664 3.2956*** -0.1596** 3.8004 3.4739*** -0.0779 

_cons 0.0000 -3.8533** 0.6454*** 2.2523 -3.5116 0.8746*** 0.0000 -3.6420** 0.0000 

N 663 592 364 662 591 363 695 622 388 

Hansen 102.6383 100.8248 92.828 102.8806 101.4674 86.3366 104.5642 104.9932 92.179 

ar2 -1.46 -1.1858 0.0008 -1.51 -1.1219 0.452 -1.3719 -1.1374 -0.2123 

NOTE:  Table 23 reports the panel data estimates for the generalized method of moments 

where the dependent variables are ROA, ROE and Tobin’s Q. We analyzed the possible 

existence of specification errors, the level of model fit, normality and multicollinearity. 

According to Arellano and Bond (1991), as the number of periods is small, relative to the 

number of companies, to gain efficiencies, we chose to take as valid instruments all possible 

lagged values of variables. AR2 is the contrast of second-order serial correlation and. Hansen 

is a test for over-identifying restrictions, asymptotically distributed as a r2 under the null 

hypothesis of no relationship between instruments and error, which has verified the validity of 

the instruments (degrees of freedom in parentheses). *** means significant at 1% level, ** at 

5% level and * at 10% level. Europe Dummy variable that takes the value of 1 if the bank is 

stablished in Europe. Where (Z-score) is the distance to insolvency”. (Beta) is a volatility-or 

systematic risk indicator in relation to the whole market, Quantitative Financial Health Score 

(QFHS), is an indicator that reflects the likelihood that a company will face financial problems 
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in the near future based on the Distance to Default (DD). (TotnotTA): Total notional amount of 

derivatives scaled by the total assets; (TottradTA): The total position of derivatives reported for 

trading purposes, scaled by the total assets of the bank; (TothedTA): The total position of 

derivatives disclosed for hedging purposes, scaled by the total assets of the bank. (Islamic) is a 

dummy variable that takes the value 1 if the bank is islamic and value 0 if not; (LogTA): Size 

measured by the logarithm of total assets, (NIM): Measures the difference between the interest 

income generated by banks and the interest paid out to the lenders; (CosttoInc): Efficiency ratio 

that measures costs compared to income. (NetLoansTA): Measures the total outstanding loans 

as a percentage of total assets; (CapitalRat): measures the total shareholder’s equity as a 

percentage to total assets. (Inflation) is the inflation rate; (GDPgrowth): Logarithm of GDP 

growth, (GDPperCap): Logarithm of GDP per Capita. 

 

2.4.2 Results for banks operating in Undeveloped markets 
 

In Table 24 below, we study the effect of the use of derivatives on 

the risk and performance of the banks operating in undeveloped 

markets. The aim of splitting our overall banks regions (i.e. between 

European and MEA) is to examine if the use of derivatives (regardless 

of its type) has a general and similar effect on banks in terms of risk and 

performance or it affect differently depending on the banks operating 

market. In Table 24 below, we only show the models for the overall use 

of derivatives (TotnotTA) for the MEA region; the results are not 

significant for any of the dependent variables (neither performance nor 

risk); and also we have found the same non- significant effect for any 

of the usage types: speculation or hedging despite is not showed in the 

chapter. Specifically, the use of total derivatives is not significant in any 

of the models. Accordingly, the overall result shows that the use of 

derivatives by banks operating in undeveloped regions has no 

significant effect on performance and risk. This result supports 

hypothesis 4, where usage of derivatives affects banks’ performance 

and risk differently, depending on their location, regulation, and risk-

faced. Focusing on the specific case of MEA zone, according to Rossi 

(2009), companies based in emerging markets suffer more from 

derivatives instruments’ volatility than companies from more 

developed economies. Furthermore, underdeveloped markets offer less 

liquidity, higher costs and counterparty risk and the level of usage is 

very small, limiting the positive effects of derivatives usage. The 
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absence of derivatives and other sophisticated financial instruments 

(Henry and Springborg, 2004 and Mollah, Hassan, Al Farooque and 

Mobarek, 2017), the absence of a strong, independent capital markets 

authority, size, liquidity of the market, relative scarcity of large private 

corporations, the lax information disclosure requirements, illiquidity of 

debts and high transactions costs (Jabbouri, 2016). So, we confirm that 

the use of derivatives (irrespective of their purpose) may differently 

affect the performance and the risk reduction of banks located in 

Europe as in the other nations of the MEA zone, depending on many 

regulatory and market factors. 

Table 24: The effect of derivatives on risk and performance of banks operating in 

Undeveloped market 

Variable ROA ROE Tobin’s Q Zscore Beta QFHS 

ROA_ (T-1) 0.4170**      

ROE_ (T-1)  0.1587*     

Tobin’s Q (T-1)   0.3251    

Zscore_    1.0365***   

Beta     -0.2596  

QFHS      -0.0113 

TotnotTA__ 6.69 31.5095 1.1745 -0.0693 2.2466 -0.1603 

Islamic -0.3053 -0.1167 -0.4086 -6.7263 -1.0312 0.1023 

LogTA_ 0.7581* 3.9905 0.5041 0.3515 0.229 0.113 

NIM_ 0.1022 0.6345 0.2467 -0.2808 -1.2375* 0.0108 

CosttoInc_ 0.0003 0.0101 0.0014 -0.0041 0.0036 -0.0032*** 

NetloansTA -0.0032 0.072 -0.0061 -0.0508 -0.0399 -0.0009 

CapitalRatio 0.0322 0.0541 0.0243 -0.0449 -0.0029 -0.0009 

Inflation_ 0.0931 0.392 0.0145 -0.5039 0.077 0.0028 

GDPgrowth_ 0.0155 2.5172 -0.0433 -0.1979 0.5658 -0.0276 

GDPPerCap_ -0.1421 -3.2078 0.3279 0.00020 0.00010 0.00000 

_cons 0.0000 0.0000 -6.2697 0.00000 3.42680 0.00000 

N 174 173 86 163 120 58 

Hansen 35.2838 28.8365 12.6386 23.4361 8.2913 19.3952 



Chapter Two: Does the use of derivatives affect risk, performance and value of 

banks? an examination of european, middle eastern and african countries 

95 

NOTE: Table 24 reports the panel data estimates for the generalized method of moments where 

the dependent variables are ROA, ROE and Tobin’s Q. We analyzed the possible existence of 

specification errors, the level of model fit, normality and multicollinearity. According to 

Arellano and Bond (1991), as the number of periods is small, relative to the number of 

companies, to gain efficiencies, we chose to take as valid instruments all possible lagged values 

of variables. AR2 is the contrast of second-order serial correlation and. Hansen is a test for 

over-identifying restrictions, asymptotically distributed as a r2 under the null hypothesis of no 

relationship between instruments and error, which has verified the validity of the instruments 

(degrees of freedom in parentheses). *** means significant at 1% level, ** at 5% level and * at 

10% level. Europe Dummy variable that takes the value of 1 if the bank is stablished in Europe. 

(ROA) ratio is an indicator of how profitable a company is relative to its total assets; (ROE) 

ratio is a measure of financial performance calculated by dividing net income by shareholders' 

equity; (Tobin’s Q) is a measure of value creation. (Z-score) is the distance to insolvency; (Beta) 

is a volatility-or systematic risk indicator in relation to the whole market; Quantitative Financial 

Health Score (QFHS), is an indicator that reflects the likelihood that a company will face 

financial problems in the near future based on the Distance to Default (DD). (TotnotTA): Total 

notional amount of derivatives scaled by the total assets; (Islamic) is a dummy variable that 

takes the value 1 if the bank is islamic and value 0 if not; (LogTA): Size measured by the 

logarithm of total assets, (NIM): Measures the difference between the interest income generated 

by banks and the interest paid out to the lenders; (CosttoInc): Efficiency ratio that measures 

costs compared to income. (NetLoansTA): Measures the total outstanding loans as a percentage 

of total assets; (CapitalRat): measures the total shareholder’s equity as a percentage to total 

assets. (Inflation) is the inflation rate; (GDPgrowth): Logarithm of GDP growth; (GDPperCap): 

Logarithm of GDP per Capita. 

 

2.4.3 Summary of the Effect of derivatives on risk and 

performance variables 
 

Table 25 and Table 26; summarize the overall effect of using 

derivatives on the risk and performance, either by considering the total 

notional amount or by focusing on the purpose type: Trading or 

Hedging. We confirm that the use of derivatives (irrespective of their 

purpose) has a significant positive effect on reducing risk from 

accounting and market indicators, similar effect when the use is for 

hedging purposes, but less evident in the case of trading (only 

significant by increasing QFHS). This result confirms the second part 

of the (H2) where hedging reduces risk; but contradict the first part of 

(H2), because we assumed that trading activity will increase risk; 

however, in fact the result shows that trading derivatives either has no 

ar2 -1.2204 0.102 0.9024 -1.814 -0.6731 -1.32999278 
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significant effect on risk by considering the accounting indicators, or it 

reduces risk (by increasing QFHS). 

Regarding performance, the effect of using derivatives was 

significant only from the market perspective and particularly in 

hedging, confirming our (h1) regarding the neutral effect of using 

derivatives on performance, and supporting the result of otero et  al., 

(2016) who conclude that market recognizes the use of derivatives 

despite it is not directly noticeable by accounting indicators.  this 

result also partially confirms (h3) for hedging purpose only, because 

banks that use derivatives to hedge their exposure are recognised by 

the market with a premium in value, that is negative for those with 

higher trading positions. the above results would support hedging 

theories, and we show that the main channel throughout the use of 

derivatives creates value is by reducing the risk and not by enhancing 

the performance. 

Finally, the results are only confirmed for developed countries, 

while in undeveloped countries the use of derivatives does not have 

any effect neither on performance nor on risk; supporting (H4). This 

insignificant effect is due to many regulatory, policy practices and 

market factors previously discussed by different authors that limited 

the extent of the use on derivatives. The scarcity of derivatives and 

other sophisticated financial instruments (Henry and Springborg, 

2004 and Mollah, Hassan, Al Farooque and Mobarek, 2017), the 

absence of a strong, independent capital markets authority; the size 

and liquidity of the market, the relative scarcity of large private 

corporations, the lax information disclosure requirements, illiquidity 

of debts and high transactions costs (Jabbouri, 2016), jointly with the 

low level of usage, could explain this result.  Similarly, Mihaljek, D. 

(2010) find that derivatives markets in emerging markets remain 

small compared to those in advanced economies. The above 

mentioned reasons justify why regardless of the use of derivatives in 

undeveloped market the effect can’t be significant and reduces the 

potential of hedging to reduce risk and create value. 
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Table 25: Summary of the effect of derivatives on performance and risk variables 

 

 

 

 

Derivaties Performance Risk 

 ROA ROE Tobin’s Q Z-score Beta QFHS 

 Effect Result Effect Result Effect Result Effect Result Effect Result Effect Result 

TotalNotTA (-) Non-Significant (-) 
Non-

significant 
(+) Significant (+) Significant (-) Significant (+) Significant 

TotalTradTA (+) Non-significant (+) 
Non-

Significant 
(-) Significant (-) 

Non-

significant 
(-) 

Non-

significant 
(+) Significant 

TotalHedTA (+) Non-significant (+) 
Non-

significant 
(+) Significant (+) Significant (-) Significant (+) Significant 
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Table 26: Summary of Result and Hypothesis testing 

        Hypothesis 
Expected sign and 

result 
Actual Result 

H1: The effect of the 

use of derivatives on banks 

profitability is neutral. 
(No effect) 

(Yes) Derivatives have no 

effect on profitability 

 

H2A: Usage of 

derivatives for trading 

purposes increases the level 

of risk 

(Increases risk) 

No (trading reduces risk for 

market measures) yes 

(trading increases risk for 

accounting measures) 

 

H2B: hedging reduces 

risk. 

 

(Reduces risk) 

(Yes) hedging reduces risk 

for market and accounting 

measures 

 

H3:  The use of 

derivatives has a positive 

effect on banks´ value 

 

(Increases Value) 

(Yes) Hedging  

(only on QFHS) Trading 

 

H4: Usage of 

derivatives affects banks’ 

performance and risk 

differently, depending on 

their location, regulation, 

and risk-faced. 

 

(No effect on undeveloped 

market) 

(Yes) Derivatives have no 

effect on risk and 

performance of undeveloped 

market) 
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Abstract 

The aim of this chapter is to analyze the effect of mutual funds 

Ratings on their performance, risk and net flow, and to examine the 

existence of performance persistence of mutual funds in Global 

Emerging markets (GEMs). The analysis is based on a sample retrieved 

from Morningstar Direct for the period 2000-2020. Our main results 

regarding performance, show that average annual returns (both gross 

and net) and alpha, are higher for the best rated funds, concretely for 

the five-star mutual funds, despite these funds are not riskier. Moreover, 

this study confirms that investors take a good decision directing their 

investments to the best rated mutual funds, because they achieve a 

considerable return without increasing the overall risk. Finally, by 

examining the performance persistence using different methodologies, 

our primary findings confirm that there is no performance persistence 

based on the previous year position in any of the performance metrics. 

