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What is This Paper About?

Why do firms leave their foreign currency debt unhedged?

Specifically, how important are the legal rights of creditors in a firm’s
decision to hedge?
Do firms in countries with less developed FX derivative markets hedge
less? Do firms with higher export to sales ratio hedge less?

Theory suggests that not hedging FX debt:

avoids a wealth transfer from shareholders to creditors,
but also increases default risk.

When creditor rights (CR) are strong, agency conflicts are smaller and
the benefits of hedging exceed the costs.

Key hypothesis: Borrowers are more likely to hedge when creditor
rights are strong.
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The Paper

Addresses important questions. These are questions of significant
policy implications.

An understanding of why firms hedge or do not hedge foreign currency
risks is important for both academics and regulators.

Identifies another channel through which creditors’ rights affect debt
contracting. By affecting incentives to hedge, legal rights of creditors
affect the pricing and structure of debt contracts.

Contributes to the literature on why firms hedge. Provides new
results on the importance of FX derivative markets, natural hedges
and growth opportunities on incentives to hedge FX risks.

Provides a link between bankruptcy law, incentive conflicts between
different claimants and hedging decisions of firms.
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Model Predictions: Exchange Rate Risk and Credit Spreads

Proposition 1: Exchange rate depreciation of local currency increases
the probability of default and results in higher credit spreads.
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Estimated FX Exposures: Country-Level Evidence
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Understanding FX Exposures

How do we understand positive α2 coefficients?

They imply that local currency depreciation improves credit quality and
consequently lowers spread.

The FX exposures don’t seem to be systematically correlated with
current account balance as % of GDP.

Specification issues:

Missing covariates(?): Perhaps we need to augment the specification to
include foreign debt-to-GDP ratio and export-to-sales ratio.
Identification: Reverse causality or omitted factors could bias the
estimated coefficients.
Unclear if gold prices and lagged exchange rates are very good
instruments for current exchange rates.
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Effect of Taper Tantrum



FX Exposures During Taper Tantrum

Taper tantrum resulted in outflows of capital from emerging markets.
Local currencies weakened. Spreads should increase.

However, spreads declined since the coefficient on taper tantrum
dummy is negative.

Did the policy response kick in?

Do countries with the biggest current account deficit show the largest
increase in corporate spreads around taper tantrum? Interaction
between taper tantrum dummy and currency account to GDP ratio.

What was the corporate spread response to exchange rate changes
during the taper tantrum period relative to other periods? Interaction
between taper tantrum dummy and exchange rate changes.
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Model Prediction: Creditor Rights and FX Exposures

Proposition 2: Strong CR should result in more hedging (and less FX
exposure). Thin FX hedging markets should result in less hedging
(and greater FX exposures).



Creditor Rights, Thin FX Hedging Markets, and FX
Exposure

Control for GDP growth.

Countries that are more developed will have strong creditor rights,
more active FX hedging markets, and smaller FX exposure (because
of greater amount of hedging).
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New Bankruptcy Law and Hedging Incentives: RBI Data
This is a neat experiment. And the data is unique.

In May 2016, Insolvency and Bankruptcy Code came into effect. The
new law strengthened creditors’ rights.
Examines the incentives to hedge foreign currency borrowings before
and after the enactment of the new bankruptcy law?



What Else Would be Useful?

What are the different currencies in which Indian corporations issue
foreign currency loans?

Who are the lenders? What is the maturity of these loans? What are
the spreads?

How do spreads on loans with the intention to hedge differ from those
with no intention to hedge. This would be a direct test of Proposition
3 of the model.

We need a counterfactual. What would the yield spreads be if the firm
had done the opposite? Firms with intention to hedge are also riskier
compared to firms without the intention to hedge.
How do firms compare on other measures of risk? Tangibility ratio?
Volatility of cash flows? Volatility of stock returns? Leverage ratios?
Distance-to-default? Z-scores?
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Comments on the Identification Strategy
Treatment versus Control Groups: Bankruptcy code strengthened
rights of creditors and improved creditor recoveries. Are high FX debt
ratio firms more affected by the provisions of the code?
Theory suggests that high FX debt tercile firms should have a greater
propensity to hedge. Hedging intention suggests otherwise.
Present t-tests?
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Hedging Intentions
Decline in intention to hedge over time.

Time-series patterns around the new bankruptcy law. Intention to
hedge in 2016-17 should increase a lot more compared to the period
before for ”first-tercile” firms relative to the ”third-tercile” firms.



Results without SOEs





Conclusions

The paper is addressing important questions.

Highlights the importance of creditors’ rights and the depth of the
hedging markets in hedging decisions of firms.

Presents both cross-country and quasi-experimental evidence. Unique
data and a nice experimental setting.

Interesting findings.

My discussion has offered a few suggestions for extensions and
refinements to the existing empirical work.
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