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Overview

An ambitious paper on exchange rate, foreign debt and firm dynamics
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Summary: Empirical findings

1. Foreign loans are extensively employed in the corporate sector in
developing countries.

2. There are systematic deviations of UIP in developing economies, making
foreign currency loan relatively more attractive.

3. The deviation of UIP in the developing economies are highly correlated
with the share of foreign currency borrowing in the corporate sector.

4. There is large cross sectional variation in firms’foreign currency
borrowing

I Productive firms borrow foreign currency debt more
I Firms with higher marginal product of capital borrow foreign currency
more intensively
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Empirical tests: Hungary

Deregulation of foreign currency loans in Hungary in 2001: A supply shock

1. Firms with foreign currency loans account for 2/5 of GDP; most of them
are non-exporters and don’t have financial instruments to hedge.

2. These firms have higher leverage and lower interest rates.

3. Foreign currency debt borrowing is associated with higher productivity.

4. Deviation from UIP increases the probability of foreign currency debt
borrowing.
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Model

I Heterogeneous firm model
I Exogenous exchange rate
I Deviation from UIP
I Risk neutral environment
I Convex investment adjustment cost and fixed production cost
I Equity financing unavailable
I Two types of debt: Domestic debt and foreign currency debt

I Both debt are defaultable
I The two debt differ in exchange rate exposure
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A simple model

Single debt model

Et = Yt − It −B1,t + P1,tB1,t+1

Et > 0

Two debt model

Et = Yt − It −B1,t + P1,tB1,t+1 −B2,t + P2,tB2,t+1

Et > 0

P1,t < P2,t

Et (DefProb2) > Et (DefProb1)
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Model mechanism

I Due to the deviation of UIP, foreign currency debt is cheaper.
I However more leverage in foreign debt increases the default probability.
I Key trade-off: cheaper cost of foreign currency debt vs. higher default
probability

I Thus, firms with higher productivity and higher marginal product of
capital are more likely to borrow foreign debt because their expected
default probability is small.
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Comments

1. Currency risk premium and UIP

2. Foreign currency debt vs. domestic debt
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Uncovered Interest Parity

I UIP

1 + it+1 =
(
1 + i∗t+1

)
Et

(
St+1
St

)
I Deviations of UIP: High (low) interest rate currencies tend to appreciate
(depreciate)

1 + it+1 = θt+1︸︷︷︸
Wedge/Deviation

(
1 + i∗t+1

)
Et

(
St+1
St

)

Possible reasons for deviations of UIP

I Time-varying currency risk premium
I Failure of perfect capital mobility
I The existence of transaction costs
I The possible effect of central bank intervention
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Risk premium and UIP

Data source: Lustig and Verdelhan 2007

I Aggregate consumption growth risk explains why high interest rate
currencies do not depreciate as much as the interest rate differential
(Lustig and Verdelhan 2007)

I Because low interest rate currencies provide domestic investors with a
hedge against domestic aggregate consumption growth risk
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Currency risk premium and UIP: Implications

Implications for the model

I Introduce an SDF to the model
I Make the wedge θ time-varying

Mt+1 = f (∆St+1, θt+1)

Benefit: Richer model dynamics

I Equity and bond pricing will change
I Yields of debt will be firm-specific
I Likely to reinforce the model mechanism

Implications for the empirical analysis

I Control for proxies of time-varying (currency) risk premium
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Comment 2: Foreign currency debt vs. domestic debt

In the literature, foreign currency debt arises because of

I the moral hard created by bailout guarantees (Burnside, Eichenbaum
and Rebelo 1999; Schneider and Tornell 2001);

I a lack of domestic financial development (Caballero and Krishnamurthy
2001);

I commitment or signaling problems at the level of domestic entrepreneurs
(Jeanne 2000, Aguiar 2000, Aghion et al 2001)
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Comment 2: Foreign currency debt vs. domestic debt

In the model, foreign currency debt arises due to cheaper cost of financing

Allow for other forces in the model on why foreign currency debt arises?

Et = Yt − It −B1,t + P1,tB1,t+1 −B2,t + P2,tB2,t+1

− Φ (B1,t+1, B2,t+1)︸ ︷︷ ︸
Issuing cost/Financial development

Et > 0

Allow for other differences between foreign and domestic debt? e.g.,
maturity?
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Additional comments

Model side

I Exchange rate: stationary process or random walk?

Empirical side

I Corporate financing patterns in emerging economies
I Use of foreign currency debt

I To finance investment
I To save in cash
I To pay dividend
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Conclusion

An ambitious paper!

Both empirical results and the model are interesting

Exchange rate exposure matters for firm dynamics
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