However, using a period of three years, the result shows that the best-

rated funds in a 3-year window, outperform the worst rated funds over 

the next year for the 1-factor alpha, gross and net returns, confirming 

how important Ratings are for predicting future performance. 

 

Keywords 

Mutual funds, Performance Persistence, Value at Risk, Ratings, 

Emerging markets. 

JEL CODES: G11, G12, G14, G23, G24 
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3.1 INTRODUCTION 

 

Mutual funds are among the most-used assets by investors wishing 

to build and diversify their investment portfolios. The growth of mutual 

funds investment in international financial markets has been one of the 

most popular trends in institutional investment in the last two decades, 

particularly in the area of Global Emerging Markets (GEM) mutual 

funds. GEMs are becoming more and more attractive to investors due 

to its fast-growing economies which have often ranked among the most 

significant contributors to global growth, and the mutual funds in these 

markets have become increasingly popular. According to Morningstar 

Direct database, the assets under management (AUM) of GEM equity 

mutual funds totaled US$1,162 billions at the end of 2020, with an 

estimated net flow of US$3.9 billions in the year 2020. Klapper et al. 

(2004) report a significant growth of emerging market (EM) funds since 

the 1990s. The Global Emerging Markets include countries like Russia, 

South Africa, South Korea, India, China or Brazil, among others. 

Performance research has traditionally mostly been country or region 

specific (e.g. Lai & Lau, 2010 - Malaysia -, Li & Lin, 2011 -China-, 

Sehgal & Jhanwar, 2008 and Singh (2021), -India-; Swinkels & 

Rzezniczak, 2009 – Poland-, etc.), with few studies with a broader 

geographical investment focus on emerging markets as a whole (see e.g. 

Gottesman & Morey, 2007; Basu & Huang-Jones, 2015; Wagner & 

Margaritis, 2017). 

Investing in emerging market mutual funds allows investors to 

achieve a superior performance to what they would with other 

international investment strategies as well as more diversified 

portfolios. Many authors have concurred that emerging markets cover 

a wider area for portfolio risk reduction than developed markets alone 

can (e.g., Harvey, 1994, 1995; Li et al., 2003; Goetzmann et al., 2005). 

According to Chiyachantana et al. (2004) or Domowitz et al. (2001), 

even though, the stocks in emerging markets are less liquid and have 

higher trading costs than stocks in developed markets, GEM funds do 

not appear to perform lower than mutual funds from developed market. 

Emerging markets tend to have less correlation than developed markets 
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do (e.g., Harvey, 1995) and greater abnormal return opportunities for 

investors due to higher inefficiencies (e.g., Tkac, 2001; Ratner and Leal, 

2005; Huij&Post, 2011, Kiymaz & Simsek;2017). 

In developed markets, previous studies have maintained that 

investors make their investment decisions based mainly on rating scores 

(e.g., Faff, Parwada & Poh, 2007; Del Guercio &Tkac, 2008). 

Futthermore, Morey and Gottesman (2006), Müller and Weber (2014), 

Meinhardt (2014), and Otero, Durán and Correia (2020) have found that 

Ratings may well be useful to investors to outperform their peers. In 

contrast, other authors such as Blake and Morey (2000) and Morey 

(2002, 2005), studied the predictive power of quantitative Ratings, 

ending up with weak results. Those investing in a highly-rated funds 

can also preserve their wealth because it has low value at risk (VaR 

[Otero, Durán & Correia, 2020]). The literature also shows that a past 

good mutual fund performance also attracts substantially large inflows 

in successive periods (Del Guercio & Tkac, 2002; Sirri & Tufano, 

1998), and because investors frequently use Morningstar Star Ratings 

to select mutual funds (Otero & Durán, 2021), any changes can 

significantly affect mutual fund net flows (e.g. Nanda, Wang & Zheng, 

2004; Del Guercio & Tkac, 2008). 

However, the evidence for emerging markets is very scarce, and 

literature recognize the importance of differences in mutual fund 

investor´s behaviour across countries. Jun, Li, Yan and Zhang (2014) 

have studied the relationship between mutual fund flow-performance 

and and star Ratings for Chinese mutual funds, finding no significant 

effect on the fund's flows. Gottesman and Morey (2007) have analyzed 

a small sample of GEM funds which show that Star Ratings have no 

effect on future performance. Mutual funds from emerging markets 

operate in an environment where there are many different risks and 

regulations, so the results found in the USA, the UK and Europe (i.e. 

developed countries and regions) or specific regions of emerging 

countries may not be applicable to GEM funds. Therefore, there is a gap 

in the literature regarding how useful Ratings are for picking mutual 

funds in GEMs and how the Ratings affect the performance and flows 

of the investment. This is why the first objective of this study is to 
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analyze the usefulness of these Ratings in the context of Global 

Emerging Markets. 

The relevance of Ratings could be connected to the performance 

persistence that is in the GEMs. As with Ratings, many investors rely 

on past performance to make their decisions in the current year. Despite 

the growing popularity of GEM funds and the numerous studies 

undertaken on performance persistence (Gottesman & Morey, 2007; 

Base & Huang-Jones, 2015; Kiymaz & Simsek, 2017; Choi., 2020), 

results are mixed, probably due to the limited data available, causing 

important questions to remain unanswered. For this reason, the second 

objective is to analyze the performance persistence in GEMs, using 

different metrics, terms and techniques. As a result, we will try to shed 

light on the connection between the usefulness and the performance 

persistence of Ratings. 

Since the debate is still open and previous research has obtained 

mixed results, this study contributes to the existing research by 

examining the effect of Ratings on GEM mutual fund performance, 

flows and risk. More importantly, it studies the relationship between 

mutual fund Ratings and their future performance. Our work is 

important to the academic world, investors, and rating and financial 

companies that would like to know the determining factors of mutual 

fund performance and flows. Therefore, our work aims to demonstrate 

the benefit of ratingsRatings for identifying the top mutual funds and 

contributes to the literature specializing in performance persistence. At 

the same time, our results will help investors specify a decision criterion 

while they build their investment portfolios.  

Our study confirms that, for average annual returns (both gross and 

net), the best-rated mutual funds perform better than the worst-rated 

ones, showing no difference in the level of risk. Moreover, the top 

mutual funds receive more net flows, thus supporting the knowledge 

that investors have made a good choice if they have invested in them. 

By using a variety of methodologies to examine performance 

persistence, our results demonstrate that there is no performance 

persistence caused by the previous year’s position in any of the 
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performance metrics, although if a timeline of three years is used, the 

best-ranked funds outperform the worst ones in the subsequent year for 

the 1-factor alpha, and gross and net returns. Our study aids in the 

understanding of how vital Ratings are for explaining future 

performance, and for indicating that performance persistence is 

associated with funds that obtain consistent average returns over longer 

periods.  

The chapter is organized as follows: firstly, we review and 

summarize the main research on the mutual fund industry currently 

available regarding flows, risk and performance persistence, with a 

special focus on studies conducted in emerging countries; next, we 

describe the sample, the variables, and the main descriptive statistics; 

finally, we present the empirical analysis and the statistical model, and 

we show the contrast between the assumptions and the main results 

 

3.2 LITERATURE REVIEW AND HYPOTHESIS 

 

3.2.1 Performance and Rating 

 

Morningstar Star Ratings evaluate mutual funds against peers’ 

funds without taking their benchmarks into account based on historical 

risk-adjusted return (the Morningstar Risk-Adjusted Return [MRAR]). 

Blake and Morey (2000) and Morey (2005) have concluded that Star 

Ratings have little power to predict future performance in the US 

market. However, Morey and Gottesman (2006) for the USA, and 

Otero, Durán and Correia (2020) for Europe, have shown that investors 

can obtain better results if they pick mutual funds with the Star Rating. 

To our knowledge there are only two other papers which have analyzed 

the interaction between performance and Star Rating for emerging 

mutual funds; Gottesman and Morey (2007) have examined the 

performance (the Sharpe Ratio, mean return and Jensen’s Alpha) of 

several emerging market mutual funds by using 54, 83, and 74 mutual 

funds for the years 1997, 2000, and 2002, respectively. They have 
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examined various fund variables like expense ratio, portfolio turnover, 

fund size, recent past performance, manager tenure, and Morningstar 

Star Rating, to predict emerging market mutual fund performance. 

Their findings have shown that the expense ratio is the only fund 

variable that appears to persistently predict future fund performance and 

that lower expense ratio funds are associated with better performance. 

Chotivetthamrong has focused on a limited sample (comprising 36 

cases) of Thai mutual funds from 2003 to 2007 and suggests a positive 

relationship between the Morningstar Star Rating and performance 

(funds’ Fama and French alpha). Following previous literature, we can 

establish our first hypothesis: 

H1: The more highly-rated mutual funds experience better future 

performance in Global Emerging Mutual Funds.  

 

3.2.2 Net flows and Rating 

 

The literature is vast when it comes to the analysis of the flow-

performance relationship in mutual funds (e.g. Del Guercio & Tkac, 

2002; Huang, Wei & Yan, 2007, 2012; Ko, Wang, Paek & Ha, 2014). 

However, studies that focus on the effect of the Morningstar Ratings on 

flows are far less common. Sirri and Tufano (1998) have argued that 

gathering and processing information on financial products is costly for 

investors to do; instead, they select funds based on media coverage, 

meaning that the Morningstar Star Rating, which is an important 

“marketing brand” in the industry, reduces investors’ search costs (Del 

Guercio & Tkac, 2008). Nanda et al. (2004), Gottesman (2006), Del 

Guercio and Tkac (2008), and Brenning and Fritzén (2009) have 

witnessed a significant alteration in the net flows of mutual funds when 

Morningstar Ratings change for developed markets. Net flows vary 

with downgrades and upgrades of Morningstar Star Ratings, so Stars 

have a considerable influence on fund flows. For example, Nanda et al. 

(2004) have found that recent money growth for a Star Fund is about 

13% higher than for a non-Star mutual fund while Del Guercio and 

Tkac (2008) have stated that an upgrade from 4 to 5 Stars results in 
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flows being 25% higher. To our knowledge, only Jun et al. (2014) have 

analyzed the relationship between net flows and Star Ratings for 

emerging mutual funds. Unlike the results observed in developed 

mutual funds, theirs indicate that Star mutual funds do not have a 

significant effect on fund flows for China’s mutual fund market. 

Following previous literature, we can establish our second hypothesis: 

H2: The more highly-rated mutual funds can positively influence net 

flows in global emerging mutual funds 

 

3.2.3 Risk and Rating 

 

The risk of mutual funds is their ability to deal with periods of 

extreme conditions. In recent years, academics have paid attention to 

the relationship between the returns of investment funds, or (hedge 

funds), and Value at Risk (e.g., Bali, Gokcan, & Liang, 2007; Durán, 

Otero, Correia & Reboredo, 2019; Otero, Durán & Correia, 2020). 

Following Boo, Ee, Li and Rashid (2017), the VaR measure is suitable 

for comparing mutual funds because several funds may have the same 

risk and return profile except if they have encountered extreme losses, 

as a comparison may yield quite different results. Otero, Durán & 

Correia (2020) have seen that investment in highly-rated funds for a 

European sample of equity mutual funds can better help preserve 

investors’ wealth in extreme market conditions because highly-rated 

funds have a lower VaR, with a 99% confidence level. In emerging 

markets, the use of VaR and mutual funds is scarce. Boo, Ee, Li and 

Rashid (2017) have discovered that Malaysian Islamic funds have a 

lower VaR than their conventional counterparts. We have no 

knowledge of studies regarding VaR and Star Ratings for emerging 

markets. Following previous literature, we can establish our third 

hypothesis: 

H3: The more highly-rated mutual funds can preserve investors’ 

wealth in emerging markets.  
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3.2.4 Performance Persistence in GEMs 
 

The validity of Ratings is related to performance persistence. 

Morningstar Star Ratings are based exclusively on risk-adjusted past 

performance, so if a highly-rated fund continually beats a poorly-rated 

one in the future in terms of alpha, we should have already identified 

the performance persistence. A range of authors have studied the 

performance persistence of mutual funds, although their results show 

mixed findings, some of whom have not perceived any long term 

performance persistence. Hendricks et al. (1993), Goetzmann and 

Ibbotson (1994), Brown and Goetzmann (1995), Elton et al. (1996), 

Carhart (1997), Blake and Timmermann (1998), Bollen and Busse 

(2005), Avramov and Wermers (2006), Huang-Jones (2015), Kiymaz 

and Simsek (2017) and Choi (2020), among others, have investigated 

the performance persistence of mutual funds. The literature commonly 

notes that performance persists in the short term due to factors like ‘hot 

hands’, manager differential information and stock-picking talent. 

Nevertheless, in the long term, the returns can be largely attributed to 

the funds with the worst returns rather than to the outperformers (see, 

for example, Carhart, 1997).  

Other studies have reported that persistence may actually be related 

to other factors such as managerial costs (Gottesman & Morey, 2007; 

Fama & French, 2010) and the performance persistence of stock style 

classes (Matallin-Sáeza et. al., 2016) instead of true active management 

skills. Focusing on other fund markets, Vos, Brown and Christie (1995), 

have not noticed any performance persistence in a sample of funds from 

Australia and New Zealand. Jarrow (2010) has reported that even in 

major markets, frequent and persistent arbitrage opportunities are rare, 

positive alphas seeming more of a fantasy than a reality. Despite there 

being extensive evidence on this topic for the US market and for other 

developed ones (mainly for the UK), there are few studies in the context 
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of emerging equity funds. Muga, Rodriguez and Santamaría (2007) and 

Huij and Post (2011) have documented performance persistence in 

emerging market equity funds. Roy and Deb (2004) have reported some 

evidence of persistence in a study executed on a small sample of Indian 

mutual funds. Similarly, Deb, Banerjee and Chakrabarty (2008) have 

detected a small amount of persistence for a sample of Indian equity 

mutual funds for between 2000 and 2005. Also, Bokari (2018), after 

studying a sample of emerging market equity mutual funds for between 

2005 and 2017, has referred to there being evidence of performance 

persistence for up to a one-year period, with the best-performing funds 

continuing to outperform other lower-performing funds over successive 

periods. Deb (2019), from a sample of 263 actively managed Indian 

equity mutual funds, has found performance persistence, particularly 

for larger and older funds over the short term, which tends to reduce 

over longer time horizons. Basu and Huang-Jones (2015), after studying 

diversified emerging market equity funds for between 2000 and 2010, 

have noticed performance persistence as have Huij and Post (2011). 

However, they have shown that this performance persistence is driven 

by poor fund performers. 

H4: There is performance persistence for emerging market mutual 

funds. 

3.3 SAMPLE AND DATA DESCRIPTION 

 

Our data has been retrieved from Morningstar Direct and covers the 

global emerging markets category for the period 2000-2020. Our 

survivor-bias-free database includes mutual funds within the same 

share class and with more than two years from the inception date. After 

the selection process, our final sample comprises 3,384 Rating 

observations.  
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3.3.1 Variables 
 

3.3.1.1 Dependent Variables 

Mutual fund performance 

We have used different measures of mutual fund performance: 

firstly, we have sourced the annual gross return (YearlyGross), the 

annual net return (YearlyNet), and the 1-factor alpha (1f-alpha) from 

the Morningstar Database.  The 1-factor alpha is estimated against the 

benchmark of the category where for each year the fund is allocated by 

Morningstar; secondly, we have analyzed the performance of mutual 

funds in terms of Risk-Adjusted Return, using the 4-factor, 5-factor and 

6-factor alpha models as well. The 1-factor alpha model of Jensen was 

designed in 1968 then was extended by Fama and French (1992, 1993), 

who incorporated the size and value factors (the 3-factor alpha), 

followed by Carhart (1997) who added the momentum factor (the 4-

factor alpha). After this, Fama and French (2015, 2016, 2017) added a 

profitability factor and an investment factor to the three-factor model 

(the 5-factor alpha), and finally, the 6-factor alpha, employed by Fama 

and French (2018), is the five-factor model augmented by Carhart’s 

(1997) momentum factor, which we have also considered. The alpha is 

estimated annually using the monthly factors of Professor Kenneth 

French. The alphas are estimated annually via the following regression 

model for the six-factor alpha, adjusting the number of factors for the 

rest of the measures: as in Equation 5 

𝑅𝑖,𝑡−𝑅𝑓,𝑡 = 𝛼𝑖 + 𝛽𝑖,1𝑀𝑘𝑡𝑡 + 𝛽𝑖,2𝑆𝑀𝐵𝑡 + 𝛽𝑖,3𝐻𝑀𝐿𝑡 + 𝛽𝑖,4𝑅𝑀𝑊𝑡 +

𝛽𝑖,5𝐶𝑀𝐴𝑡 + 𝛽𝑖,6𝑀𝑂𝑀𝑡  + 𝜀𝑖,𝑡                                                 

Equation 5 

where Ri,t is the performance of the fund i in month t, Rf is the yield of 

the risk-free asset in month t; Mktt is the average monthly return of the 

benchmark minus the risk-free interest rate; SMBt considers the 

exposure to returns of diversified portfolios that belong to small and 
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large companies; HMLt takes into account the difference between the 

yields of portfolios with high and low Book to market; RMWt is the 

difference between the returns of the portfolio of assets with robust 

profitability, compared to assets with weak profitability; CMAt is the 

difference between the yields of aggressive portfolios versus 

conservative ones, MOMt is the momentum and, finally  𝜀𝑖,𝑡 is the error 

term. The parameters βi measure the sensitivity of the excess 

performance to each risk factor. 

Mutual fund risk 

Mutual fund risk features are characterized in terms of volatility and 

extreme losses. For yearly periods, mutual fund volatility has been 

computed for each fund i as in Equation 6 

√∑ 𝑹𝒊𝒕
𝟐𝑻

𝒕=𝟏        

Equation 6 

where 𝑅𝑖𝑡  is fund i’s continuous weekly return for week t of the 

corresponding year. 

Moreover, we have considered the effect of ratings in the 

exposure to losses by measuring the VaR, which records the maximum 

loss that a fund i could accrue for a given period and a given confidence 

level (1-p) as in Equation 7 

𝑃𝑟(𝑅𝑖,𝑡 ≤ 𝑉𝑎𝑟𝑅𝑖,𝑡) 
                                   Equation 7                  

which is the loss associated with the p-th percentile of the return 

distribution. It can be computed as 𝑉𝑎𝑟𝑖,𝑡 = 𝐹𝑖
−1(𝑝), where 𝐹𝑖  is the 

return distribution of the fund 𝑖 at time t. We have estimated the VaR 

with a confidence level of 95% and 99%. 
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Mutual fund flows 

Following previous literature (see e.g., Faff et al., 2007; Del Guercio & 

Tkac, 2008), we have measured yearly fund flows as in Equation 8 

Flows𝒊,𝒕 =
𝑻𝑵𝑨𝒊,𝒕−𝑻𝑵𝑨𝒊,𝒕−𝟏(𝟏+𝒓𝒊,𝒕)

𝑻𝑵𝑨𝒊,𝒕−𝟏
    

Equation 8                                    

 

where 𝑇𝑁𝐴𝑖,𝑡 are the total net assets of fund i at the end of year t and 

𝑟𝑖,𝑡 is the return of fund i at year t.2  

 

3.3.1.2 Independent variables: Star Rating 

 

The Morningstar Star Rating methodology evaluates funds 

based on historical data. Morningstar uses a scale of one to five stars, 

which makes it easy for investors to interpret. The Star Ratings are 

based on funds’ risk-adjusted returns over the prior 3-, 5- and 10-year 

periods and include costs like sales charges, load charges and 

redemption fees, although funds which have been active for less than 

three years are not rated. The Morningstar Risk-Adjusted Return 

(MRAR) is based on expected utility theory and employs a utility 

function that prioritizes funds with a better risk-return trade-offs. 10% 

of the funds with the highest Risk-Adjusted Return in a specified 

category are rated 5 Stars, the next 22.5% 4 Stars (above-average 

performance), the following 35% 3 Stars (average performance), the 

subsequent 22.5% 2 Stars (below average performance) and the last 

10% 1 Star (poor performance). Besides the individual 3-, 5- and 10-

year Ratings, which are revised on a monthly basis, there is also an 

Overall Rating, computed as a weighted average of the 3-year, 5-year 

                                                           
2 We have also computed flows by dividing the flow data from the Morningstar 
Database by fund sizes in the previous year and obtained very similar results. 
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and 10-year Ratings, with weights depending on the age of the fund. 

Since it is the 3-year Rating that financial institutions usually mention 

(see e.g., Otero, Durán & Correia, 2020), we have used the same time 

horizon in our research. 

 

3.3.1.3 Controls 

 

The relationship between fund performance and fund characteristics, 

such as fund size, age, and expense ratios, has been addressed by a few 

studies in the literature (Philpot et al., 1998; Dietze, Entrop & Wilkens, 

2009; Moneta, 2015; Yan, 2020).3 Hence, to control for the influence 

of fund characteristics on performance, we have employed the 

following control variables: (1) fund size is measured as the log of the 

fund’s total assets market value at the end of each year; (2) fund age is 

measured as the number of years that each fund has been active at the 

end of each year since the its inception date; (3) the expense ratio 

corresponds with the management and administrative fees charged by 

each fund per year, expressed as a percentage of total net assets. 

3.3.2 Descriptive statistics 
 

Our sample consists of global emerging mutual funds covering 

3,384 yearly observations for Star Rating for the period 2000-2020. 

Table 27 shows that the average gross return is about 9.88% per year 

but that the average fund alphas are negative (-0.10%, -0.14%, -0.07% 

and -0.06%) for the 1-factor, 4-factor 5-factor and 6-factor models, 

respectively. Moreover, funds differ in terms of risk, with standard 

deviation reaching a mean value of 18.2, and a VaR of 3.83%, while the 

average net return is relatively lower than the average gross return 

(9.88%), somewhat due to the average expenses being at around 1.80%. 

                                                           
3 There is, however, extensive literature on this issue for equity mutual funds (see 
e.g., Gruber, 1996; Livingston & O'Neal, 1996; Carhart, 1997; Sirri & Tufano, 1998; 
Barber, Huang & Odean, 2016). 
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The net flow percentage is positive; meaning that the global emerging 

funds receive an inflow of 0.14%, and that the size is quite 

homogeneous with a low relative variation around the mean value. 

Finally, the average age (yearsfund) is 11.21, with a minimum value of 

two years to avoid incubation bias. 

Table 27: Descriptive statistics 

Variable Obs Mean Std. Dev. Min Max 

1f-alpha 
3,384 -0.10 0.45 -1.54 1.63 

4f-alpha 
3,384 -0.14 0.52 -1.81 1.62 

5f-alpha 
3,384 -0.07 0.57 -2.24 2.89 

6f-alpha 
3,384 -0.06 0.65 -2.43 2.25 

grossreturn 
3,384 9.88 24.77 -62.16 117.67 

netreturn 
3,384 8.17 24.63 -63.13 114.81 

stddev 
3,384 18.27 7.01 3.56 47.00 

value95risk 
3,384 3.83 1.56 1.21 13.35 

flowsperc 
3,384 0.14 0.73 -3.05 7.57 

rating3yr 3,384 3.05 1.07 1.00 5.00 

logsize 
3,384 18.99 1.67 11.93 23.47 

yearsfund 
3,384 11.21 6.87 2.00 33.86 

expenses 
3,384 1.86 0.80 0.29 4.65 

This table reports the main statistics for all variables in our dataset. 1f-alpha, 

4f-alpha, 5f-alpha and 6f-alpha are the 1-factor 4-factor, 5-factor and 6-factor 

alphas. grossreturn and netreturn are the annual gross and annual net returns. 

Stddev is the realized volatility of mutual fund’s returns. Value95risk is the 

VaR computed on a weekly basis with a 95% of confidence level. Value99risk 

is the VaR computed on a weekly basis with a 99% confidence level. 

flowsperc is the net-flow-to-total assets ratio. rating3yr is the Morningstar Star 

Rating after 3 years, logsize is the log of the fund’s total assets. yearsfund is 

the number of years passed since the inception date and. Finally, expenses are 

the net expense ratio. 
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3.3.3 Is it wise to invest in high-rated mutual funds? 
 

We began our analysis by identifying the relationship between the 

mean average values of fund performance (1-, 4-, 5- and 6-factor 

alphas, and gross and net returns), risk (stddev and VaR), flows and the 

Morningstar Star Ratings from the lagged year. To avoid distortion 

effects from outliers, all the variables have been winsorized at the 99% 

and 1% levels. We have compared the strategy of investing in the best-

rated mutual funds (4- and 5- Star) with the worst-rated ones (1- and 2- 

Star). Table 28 that for the four alpha performance measures considered 

(1-factor, 4-factor, 5-factor and 6-factor), the differences are 

statistically significant only for the 1-factor alpha. If we look at the 

average annual returns (both gross and net), the values are higher for 

the best-rated funds, but the difference is not statistically significant. 

Moreover, the best-rated funds (with 4 and 5 Stars) pose a slightly 

higher risk when measured by standard deviation and VaR95, the 

difference between these two risk indicators being negative although 

not statistically significant. Finally, in the case of flow percentage, the 

worst-rated funds receive net flows for 1.6% and the best-rated receive 

an inflow as well, although it is higher and equivalents to 17% of their 

net assets; therefore, the difference between the two groups is 

statistically significant. 

Table 28: Differences of means in performance, flows and risk measures conditioned to the 

ratings from the previous period 

Variable Mean(4or5 stars) Mean(1or2 stars) Difference Std. Error Obs. 

1f-alpha -0.0574 -0.1332 -0.0759*** 0.0212 1988 

4f-alpha -0.1255 -0.1404 -0.0149 0.0244 1988 

5f-alpha -0.0522 -0.0628 -0.0106 0.0265 1988 

6f-alpha -0.0276 -0.0645 -0.0369 0.0305 1988 

grossreturn 10.4617 9.8507 -0.611 1.0873 1978 

netreturn 8.7856 7.7737 -1.0119 1.0693 1988 

Stddev 18.2777 18.1886 -0.0891 0.3139 1988 

value95risk 3.8319 3.7523 -0.0796 0.0687 1988 

flowsperc 0.1704 0.0164 -0.1540*** 0.0289 1988 
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This table shows the difference in mean value for performance, risk and net 

flows, conditioned to the rating from the previous period (T-1) between the 

groups of funds rated 4 or 5 stars and 1 or 2 stars.  * Significant at 10%.** 

Significant at 5%.*** Significant at 1% .Data is shown on basis points. 1f-

alpha is the 1-factor alpha, which is adjusted to the benchmark of the category, 

4f-alpha is the 4-factor alpha, 5f-alpha is the 5-factor alpha, 6f-alpha is the 6-

factor alpha. grossreturn is the annual gross return, netreturn is the annual net 

return, Stddev is the standard deviation of fund returns, Value95risk is the 

VaR with a 95%, Value99risk is the weekly VaR with a 99% confidence level. 

and flowsperc is the percentage of net flows over the total assets. 

 

3.3.3.1 The impact of Ratings on mutual fund performance and 

risk 

 

To consider 3-Star Ratings, time effects, investment styles and 

other controls in the analysis, we have also assesed the effect of Ratings 

on mutual fud performance and risk by regressing the variables of 

performance, risk and flows on the lagged Ratings and a set of control 

variables, using panel data regression models. To evaluate the impact 

of Ratings on the performance and risk of emerging equity mutual 

funds, we have used the following model as in Equation 9: 

𝑷𝒊𝒕 = 𝝎 + 𝜷𝟏𝑺𝒕𝒂𝒓𝒔𝟓i,t-1 + 𝜷𝟐𝑺𝒕𝒂𝒓𝒔𝟒i,t-1 + 𝜷𝟑𝑺𝒕𝒂𝒓𝒔𝟑i,t-1  +
𝜽Controlsi,t-1 + 𝜺i,t   

Equation 9 

where sub-indexes i and t denote fund i and year t, 𝑃𝑖𝑡 refers to 

the performance or risk metrics and 𝜔 is the constant. 𝑆𝑡𝑎𝑟𝑠5i,t-1 is a 

dummy variable that takes the value of 1 if the rating in year t-1 is 5 

Stars and zero otherwise. Similarly, 𝑆𝑡𝑎𝑟𝑠3i,t-1 and 𝑆𝑡𝑎𝑟𝑠4i,t-1 are 

dummy variables that identify 3 and 4 Star Ratings in the previous year. 

Controlsi,t-1 are control variables that have been considered in the 

mutual fund performance literature, like expenses, age and  size 

(Philpot et al. ,1998; Dietze et al., 2009; Moneta, 2015; Yan, 2020), and 

𝜀i,t is the error term. We have controlled for unobserved heterogeneity 
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by cross-section and over time by including year-by-year fixed effects 

and using only the global emerging category. In addition, due to there 

being heteroskedasticity and autocorrelation, we have used clustered 

standard errors by year and fund (Petersen, 2009), and estimated the 

Driscoll and Kraay (1998) standard errors correction, which is 

consistent with the two abovementioned situations as well as with 

cross-sectional dependence.  

Table 29, shows the models for performance and risk 

estimation. For simplicity, we have only shown the results for the 1-

factor and 6-factor alphas, the results for the 4 and 5-factor alphas are 

very similar. Firstly, in the pooled models for 1f-alpha and 6f-alpha, the 

signs are both positive and significant for the mutual funds with a 5-

Star Rating in the previous period, but not in the case of 3- or 4-Star 

ones. This means that only 5-Star funds show a significantly higher 

risk-adjusted performance than the low-rated mutual funds (with 1 or 2 

Stars). When the gross and net returns are analyzed, the differences are 

clearly manifested, with high and significant returns that become less 

and less the lower the Ratings are. The pooled models also show the 

lowest level of relative risk, measured both in terms of volatility and 

VaR, for the best-rated funds. 

However, if the models with corrected errors are used, the 

difference in performance only seems evident in terms of 1f-alpha for 

the 5-Star funds, and for gross and net return, where the higher 

profitability obtained in the funds with a better rating than those with 1 

or 2 Stars, is confirmed. Another difference is observed in the risk 

models, where the signs of the coefficients are not significant. In 

summary, the estimated models show that mutual funds with top 

Ratings show the best ex-post performance in terms of gross and net 

return, which is less evident in terms of alpha, except for in 5-Star funds. 

On the other hand, high performance cannot be attributed to the higher 

risk that the funds with the best Ratings take on. 
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Table 29: Models for performance and risk 

Pooled vce robust 

Variable 1f-alpha 6f-alpha grossreturn netreturn Volatility VaR95 

star5lag1 0.1800*** 0.1166** 2.0429*** 2.0243*** -0.6990*** -0.1865*** 

star4lag1 0.0383 -0.0043 0.7993*** 0.7724*** -0.2139* -0.0671** 

star3lag1 0.0222 0.0016 0.5811** 0.5815** -0.1820* -0.0351 

yearsfund -0.0043*** -0.0038* -0.0524*** -0.0523*** 0.0086 0.0019 

logsize 0.0340*** 0.0349*** 0.4954*** 0.5076*** -0.0122 0.0234*** 

expenses 0.0492*** 0.0288* 1.5616*** 0.5921*** -0.1035 -0.0396*** 

_cons -0.8229*** 0.2859 45.0062*** -16.9362*** 19.1283*** 4.6980*** 

N 2803 2803 2793 2802 2802 2802 

r2 0.1499 0.1531 0.949 0.9482 0.9055 0.8651 

Panel Models with corrected errors 

Variable 1f-alpha 6f-alpha grossreturn netreturn Volatility VaR95 

alfa1fl1 -0.0328      

alfa6fl1  -0.1066     

grossreturl1   -0.0689    

netreturnl1    -0.0526   

stddevl1     0.4058***  

value95rl1      0.4894*** 

star5lag1 0.1988** 0.1494 2.5862** 2.4350** -0.1843 0.0262 

star4lag1 0.0502 0.0138 1.1235* 1.0174* -0.013 0.0312 

star3lag1 0.0273 0.0091 0.7405* 0.7018* -0.0457 0.003 

yearsfund -0.0043*** -0.0037** -0.0508*** -0.0514*** 0.0076 0.0011 

logsize 0.0340*** 0.0351*** 0.4985*** 0.5115*** -0.0217 0.0037 

expenses 0.0491 0.0246 1.6001*** 0.5792 -0.0688 -0.0197 

_cons -0.8362*** 0.3165 16.1055* -17.3762*** 7.0717*** 2.0065*** 

N 2803 2803 2793 2802 2802 2802 

r2 0.1505 0.1622 0.9492 0.9483 0.9055 0.8651 

 

This reports the results of the pooled and corrected error estimates using two 

alternatives (and Driscoll and Kraay’s standard errors [1998]). In both cases, 

results using the Petersen and Driscoll and Kraay’s models were the same for 
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the model presented Equation 10. 1f-alpha is the 1-factor alpha, which is 

adjusted to the benchmark of the category, 6f-alpha is the 6-factor alpha, 

grossreturn is the annual gross return, netreturn is the annual net return, stddev 

is the standard deviation of mutual fund returns and VaR95 is the weekly VaR 

with a 95% confidence level. stars3lag1, stars4lag1, and stars5lag1, are 

dummies for 3-, 4- and 5-Star-Rated funds, respectively, in the previous year. 

yearsfund is the number of years the fund has been active. expenses is the net 

expense ratio. logsize is the log of the fund’s total assets. _cons is a constant. 

N is the number of observations. r2 is the adjusted R-squared. *Significant at 

10%; ** significant at 5%; *** significant at 1%. 

 

3.3.3.2 Quantitative Ratings and fund flows 

 

In this section, we explore the relationship between Ratings, 

net flows and fund performance. We have estimated two models in 

order to assess the effect of Stars (model 1, Equation 10) and past 

performance (model 2, Equation 11) on fund flows, in line with previous 

studies like Renneboog, Horst and Zhang (2011) and El Ghoul and 

Karoui (2017). These models are as follows:  

Model 1   

𝑭𝒍𝒐𝒘𝑻𝑨𝒊,𝒕 = 𝜷𝟎 + 𝜷𝟏 𝑭𝒍𝒐𝒘𝑻𝑨𝒊,𝒕−𝟏 + 𝜷𝟐 𝑺𝒕𝒂𝒓𝒔𝟓𝒊,𝒕−𝟏 +
𝜷𝟑 𝑺𝒕𝒂𝒓𝒔𝟒𝒊,𝒕−𝟏 + 𝜷𝟒 𝑺𝒕𝒂𝒓𝒔𝟑𝒊,𝒕−𝟏 + 𝜷𝟓 𝑺𝒊𝒛𝒆𝒊,𝒕 + 𝜷𝟔 𝑬𝒙𝒑𝒆𝒏𝒔𝒆𝒔𝒊,𝒕 +

𝜷𝟕 𝑺𝒕𝒅𝒊,𝒕  + 𝜺𝒊,𝒕         

                                                                                                                                   Equation 10 

 Model 2 

𝑭𝒍𝒐𝒘𝑻𝑨𝒊,𝒕 = 𝜷𝟎 + 𝜷𝟏 𝑭𝒍𝒐𝒘𝑻𝑨𝒊,𝒕−𝟏 + 𝜷𝟐 𝑺𝒕𝒂𝒓𝒔𝟓𝒊,𝒕−𝟏 +
𝜷𝟑 𝑺𝒕𝒂𝒓𝒔𝟒𝒊,𝒕−𝟏 + 𝜷𝟒 𝑺𝒕𝒂𝒓𝒔𝟑𝒊,𝒕−𝟏 + 𝜷𝟓 𝑺𝒊𝒛𝒆𝒊,𝒕 + 𝜷𝟔 𝑬𝒙𝒑𝒆𝒏𝒔𝒆𝒔𝒊,𝒕 +

 𝜷𝟕 𝑺𝒕𝒅𝒊,𝒕 + 𝜷𝟖 𝑷𝑬𝑹𝑭𝒊,𝒕−𝟏 + 𝜷𝟗 𝑫𝟏(𝑷𝑬𝑹𝑭𝒊,𝒕−𝟏 ≤  𝟎)𝑷𝑬𝑹𝑭𝒊,𝒕−𝟏 +

𝜺𝒊,𝒕                                                                    

                                                                                                                                         

Equation 11 
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where the dependent variable (𝐹𝑙𝑜𝑤𝑇𝐴𝑖,𝑡) is the net fund flow, 

expressed in percentage to total assets of the equity mutual fund i at 

time t. To account for flow persistence, we have included lagged values 

of fund flows (𝐹𝑙𝑜𝑤𝑇𝐴𝑖,𝑡−1) in the regressions. In line with Del Guercio 

and Tkac (2008), we have also controlled for the effect of fund ratings 

on flows. Specifically, the relationship between ratings and flows has 

been measured by dummy variables (𝑆𝑡𝑎𝑟𝑠𝑖,𝑡−1), which take the value 

of one if the prior rating of the fund is 3-, 4- or 5- Stars, and 0  otherwise. 

Aside from this, since the relationship between past performance and 

fund flows may depend on fund size, expenses and volatility of returns 

(e.g., Sirri & Tufano, 1998; Spiegel & Zhang, 2013), we have included 

the variables mentioned below. In model 2, 𝑃𝐸𝑅𝐹𝑖,𝑡−1 is the fund’s net 

return lagged. To consider the convexity of the flow-performance 

relationship, we have used an interaction term of 𝑃𝐸𝑅𝐹𝑖,𝑡−1 and a 

dummy variable, 𝐷1(𝑃𝐸𝑅𝐹𝑖,𝑡−1 ≤  0), which is equal to 1 if the fund 

performance measure is negative or null, and 0 otherwise, in the prior 

period. Hence, a positive/negative β9 indicates that fund flow is 

more(less) sensitive to a negative return. We have used net return 

because it is the performance measure employed by most of investors.  

Table 30 shows that the most highly-rated mutual funds (4- 

and 5-Star) attract net flows to the greatest extent in 5-Star ones but in 

the case of those with 3 Stars it is to a considerably lesser extent. The 

higher the Rating is, the greater the effect is on flows, which is 

consistent with the hypothesis that Star upgrades lead to improvements 

in the reputation of mutual funds (Huang, Li & Weng, 2020). 

Furthermore, fund size, which has a significant positive value for both 

models, is a determinant of fund flows which cannot be ignored, 

whereas expense value is not significant. Also, fund flows are sensitive 

to past returns as the coefficient of netreturn is positive and significant 

(0.0119), and an asymmetric flow-performance relationship has been 

found, just like in previous equity mutual fund studies (see, e.g., 

Chevalier & Ellison, 1997; Goetzmann & Peles, 1997; Sirri & Tufano, 

1998; Del Guercio & Tkac, 2008; Fant & O´Neal, 2014). Nevertheless, 

in this case, mutual funds which have higher negative performance have 

a higher outflow, in line with Jiang and Ng (2017), who have reported 
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a concave connection, which entails outflows being more sensitive to 

poor performance than inflows to high performance.  

 
Table 30: Models for flows 

Variable Modelflows1 Modelflows2 

FlowTA(T-1) 0.1425*** 0.1414*** 

star5(T-1) 0.1872*** 0.1124* 

star4(T-1) 0.0876*** 0.0441 

star3(T-1) 0.0239 0.0008 

stddev 0.0059 0.0082 

yearsfund -0.0033 -0.0035 

logsize 0.0179* 0.0178* 

expenses 0.0088 0.0121 

 

- 0.0051** 

netreturn(T-1) - 0.0119*** 

_cons -0.3650** -0.3035 

N 2802 2802 

r2 0.0839 0.0895 

This table reports the results of the clustered standard errors by year and 

fund in relation to models of flows. Models 1 and 2 are defined in 

Equation 10 and Equation 11, respectively. flowTA(T-1) is the net fund 

flow expressed in percentage terms (relative to total assets) at time T-

1. Stars5(T-1), Stars4(T-1), and Stars3(T-1) are dummies that identify 

5-, 4- and 3-Star funds, respectively, in the previous year. netreturn.(T-

1) is the net return of a fund in year t-1. 𝑫𝟏(𝑷𝑬𝑹𝑭𝒊,𝒕−𝟏 ≤  𝟎)𝑷𝑬𝑹𝑭𝒊,𝒕−𝟏 

is the product of netreturn(T-1) and a dummy variable which is equal 

to 1 if the prior-period fund performance is less than or equal to 0, and 

0 otherwise. expenses is the net expense ratio. logsize is the log of the 

market value of the fund’s total assets. yearsfund is the number of years 

that the fund has been active. _cons is a constant. N is the number of 

observations. r2 is the adjusted R-squared. *Significant at 10%; ** 

significant at 5%; *** significant at 1%. 
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3.3.3.3 Persistence of Ratings 

 

In order to analyze the persistence of quantitative Ratings, 

Table 31 shows the transition matrix between Ratings for a period of 

one year. As can be seen, a small proportion of 5-Star mutual funds 

experienced a considerable downgrade, with more than an 81% chance 

of them maintaining a high score (4 or 5 Stars). In the case of those with 

4 Stars, the likelihood of being downgraded to the bottom categories 

(with 1 or 2 Stars) was also rather low (close to 11%), and therefore, 

they could still be classified with 3 Stars or above. The opposite 

happened when considering mutual funds rated 1- or 2-Star. 

Table 31: Transition Matrix between Ratings 

Rating 1 2 3 4 5 Total 

1 40.10 38.07 16.24 5.58 0.00 100 

2 11.99 48.10 31.58 6.87 1.46 100 

3 3.19 20.28 52.96 20.28 3.29 100 

4 1.80 9.13 33.98 41.92 13.17 100 

5 0.34 3.79 14.83 31.03 50.00 100 

Total 7.16 23.83 37.26 22.18 9.57 100 
Note:  Table 31 shows the transition matrix between Ratings for one-year period. 

 

3.4 PERFORMANCE PERSISTENCE 

 

The ability Ratings to predict future performance is related with 

performance persistence. The most highly-rated mutual funds are likely 

to behave better if there is profitability persistence in the GEMs 

markets, which will be explored in this section. In order to analyze the 

performance persistence, Table 32 shows the transition matrix between 

quintiles of the four performance metrics (6-factor and 1-factor alphas, 

and gross and net returns) for a period of one year. To examine this 

relationship, we have calculated the relative position for each mutual 

fund for each year. The second step has been to allocate each mutual 
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fund to one of five quintiles (Q1 being the worst-performing quintile 

and Q5 being the best one). Table 32 shows that in three of the transition 

matrices used (1-factor alpha, gross return and net return), the best 

quintile (Q5) stood at more than 25%. 

Table 32: Transition Matrix between Quintiles. 

Quintiles 1 2 3 4 5 

6f- Alpha 

1 18.47 18.93 18.02 19.08 25.5 

2 17.64 24.69 21.01 19.79 16.87 

3 18.64 19.11 20.96 23.73 17.57 

4 19.02 19.94 23.31 19.33 18.4 

5 26.78 18.73 16.72 17.18 20.59 

1f-Alpha 

1 20.61 18.32 17.56 20.61 22.90 

2 18.92 23.69 24.77 20.00 12.62 

3 18.36 22.99 22.38 20.68 15.59 

4 21.24 23.82 18.82 19.73 16.39 

5 23.68 15.26 13.40 19.16 28.50 

grossreturns 

1 20.78 15.66 16.59 22.17 24.81 

2 17.44 25.00 25.00 18.36 14.20 

3 17.57 22.86 22.40 23.95 13.22 

4 20.52 22.99 23.15 16.98 16.36 

5 27.53 15.03 12.66 18.20 26.58 

netreturns 

1 22.17 16.82 17.43 20.49 23.09 

2 18.59 25.96 22.58 17.36 15.51 

3 17.47 23.18 21.02 24.11 14.22 

4 17.23 22.71 25.15 19.05 15.85 

5 28.11 14.75 11.96 18.48 26.71 
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Table 32 measures the 1-year transition matrix between 5 quintile rankings (1 

being  the bottom quintile and 5 the top). The results are shown for four 

different performance matrices: the 6-factor alpha (6f-alpha), the 1-factor 

alpha (1f-alpha), gross returns and net returns. 

In order to test for performance persistence, we have used the 

parametric (regression-analysis) method, as shown in Table 33, and we 

have adopted the non-parametric (contingency tables) method in Table 

34. Later we will use ordered logit regression, as will be seen in (Table 

35), and the portfolio formation technique (Table 36), to strengthen our 

results. First for the regression-based method (parametric), we have 

done the regression for the performance metrics for the current year 

based on the metrics of its lagged period. A positive significant slope 

coefficient on the previous metric (auto regression) demonstrates that a 

fund that has acted at best(worst) previously, continues as such. We 

have analyzed this hypothesis with the 6-factor alpha as the 

performance model, because using more market factors enables us to 

compare a range of fund characteristics. Our estimated regression 

model is: 

 

𝜶𝒊,𝒕 =  𝜷𝟎  + 𝜷𝟏𝜶𝒊,𝒕−𝟏  +  𝝐𝒊,𝒕      

Equation 12 

where 𝛼𝑡 (𝛼𝑡−1) is the 1-factor, 6-factor, gross return and net return of 

fund i in period t (t-1) and 𝜖𝑖,𝑡 is the error term. As shown in Table 33, 

the 6- factor alpha, and gross and net return (current period) coefficients 

are negatively significant for all funds, which means that that those 

which had behaved the best(worst) before, changed their behavior the 

following year. This result contradicts our previous assumption of there 

being performance persistence for one year. Moreover, if you consider 

the lagged regression model for the best-rated funds (with 4 and 5 Stars) 

and the worst-rated (with 1 and 2 Stars) separately, you should notice 

that the one-year performance persistence is also negative and 

significant for both. In the case of the 1-factor alpha, we have only 

observed negative persistence for the worst-rated funds.
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Table 33: Performance Persistence – Regression Analysis 

Variable 1f- alpha 6f- alpha 
grossreturns netreturns 

 All funds 
4 or 5 Stars 1 or 2 Stars 

All funds 
4 or 5 Stars 1 or 2 Stars 

All funds 
4 or 5 Stars 1 or 2 Stars 

All funds 
4 or 5 Stars 1 or 2 

Stars 

1f-alpha.(T-1) -0.0307 0.0361 
-0.0644* 

  
       

6f-alpha.(T-1)   
 

-0.0932*** -0.1027*** 
-0.1054***       

grossreturns(T-1)   
 

  
 -0.3140*** -0.3082*** -0.3308***    

netreturns(T-1)   
 

  
    - 0.3194*** - 0.3183*** - 0.3435*** 

N 3,103 1,213 
1,142 

3,103 1,213 
1,142 3,087 1,202 1,130 3,093 1,210 1,137 

r2 0.1108 0.1500 
0.1335 

0.1429 0.1722 
0.1426 0.2611 0.2625 0.2991 0.2439 0.2498 0.2832 

This table reports the results of the autoregression estimates for performance persistence. 1f-alpha (6f-alpha) 

is the 1-factor (6-factor) alpha for the current year and 1f-alpha (T-1) [6f-alpha (T-1)] is the same variable 

lagged by one year. grossreturns (netreturns) are the gross (net) returns for the current year and grossreturns 

(T-1) [netreturns (T-1)] is the same variable lagged by one year. N is the number of observations. r2 is the 

adjusted R-squared. *Significant at 10%; **Significant at 5%; *** significant at 1%. Note: Values for the 

constant, controls (yearsfund, logsize and expenses) and dummies for years – except for the gross return and 

net return models- have been omitted. 
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For the non-parametric method, we have established a contingency 

table of the top and bottom performers. We have referred to the top ones 

as winners (W) if the performance metric of the fund was greater than 

the average metric of all funds in the same year, and losers (L) 

otherwise. Persistence is related to funds that were winners (losers) for 

two consecutive years (denoted by WW [LL]). Similarly, WL (LW) has 

been used for funds that were winners (losers) in a given year and losers 

(winners) in the following year. We have used the cross-product ratio 

(CPR) developed by Brown and Goetzmann (1995) and a Chi-square 

statistic to detect persistence. From the four categories (WW, LL, WL 

and LW) we have calculated the CPR for every two consecutive years 

as follows: 

 

𝐶𝑟𝑜𝑠𝑠 𝑃𝑟𝑜𝑑𝑢𝑐𝑡 𝑅𝑎𝑡𝑖𝑜 (𝐶𝑃𝑅) =  
𝑁𝑊𝑊 × 𝑁𝐿𝐿

𝑁𝑊𝐿 × 𝑁𝐿𝑊
       

Equation 13 

 

where 𝑁𝑊𝑊 / 𝑁𝐿𝐿 is the number of funds categorized as winners(losers) 

for two years in a row, and 𝑁𝑊𝐿 / 𝑁𝐿𝑊 is the number of funds 

categorized as winners(losers) in a given year and losers(winners) in 

the following year. If the number of mutual funds classified as WW(LL) 

is equal to the number of funds classified as WL(LW), there is no 

evidence of persistence and the CPR is equal to 1. A CPR higher than 

1 is evidence of performance persistence and the higher the CPR is, the 

stronger the evidence of persistence is. To test the significance of the 

CPR, we have computed a 𝜒2 statistic as follows: 

 

𝝌𝟐 =
(𝑾𝑾−

𝑵

𝟒
)
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𝟒
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Equation 14 
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where 𝑁 is the total number of mutual funds per year. For one degree 

of freedom, a test statistic above 3.84 (for a 95% confidence level) 

points towards there being performance persistence. Table 34 presents 

the results for the total sample and for each two consecutive years in the 

sample. For the performance metrics analyzed (1- and 6-factor alpha, 

gross and net returns), fund performance persistence was not evident 

for most two-year periods or for the overall sample. As with the results 

in Table 33, above (regression- based), the emerging mutual funds did 

not show any performance persistence from the preceding to the current 

period, and the funds in the subsequent period did not necessarily do as 

poorly or as well as in the previous year.   

Furthermore, following Andonov, Bauer and Cremers (2012), we 

have estimated ordered logit models on panel data to check our 

performance persistence results and to re-evaluate the effect of Stars on 

future performance. After splitting funds into five quintiles by year and 

performance metric, we ran an ordered logit model, where the 

dependent variable is the quintile ranking in year T and the main 

independent variable is the quintile ranking (QR) or the Morningstar 

Star Rating (MSR) in year T-1. Table 35 presents the marginal effects 

from the ordered logit model for every quintile ranking using the four 

performance metrics analyzed. The independent variables in the 

regressions are the (QR) in year T-1 (Model 1) following each metric, 

and the (QR) in year T-1 and the Morningstar Star rating (MS) in year 

T-1 (Model 2). 
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Table 34: Performance Persistence– Contingency Table. 

Performance metrics 1f-alpha 6f-alpha grossreturns netreturns 

Statistic CPR χ2 CPR χ2 CPR χ2 CRP χ2 

2010-2011 2.1540 1.3775 0.9231 0.0441 2.1540 1.3775 3.5613 3.6127* 

2011-2012 3.7931 4.3452** 1.0006 0.0119 3.6012 4.0357** 3.8189 4.4405** 

2012-2013 2.9750 3.7524* 0.4301 2.2452 2.5216 2.6800 1.9040 1.4626 

2013-2014 1.2476 0.2330 0.4250 2.7351* 1.2064 0.1394 1.1260 0.1394 

2014-2015 1.5879 0.9247 0.7765 0.2928 1.6877 1.1849 1.2868 0.3225 

2015-2016 0.3774 4.4677** 0.9019 0.0548 0.2005 11.2936*** 0.2005 11.3129*** 

2016-2017 0.2872 7.0882*** 0.9747 0.0359 0.6726 0.8464 1.0495 0.2516 

2017-2018 0.3791 5.0298** 0.5491 1.8750 0.2065 11.9702*** 0.4927 2.9107* 

2018-2019 0.5521 2.0684 0.6838 0.8526 0.3806 5.3421** 0.4643 3.4211* 

2019-2020 3.3981 8.3307*** 2.2589 3.8545** 5.9532 16.5635*** 3.7363 9.6005*** 

Total 1.0244 0.5713 0.8357 1.6129 0.9198 0.6847 1.0030 0.9245 

In this table we report the contingency tables for the four performance measures (1-factor alpha, 6-

factor alpha, gross returns and net returns). CPR is the cross-product ratio and χ2 is the Chi-squared 

statistic. *Significant at 10%; ** significant at 5%; *** significant at 1%. Note: we only show data 

for two consecutive years from 2010-11 to 2019-2020 for simplicity, but the total has been calculated 

for all the available years (the periods of two consecutive years from 2000/01 to 2019/2020). 
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Table 35: Ordered logit models: marginal effects 

Quintile  

ranking 

Model 1 Model 2 

1f- alpha 6f- alpha grossreturns netreturns 1f- alpha 6f- alpha gross return net return 

QR QR QR QR QR MSR QR MSR QR MSR QR MSR 

1 0.0126*** 0.0200*** 0.0165*** 0.0132*** 0.0147*** -0.0120* 0.0178*** -0.0056 0.0225*** -0.0221*** 0.0205*** -0.0301*** 

2 0. 0057*** 0.0097*** 0.0075*** 0.0062*** 0.0068*** -0.0055* 0.0088*** -0.0028 0.0106*** -0.0104*** 0.0098*** -0.0145*** 

3 -0.0002 -0.0001 -0.0004 -0.0004 -0.0003 0.0002 0.0000 0.0000 -0.0005 0.0004 -0.0006 0.0009 

4 -0.0061*** -0.0096*** -0.0082*** -0.0067 -0.0072*** 0.0059* -0.0086*** 0.0027 -0.0116*** 0.0114*** -0.0106*** 0.0155*** 

5 -0.0119*** -0.0201*** -0.0153*** -0.0125 -0.0140*** 0.0114* -0.0179*** 0.0057 -0.0210*** 0.0206*** -0.0191*** 0.0281*** 

 

This table reports the results for the marginal effects of the ordered logit models, where the dependent variable is the 

quintile ranking (from the lowest, Q1, to the highest, Q5) for a given year based on the 1-factor alpha, the 6-factor 

alpha, and gross and net returns. The marginal effects are estimated at the average values. In Model 1, the independent 

variable is the quintile ranking (QR) in year T-1. In Model 2, the independent variables are the quintile ranking (QR) 

and the Morningstar Star Rating (MSR) in year T-1. In all the models, we have also controlled for the effect of fund 

size, fund age and expense ratios (omitted for simplicity). We have denoted significance levels with *, ** and ***, 

which correspond with 0.10, 0.05  and 0.01, respectively.
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Table 36: Mutual fund portfolios. 

 Q1 Q2 Q3 Q4 Q5 Q5-Q1 

Ranking metrics over 1 year 
1f-alpha  -0.0977 -0.1421 -0.1082 -0.1302 -0.0596 0.0381* 

6f-alpha  0.0333 -0.0711 -0.0434 -0.0524 -0.1079 -0.1413*** 

grossreturns 10.7172 10.0318 10.1193 9.3927 9.5433 -1.1738 

netreturns 8.6050 8.0701 8.5559 7.9950 7.9524 -0.6526 

Ranking metrics over 3 years 

1f-alpha  -0.1735 -0.1085 -0.1517 -0.0923 0.0083 0.1818*** 

6f-alpha  -0.0132 -0.0501 -0.0891 -0.0608 -0.0096 0.0037 

grossreturns 8.8576 9.5480 9.4716 9.4268 10.6831 1.8255* 

netreturns 7.0550 6.7853 7.9967 7.9122 9.1406 2.0856* 

 

This table reports the results of the portfolio formation technique based on quintile ranking (from the lowest, Q1, to 

the highest, Q5) for a given year based on the 1-factor alpha, 6-factor alpha, gross or net returns over 1- and 3 years. 

We denote significance levels with *, ** and ***, which correspond to 0.10, 0.05 and 0.01, respectively. 
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As shown in Model 1 of Table 35, the ordered logit models do not 

show the existence of performance persistence, similar to that found in 

Table 33 and Table 34. Mutual funds for emerging countries are also 

more likely to be ranked among the worst performers in the subsequent 

year if they have performed relatively well in the previous one, and vice 

versa. Finally, in Model 2 we have combined the effects of quintile 

rankings (QR) and Morningstar Star Ratings (MSR) together. We have 

observed that the marginal effects of the MSR in 1-factor alpha, gross 

returns and net returns are significant.  

This means that funds are more likely to perform poorly (highly) in 

year T in terms of these metrics if they are poorly-rated (highly-rated) 

by Morningstar Star Rating in the previous year (T-1). For the 1-factor 

alpha and gross returns, both variables (QR and MSR) are statistically 

significant, although the marginal effect is slightly lower for the 

Morningstar Star Rating. They show the same sign as has been 

indicated previously, i.e., we have not observed any performance 

persistence in quintiles of performance, but previous Morningstar Star 

Ratings positively affect performance. For the net returns, both 

variables (QR and MSR) are statistically significant, but the marginal 

effect is slightly higher for MSR. Regarding the 6-factor alpha, only the 

QR variable is significant, meaning that funds are not able to maintain 

the same quintile performance over two-year periods, although Ratings 

are not relevant if you need to predict 6-factor alpha once the other 

variables (performance quintiles and controls) are used.  

Finally, we have built upon previous analyses by using the portfolio 

formation technique4. We have sorted all the mutual funds for each year 

by performance metric (1- and 6-factor alphas, and gross and net 

returns). The fund rankings were based on performance metrics 

calculated for one year and for three years. The mutual funds were then 

divided into five quintile portfolios. Those with the highest (lowest) 

values for the performance metric used, were consequently placed in 

the five-quintile (one-quintile) portfolio, Q5 (Q1). The portfolios were 

                                                           
4 Results form previous analysis may differ since this technique does not use 
control variables. 
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rebalanced for each year, on December 31. The portfolios were equally 

weighted at the beginning of each holding period. The one used in this 

study was of one year, to test for one-year performance persistence.  

Table 36 shows the results for the portfolios created. Based on the 

rankings of the performance metrics after one year, there was no 

performance persistence. In other words, the best-ranked funds did not 

beat the other funds in the following year, except for in the case of the 

1-factor alpha. In general, we have observed that the best-ranked funds 

for one year performed worse the following year, in line with the results 

in Table 33 and Table 35. However, based on the rankings over a 3-year 

period, we have observed that the best-ranked funds outperformed the 

worst ones in the next year for the 1-factor alpha, and gross and net 

returns, which is consistent with the Morningstar Star Rating 

methodology. As for the 6-factor alpha, this difference was also positive 

but not significant. 

 

3.5 SUMMARY OF THE RESULTS 

 

As a general conclusion for the above result concerning performance 

persistence, we have found that there is none for emerging mutual funds 

over a 2-year period. However, we have previously found that there is 

some with Morningstar Star Ratings, which can predict future 

performance to a certain extent. This is because if we look at consistent 

performance or rankings calculated for a 3-year period, the best-placed 

funds do obtain better performance metrics in the next year. Moreover, 

we can conclude that investors can rely on persistent Ratings to select 

their mutual funds for emerging markets, as the higher the rating, the 

higher the return, but, in general, this benefit entails a higher risk. 
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4.1 CONCLUSIONS 

  

The MENA region is considered a challenging zone for investors and 

financial institutions located in this area. Many factors play a crucial 

role in selecting these regions; the risk apetite, the instability, the 

deregulations, in addition to other economical and political reasons. The 

MENA countries represent an attractive base for the financial market 

players, targeting to achieve their profit, enhance their performance and 

value or to diversify their risk. Moreover; the emerging markets 

recently became as important as other developed markets (like U.S. and 

Europe) in the number of investments and achievements. Therefore; 

through this enriched and valuable thesis; we aimed to study three 

important topics that are considered controversial and innovative in the 

world of finance, and that add value by spotting the light on these 

markets. 

 

4.1.1 Conclusion of Chapter One:  
 

Through this chapter we tried to examine the impact of ERM on 

the performance, value and risk of European, Middle Eastern and 

African (EMEA) insurance companies using S&P’s ERM rating. Our 

study is based on a sample of the companies with an S&P’s ERM 

quality rating in the period 2014-2016. The companies operate in life 

and non-life insurance in the EMEA region, and the total sample is 

composed of 150 insurance companies, 101 from Europe and 49 from 

the Middle East and Africa, and a total of 450 firm-year observations. 

Relating to Performance, the positive effect of ERM quality is 

confirmed for all the performance indicators (ROA, ROE and Tobin’s 

Q) for the EMEA region. Therefore, our thesis verifies the positive 

impact of implementing quality ERM in insurance companies. The 

effect is shown in both economic and financial profitability, an aspect 

that is valued by the market (except in the case of the MEA region), 
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which gives a premium value to companies with an ERM of higher 

quality.  

In the case of the effect on risk, our studies indicate that the higher 

the quality of ERM the lower the level of risk, using market indicators 

(VaR), but it is neutral in terms of accounting indicators (ROAtovol, Z-

score) for the whole sample.  

When we analyze the differences between Europe and MEA 

countries, we find a positive and significant effect on risk measures for 

MEA companies. 

As a final conclusion, we find that the positive effect on 

performance occurs in both Europe and the MEA countries, more 

superior for companies operating outside Europe on accounting 

indicators. This means that the effect on performance is greatest for 

companies operating in MEA countries, where improved risk 

management and corporate governance seems to better influence. 

Whereas; european companies with more advanced risk management 

systems align risk taking with their risk appetite, but this does not lead 

to risk reduction. These ERM effects are valued by the market only for 

European companies, which gives a premium to insurers with higher 

ERM quality. This result shows that the effects on ERM depend on the 

particularities of the markets where companies operate. 

With this study, we came up with a result that owing to the 

challenges of risk management which EMEA insurance companies in 

general and those in the MEA in particular face, implementing ERM 

quality should be seriously considered to enhance profitability 

performance and to increase financial stability. It is advisable for non-

European countries to adopt a framework equivalent to Solvency II 

because we find that it improves the average quality level of ERM, an 

objective which should be pursued to a greater extent in emerging 

countries where the effectiveness of a risk management system is 

greater. 
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4.1.2 Conclusion of Chapter Two 
 

In this chapter we aimed to analyze the effect of derivatives on the 

default risk, performance and value of banks; operating in European, 

Middle East and Africa countries (EMEA). The analysis is based on a 

sample of 189 banks (94 from Europe and 95 from Middle East and 

Africa) during the period 2011-2016. 

A non-significant effect of using derivatives on performance 

is confirmed for all the accounting indicators (ROA and ROE), 

however; for the market measurement (Tobin’s Q) the result 

shows that banks that use derivatives to hedge their exposure 

are recognized by the market with a premium in value, that is 

negative for those with higher trading positions. The higher 

value can´t be attributed to the profitability obtained by banks 

trading with derivatives, and the only channel that explains the 

market value is the hedging one. The purpose of using trading 

derivatives by banks may represent a strategy to diversify the 

portfolio of business and act as counterpart with customers. 

In the case of the effect of derivatives on risk, the estimated 

models indicate that the use of derivatives has a significant 

positive effect on reducing risk, less evident in the case of 

trading; and clearly when the use is for hedging purposes. Our 

results would support hedging theories, and we show that the 

main channel throughout the use of derivatives creates value is 

the reduction of risk and not by the greater performance of 

trading or speculation. 

Moreover, by splitting our samples among regions, we find 

that in undeveloped markets the low level of usage, the 

restrictions, the illiquidity, and cost of the financial markets 

limits the effect of derivatives that is not significant neither on 

risk nor on performance.  
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Accordingly, with this study, we came up with a result that 

banks operating in less developed countries of EMEA, should 

seriously consider the use of derivatives for hedging purpose in 

particular, as a greater extent to maintain their premium market 

value, and particularly to decrease the default risk. It is 

advisable for emerging markets to adopt a framework for the 

financial innovation, the development of the financial markets 

and the elimination of restrictions for hedging purposes. 

 

4.1.3 Conclusion of Chapter Three 
 

The aim of this chapter is to analyze the effect of mutual funds 

ratings on their performance, risk and net flow, and to examine the 

existence of performance persistence of mutual funds in Global 

Emerging markets (GEMs). The analysis is based on a sample of 3.384 

observations retrieved from Morningstar Direct for the period 2000-

2020. 

Regarding performance, the average annual returns (both gross and 

net), are higher for the best rated funds, in particular for the five-star 

mutual funds.  

In terms of risk, the best rated funds are not accompanied by a 

higher risk. In this sense, Morningstar ratings can be useful indicators 

to identify mutual funds that outperform their peers in the global 

emerging market.  

Consistent with this behaviour, mutual funds rated four or five-star 

receive more net flows, helping the investors to take a good decision 

directing their investments to the best rated mutual funds. This is 

because, they can achieve a greater return without increasing the overall 

risk. 
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In the case of performance persistence, using different 

methodologies, there is no performance persistence based on the 

previous year position in any of the performance metrics. Nevertheless, 

we find that using a window of three years, we observe that the best-

ranked funds in a 3-year window outperform the worst over the next 

year for the 1-factor alpha, gross and net returns.  

This result helps to understand why ratings are significant, 

explaining future performance and, also, indicates that persistence in 

performance is associated with funds that obtain consistent average 

returns over three years; the fact of having had a good performance in 

the last period is not enough.  

Thus, our results conclude that GEMs investors should base their 

decisions on the selection of funds that have been consistent in 

performance over the past three years rather than looking at the closest 

return. 

 

4.2 LIMITATIONS AND FUTURE RESEARCH STUDIES 

 

4.2.1 Limitations of Chapter One 
 

We did not make a distinction between short-term and long-term 

performance or risk because of the limited time period analyzed (2014-

2016). Future research will benefit from the increasing amount of data 

to make empirical studies. Other limitations are that our findings may 

not be generalizable to companies outside the insurance industry and 

accounting numbers and practices in emerging countries (most of MEA 

regions) tend to be less robust and reliable than in developed countries. 
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4.2.2 Limitations of Chapter Two 
 

As a main limitation of this chapter, was the disclosure of data in 

the undeveloped countries, limited use of derivatives, Shariah’ and low 

level of permission. Future research will benefit from the increasing 

amount of disclosed data to make empirical studies. 

 

4.2.3 Limitations of Chapter Three 
 

In this chapter; we did not make a comparison between mutual 

funds operating in main developed markets (like the US and Europe) 

and those operating in global emerging markets during this study 

period. Moreover, GEM category in our study does not include all the 

emerging markets like (Argentina, Indonesia, Taiwan, Turkey, Saudi 

Arabia, United Arab Emirates) and others, so maybe making a 

comparison and including more countries would be a possible extension 

of this research; or other future researches. 
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Annex I. 

Table 37: List of individual insurers that are included in the analysis. 

Company Domicile Business Listed Company Domicile Business Listed 

Abu Dhabi 

National 

Insurance 

Company PSC 

Arab 

Emirates 
Non-life Yes Allianz Plc Ireland Non-life No 

Al Buhaira 

National 

Insurance 

Company PSC 

Arab 

Emirates 
Composite Yes 

Generali 

Paneurope Ltd 
Ireland Life No 

Al Wathba 

National 

Insurance 

Company PJSC 

Arab 

Emirates 
Non-life Yes 

IPB Insurance 

Company 

Limited by 

Guarantee 

Ireland Non-life No 

International 

General 

Insurance 

Holdings Ltd 

Arab 

Emirates 
Non-life No 

Irish Life 

Assurance Plc 
Ireland Life No 

Islamic Arab 

Insurance Co. 

(Salama) PJSC 

Arab 

Emirates 
Composite Yes 

MetLife Europe 

DAC 
Ireland Life No 

Noor Takaful 

Family PJSC 

Arab 

Emirates 
Composite No 

Talanx 

Reinsurance 

(Ireland) SE 

Ireland Non-life No 

Noor Takaful 

General PJSC 

Arab 

Emirates 
Non-life No 

Tryggingamidsto

din Hf. 
Ireland Non-life Yes 

Oman Insurance 

Company PSC 

Arab 

Emirates 
Composite Yes 

SIAT Società 

Italiana 

Assicurazioni e 

Riassicurazioni 

SpA 

Italia Non-life No 

Orient Insurance 

PJSC 

Arab 

Emirates 
Composite No 

UnipolSai 

Assicurazioni 

SpA 

Italia Composite Yes 

UNIQA 

Österreich 

Versicherungen 

AG 

Austria Composite No 

Eurasia 

Insurance 

Company JSC 

Kazakhstan Non-life No 

Wiener 

Städtische 

Versicherung AG 

- Vienna 

Insurance Group 

Austria Composite No 
Grain Insurance 

Company JSC 
Kazakhstan Non-life No 

Arab Insurance 

Group (BSC) 
Bahrain Composite Yes 

Kazkommerts, 

Policy Insurance 

Company JSC 

Kazakhstan Non-life No 

Hannover 

ReTakaful BSC 

(c) 

Bahrain Composite No 
Oil Insurance 

Company JSC 
Kazakhstan Non-life No 

Saudi Arabian 

Insurance 

Company BSC 

Bahrain Non-life No 

Tsesna Garant 

Insurance 

Company JSC 

Kazakhstan Non-life No 

Ageas SA-NV Belgium Composite Yes 

African Trade 

Insurance 

Agency 

Kenya Non-life No 
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Company Domicile Business Listed Company Domicile Business Listed 

Compagnie 

Belge 

d'Assurances 

Aviation SA 

(Aviabel) 

Belgium Non-life No 

Al Ahleia 

Insurance 

Company SAKP 

Kuwait Composite Yes 

Euler Hermes 

SA-NV 
Belgium Non-life No 

Gulf Insurance 

Group KSCP 
Kuwait Composite Yes 

Aspen Insurance 

Holdings Ltd 
Bermuda Non-life No 

Societa Cattolica 

di Assicurazione 

- Societa 

Cooperativa 

Kuwait Composite Yes 

Gard P & I 

(Bermuda) Ltd 
Bermuda Non-life No 

Warba Insurance 

Company KSCP 
Kuwait Composite Yes 

Hiscox Ltd Bermuda Non-life Yes 

Wethaq Takaful 

Insurance 

Company KSC 

(Closed) 

Kuwait Composite Yes 

National General 

Re Ltd 
Bermuda Non-life No 

Shipowners' 

Mutual Strike 

Insurance 

Association 

Europe 

Luxembourg Non-life No 

Sirius 

International 

Group Ltd 

Bermuda Non-life No 

West Of England 

Ship Owners 

Mutual Insurance 

Association 

(Luxembourg) 

Luxembourg Non-life No 

Steamship 

Mutual 

Underwriting 

Association 

(Bermuda) Ltd 

Bermuda Non-life No 

Société Centrale 

de Réassurance 

SA 

Morocco Composite No 

CSOB Pojistovna 

AS 

Czech 

Republic 
Composite No Achmea BV Netherlands Composite No 

Tryg Forsikring 

A/S 
Denmark Non-life No Aegon NV Netherlands Composite Yes 

Tryg 

Garantiforsikring 

AS 

Denmark Non-life No 
ASR Nederland 

NV 
Netherlands Composite No 

Egyptian Takaful 

Insurance 

Company 

Egypt Non-life No Delta Lloyd NV Netherlands Composite No 

Garantia 

Insurance 

Company Ltd 

Finland Non-life No 
Nationale Borg-

Maatschappij NV 
Netherlands Non-life No 

Axa SA France Composite Yes 

NN Re 

(Netherlands) 

NV 

Netherlands Composite No 

Caisse Centrale 

de Réassurance 
France Composite No 

African 

Reinsurance 

Corporation 

(Nigeria) 

Nigeria Composite No 

CGPA France Non-life No 

Assuranceforenin

gen SKULD 

(Gjensidig) 

Norway Non-life No 

CNP Assurances France Composite Yes 
Gjensidige 

Forsikring ASA 
Norway Non-life Yes 

La Mondiale 

Sociétéd'Assuran

ce sur la Vie 

 

France 

 

Life 

 

No 

Kommunal 

Landspensjonskasse 

Gjensidig 

Forsikringsselskap 

 

 

Norway 

 

 

Life 

 

 

No 
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Company Domicile Business Listed Company Domicile Business Listed 

Scor SE France Composite Yes 

Norwegian Hull 

Club-Gjensidig 

Assuranseforenin

g 

Norway Non-life No 

SGAM AG2R La 

Mondiale 
France Composite No Storebrand ASA Norway Composite Yes 

SGAM Covéa 

(Combined) 
France Composite No 

Oman United 

Insurance 

Company SAOG 

Oman Composite Yes 

Societe Centrale 

Prevoir 
France Composite No 

Powszechny 

Zaklad 

Ubezpieczen SA 

Poland Non-life Yes 

Alte Leipziger 

Lebensversicheru

ng Auf 

Gegenseitigkeit 

Germany Life No 

Al Khaleej 

Takaful 

Insurance 

Company QPSC 

Qatar Non-life Yes 

Deutsche 

Rückversicherun

g AG 

Germany Non-life No 

Al Koot 

Insurance and 

Reinsurance 

Company SAQ 

Qatar Non-life No 

DEVK 

Allgemeine 

Versicherungs 

AG 

Germany Non-life No 

Doha Bank 

Assurance 

Company LLC 

Qatar Non-life No 

Gothaer 

Versicherungsba

nk VVaG 

Germany Non-life No 
Doha Insurance 

Company QPSC 
Qatar Non-life Yes 

Hannover Rück 

SE 
Germany Non-life Yes 

Qatar Insurance 

Company SAQ 
Qatar Non-life Yes 

Münchener 

Rückversicherun

gs-Gesellschaft 

Aktiengesellscha

ft in München 

Germany Non-life Yes 

ENERGOGARA

NT Insurance 

Company OJSC 

Russia Non-life No 

Nürnberger 

Beteiligungs AG 
Germany Composite Yes 

Ingosstrakh, 

Insurance 

Company OJSC 

Russia Non-life No 

Talanx AG Germany Composite Yes 
RESO Garantia 

SPAO 
Russia Composite No 

Versicherungska

mmer Bayern 

Versicherungsan

stalt des 

öffentlichen 

Rechts 

Germany Non-life No 

Sogaz Insurance 

Company Of Gaz 

Industry OJSC 

Russia Non-life No 

VHV Allgemeine 

Versicherung AG 
Germany Non-life No 

Soglasye 

Insurance 

Company LLC 

Russia Non-life No 

Wüstenrot & 

Württembergisch

e AG 

Germany Non-life Yes 

Al Sagr 

CooperativeInsur

ance Company 

Saudi 

Arabia 
Non-life Yes 

Aviva Plc 
Great 

Britain 
Composite Yes 

Company for 

Cooperative 

Insurance 

Saudi 

Arabia 
Non-life Yes 

DAS Legal 

Expenses 

Insurance 

Company Ltd 

Great 

Britain 
Non-life No 

Malath 

Cooperative 

Insurance and 

Reinsurance 

Company 

Saudi 

Arabia 
Non-life Yes 
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Company Domicile Business Listed Company Domicile Business Listed 

Ecclesiastical 

Insurance Group 

Plc 

Great 

Britain 
Composite No 

Mediterranean & 

Gulf Cooperative 

Insurance & 

Reinsurance 

Company 

Saudi 

Arabia 
Non-life Yes 

Financial 

Assurance Co., 

Ltd. 

Great 

Britain 
Life No 

Saudi 

Reinsurance 

Company 

Saudi 

Arabia 
Composite Yes 

Legal & General 

Group Plc 

Great 

Britain 
Composite Yes 

Wataniya 

Insurance 

Company 

Saudi 

Arabia 
Composite No 

Liverpool 

Victoria Friendly 

Society Ltd 

Great 

Britain 
Life No Sava Re dd Slovenia Non-life No 

Lloyds Bank 

General 

Insurance Ltd 

Great 

Britain 
Non-life No 

Zavarovalnica 

Triglav DD 
Slovenia Composite Yes 

London Steam-

Ship Owners' 

Mutual Insurance 

Association Ltd 

Great 

Britain 
Non-life No 

GIC Re South 

Africa Ltd 

South 

Africa 
Composite No 

MS Amlin Plc 
Great 

Britain 
Non-life No 

Hannover 

Reinsurance 

Africa Ltd 

South 

Africa 
Non-life No 

North of England 

Protecting and 

Indemnity 

Association 

Limited  

(Combined) 

Great 

Britain 
Non-life No 

Infiniti Insurance 

Ltd 

South 

Africa 
Non-life No 

Novae Group Ltd 
Great 

Britain 
Non-life No 

Lion of Africa 

Insurance Co. 

Ltd 

South 

Africa 
Non-life No 

Omnilife 

Insurance 

Company Ltd 

Great 

Britain 
Life No Santam Ltd 

South 

Africa 
Non-life Yes 

Pinnacle 

Insurance Plc 

Great 

Britain 
Composite No 

Compañia 

Española de 

Seguros de 

Credito a la 

Exportación SA, 

Compañia de 

Seguros y 

Reaseguros SA 

Spain Non-life No 

Prudential Plc 
Great 

Britain 
Life Yes 

FIATC Mutua de 

Seguros y 

Reaseguros a 

Prima Fija 

Spain Composite No 

RSA Insurance 

Group Plc 

Great 

Britain 
Non-life Yes Mapfre SA Spain Composite Yes 

Scottish Widows 

Annuities Ltd 

Great 

Britain 
Life No 

Nacional de 

Reaseguros SA 
Spain Composite No 

Scottish Widows 

Financial 

Services 

Holdings 

Great 

Britain 
Non-life No 

Försäkringsbolag

et PRI 

Pensionsgaranti, 

ömsesidigt 

Sweden Non-life No 

Scottish Widows 

Unit Funds Ltd 

Great 

Britain 
Life No 

IF 

Skadeförsäkring 

AB (Publ) 

Sweden Non-life No 

St. James's Place 

UK Plc 

Great 

Britain 
Life No 

Länsförsäkringar 

AB (publ) 
Sweden Composite No 
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Company Domicile Business Listed Company Domicile Business Listed 

Standard Club 

Europe Ltd 

Great 

Britain 
Non-life No 

Sveriges 

Angfartygs 

Assurans 

Forening 

Sweden Non-life No 

Standard Life 

Assurance Ltd 

Great 

Britain 
Life No Basler Leben AG Switzerland Life No 

The Britannia 

Steam Ship 

Insurance 

Association Ltd 

Great 

Britain 
Non-life No 

Echo 

Rückversicherun

gs AG 

Switzerland Non-life No 

The Royal 

London Mutual 

Insurance 

Society Ltd 

Great 

Britain 
Life No 

Helvetia 

Schweizerische 

Lebensversicheru

ngsgesellschaft 

AG 

Switzerland Life No 

The United 

Kingdom Mutual 

Steam Ship 

Assurance 

Association 

(Europe) Ltd 

Great 

Britain 
Non-life No 

Swiss Life 

Holding AG 
Switzerland Life Yes 

UK Insurance 

Ltd 

Great 

Britain 
Non-life No 

Swiss 

Reinsurance 

Company Ltd 

Switzerland Composite Yes 

Unum Ltd 
Great 

Britain 
Life No 

Zurich 

Versicherungs 

Gesellschaft AG 

Switzerland Non-life No 

Aetna Health 

Insurance 

Company of 

Europe Ltd 

Ireland Non-life No 
Milli Reasurans 

TAS 
Turkey Composite No 
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Annex II. 

Table 38: List of Listed European and Middle East Banks 

List of European Banks Countries 

Aareal Bank AG Germany 

Aktia Plc Finland 

Alandsbanken Abp-Bank of Aland Plc Finland 

Allied Irish Banks plc Ireland 

Alm. Brand A/S Denmark 

Alpha Bank AE Greece 

Arbuthnot Banking Group Plc United kingdom 

Attica Bank SA-Bank of Attica SA Greece 

Avanza Bank Holding AB Sweden 

Azimut Holding SpA Italy 

Banca Carige SpA Italy 

Banca Finnat Euramerica SpA Italy 

Banca Generali SpA-Generbanca Italy 

Banca Ifis SpA Italy 

Banca Intermobiliare di Investimenti e 

Gestioni Italy 

Banca Monte dei Paschi di Siena SpA-Gruppo 

Monte dei Paschi di Siena Italy 

Banca popolare dell'Emilia Romagna Italy 

Banca Popolare di Sondrio Societa 

Cooperativa per Azioni Italy 

Banca Popolare di Spoleto SpA Italy 

Banca Profilo SpA Italy 

Banco Bilbao Vizcaya Argentaria SA Spain 

Banco BPI SA Portugal 

Banco Comercial Português, SA-Millennium 

bcp Portugal 

Banco de Sabadell SA Spain 
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Banco Desio - Banco di Desio e della Brianza 

SpA Italy 

Banco di Sardegna SpA Italy 

Banco Popular Espanol SA Spain 

Banco Santander SA Spain 

BANIF SGPS SA Spain 

Bank für Tirol und Vorarlberg AG-BTV (3 

Banken Gruppe) Austria 

Bank of Ireland Ireland 

Bankia, SAU Spain 

Bankinter SA Spain 

BankNordik P/F Denmark 

Barclays Plc UK 

BinckBank NV Netherlands 

BKS Bank AG Austria 

BNP Paribas France 

Brewin Dolphin Holdings Plc UK 

Caisse Régionale de Crédit Agricole Mutuel 

Brie Picardie-Crédit Agricole Brie Picardie France 

Caisse régionale de credit agricole mutuel 

d'Alpes-Provence-Credit Agricole Alpes 

Provence France 

Caisse régionale de crédit agricole mutuel de 

Normandie-Seine France 

Caisse régionale de crédit agricole mutuel de 

Paris et d'Ile-de-France-Crédit Agricole d'Ile-

de-France France 

Caisse régionale de Crédit Agricole mutuel du 

Morbihan-Crédit Agricole du Morbihan France 

Caisse régionale de credit agricole mutuel Sud 

Rhône -Alpes-Credit Agricole Sud Rhône 

Alpes France 

Caisse Régionale de Crédit Agricole Mutuel 

Toulouse 31-Crédit Agricole Mutuel 

Toulouse 31 CCI France 

Close Brothers Group Plc UK 
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Comdirect Bank AG Germany 

Commerzbank AG Germany 

Crédit Agricole S.A. France 

Credito Emiliano SpA-CREDEM Italy 

Credito Valtellinese Soc Coop Italy 

Danske Bank A/S Denmark 

Deutsche Bank AG Germany 

Deutsche Postbank AG  No aparece  Germany 

Dexia Belgium 

EFG Eurobank Ergasias SA Greece 

Erste Group Bank AG Austria 

Espirito Santo Financial Group S.A. Luxembourg 

Groupe Bruxelles Lambert Belgium 

HSBC Holdings Plc UK 

HSBC Trinkaus & Burkhardt AG Germany 

ING Groep NV Netherlands 

Intesa Sanpaolo Italy 

Jyske Bank A/S (Group) Denmark 

KBC Groep NV/ KBC Groupe SA-KBC 

Group Belgium 

Laan & Spar Bank A/S Denmark 

Lloyds Banking Group Plc UK 

Man Group Plc (Bolsa) UK 

Mediobanca SpA Italy 

MLP Ag Germany 

National Bank of Greece SA Greece 

Natixis France 

Nordea Bank AB (publ) Sweden 

Oberbank AG Austria 

Oesterreichische Volksbanken AG Austria 

Paragon Group of Companies Plc UK 

Piraeus Bank SA Greece 

Raiffeisen Bank International AG Austria 
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Royal Bank of Scotland Group Plc (The) UK 

Schroders Plc UK 

Skandinaviska Enskilda Banken AB Sweden 

Société Générale France 

Spar Nord Bank Denmark 

Standard Chartered Plc UK 

Svenska Handelsbanken Sweden 

Swedbank AB Sweden 

Sydbank A/S Denmark 

TT Hellenic Postbank S.A Greece 

UniCredit SpA Italy 

Unione di Banche Italiane Scpa-UBI Banca Italy 

Van Lanschot NV Netherlands 

Volksbank Vorarlberg e.Gen. Austria 

Wüstenrot & Württembergische Germany 

List of Middle East and Africa Banks Countries 

Abu Dhabi Commercial Bank UAE 

Abu Dhabi Islamic Bank - Egypt Egypt 

Ahli Bank QSC Qatar 

AHLI Bank SAOG Oman 

Ahli United Bank KSC Kuwait 

Ajman Bank PJSC UAE 

Al Ahli Bank Of Kuwait Kuwait 

Al Khalij Commercial Bank (Al Khaliji) QSC Qatar 

Al Quds Bank Palestine 

Al Rajhi Bank Saudi Arabia 

Al Salam Bank Bahrain BSC Bahrein 

Al Salam Bank Bahrain BSC UAE 

Alizz Islamic Bank Oman 

Al-Mansour Bank Iraq 

Arab Bank ARBK (USD) Jordan 

Arab Banking Corp (BSC)  Jordan 
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Arab Banking Corp (Jordan) Jordan 

Arab Islamic Bank Palestine 

Arab Jordan Investment Bank Jordan 

Arab National Bank (to do) Saudi Arabia 

Ashur International Bank For Investment Iraq 

Bahrain Islamic Bank BSC Bahrein 

Bank al Etihad Jordan 

Bank Albilad Saudi Arabia 

Bank Dhofar SAOG Oman 

Bank of Baghdad Iraq 

Bank of Jordan Jordan 

BankMuscat (SAOG) Bahrein 

BankMuscat (SAOG) Oman 

Basrah International Bank for Investment Iraq 

BBK BSC Bahrein 

Boubyan Bank KSC Kuwait 

Burgan Bank SAK Kuwait 

Byblos Bank Lebanon 

Capital Bank of Jordan Jordan 

Commercial Bank International PSC UAE 

Commercial Bank of Dubai PSC UAE 

Commercial Bank of Iraq Iraq 

Commercial Bank Of Kuwait Kuwait 

Credit Bank of Iraq Iraq 

Dubai Islamic Bank PJSC UAE 

Economy Bank for Investment Iraq 

Elaf Islamic Bank Iraq 

Emirates Investment Bank PJSC UAE 

Emirates Islamic Bank PJSC UAE 

Emirates NBD PJSC UAE 

GFH Financial Group BSC Kuwait 
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GFH Financial Group BSC UAE 

GFH Financial Group BSC Bahrein 

Gulf Commercial Bank (Al-Kaleej Bank) Iraq 

Invest Bank PSC UAE 

Investment Bank Jordan 

Investment Bank Of Iraq Iraq 

Iraqi Islamic Bank Iraq 

Iraqi Middle East Investment Bank Iraq 

Ithmaar Holding BSC Kuwait 

Ithmaar Holding BSC UAE 

Ithmaar Holding BSC Bahrein 

Jordan Ahli Bank Jordan 

Jordan Commercial Bank Jordan 

Jordan Islamic Bank Jordan 

Jordan Kuwait Bank Jordan 

Khaleeji Commercial Bank BSC Bahrein 

Khaleeji Commercial Bank BSC UAE 

Kurdistan International Bank Iraq 

Kuwait Finance House KSC Kuwait 

Kuwait International Bank KSC Kuwait 

Mashreqbank PSC UAE 

Masraf Al Rayan QSC Qatar 

Mousil Bank For Development & Investment Iraq 

National Bank of Bahrain JSC Bahrein 

National Bank of Fujairah PSC UAE 

National Bank of Iraq Iraq 

National Bank of Kuwait SAK Kuwait 

National Bank of Oman SAOG Oman 

National Bank of Ras Al-Khaimah PSC UAE 

National Bank of Umm Al-Qaiwain PSC UAE 
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Oman International Development and 

Investment Company SAOG Oman 

Palestine International Bank Jordan 

Palestine Investment Bank Palestine 

Palestine Islamic Bank Palestine 

Qatar First Bank LLC Qatar 

Qatar International Islamic Bank QSC Qatar 

Qatar Islamic Bank QPSC Qatar 

Riyad Bank Saudi Arabia 

Samba Financial Group Saudi Arabia 

Saudi British Bank Saudi Arabia 

Saudi Investment Bank Saudi Arabia 

TAIB Bank Bahrein 

The Commercial Bank (Q.S.C.) Qatar 

The National Commercial Bank Saudi Arabia 

Union Bank of Iraq Iraq 

Union National Bank UAE 

United Arab Bank PJSC UAE 

Warba Bank (K.S.C.) Kuwait 

 



 

  
 

 



This thesis explores three important topics which contribute to 
the study and analysis of risk, profitability, and value of
financial institutions and investment funds in emerging and 
developed countries 
Chapter 1 “Can ERM ratings explain the performance and risk 
of EMEA Insurance Companies?”.
Chapter 2 “Does The use of derivatives affect the Risk, 
Performance and Value of banks? An Examination of European,
Middle Eastern, and African Countries”. Chapter 3 “The effect 
of ratings on performance, risk, net flow and on the 
performance persistence of mutual funds in Global Emerging 
Markets”.
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