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Overview

• Two-stage Bayesian trading game in which future signal precision
affects the responsiveness of current prices to signals

• Nonlinear payoff structure (debt payoff)

• Information precision linked to local- vs. foreign-currency debt

• Analysis of the choice of currency denomination

• Original sin

• (I should clarify that I am not related to the IDB tradition on this
topic...)



The Model

• Government issues one unit of debt in t = 1. In t = 3:

π(θ) =

{
1, θ ≥ θ̄,

δ, θ < θ̄.

• Common prior:
θ ∼ N (µ0, 1/α0)

• Two generations of (informed and noise) risk-neutral agents

Period 1 agents Period 2 agents

Private signal xi,1 xi,2

Public signal z1 z2, ρ(z1)

Expected return E [q2]− q1 [δ + (1− δ) Pr(θ ≥ θ̄)]− q2



Key Equations

• Prices:

q2(z2, ρ) = δ + (1− δ)Φ

(
(1− w2 − wρ)µ0 + w2z2 + wρρ− θ̄

σ2

)

q1(z1) = δ + (1− δ) Φ

(1− w2w1 − wρ)µ0 + (w2w1 + wρ)z1 − θ̄√
w2
2σ

2
2|1 + w2

ρσ
2
η + σ22


• With:

w2 =
β2 + β2ψ2

α0 + β2 + β2ψ2 + τρ
, wρ =

τρ
α0 + β2 + β2ψ2 + τρ

σ22 =
1

α0 + β2 + β2ψ2 + τρ
, σ22|1 =

1

α0 + β1 + τq1
+

1

β2ψ2

• Bassetto and Galli (2019): responsiveness of q1 to z1

• This paper: E [q1], Var(q1), and the role of θ̄



Main Results

Spreads in the UK

Baseline More precision Perfect information
Mean 1.00 0.65 0.58
Standard deviation 0.68 2.72 5.83

CDS in Argentina

Baseline More precision Perfect information
Mean 47.3 50.1 43.6
Standard deviation 19.8 11.2 32.4

• Higher dispersion ⇒ lower interest rates

• Large effects on the volatility of spreads, even in the UK

• Mean–volatility trade-off



Discussion

• Despite its simplicity, the model is quite insightful

• It allows for the study of expectation dispersion in debt markets

• Quantitative analysis disciplined by survey-based expectations

• However, government choices are not explicitly modeled

• Natural objective:

• Higher average price (q1)

• Lower variance

• This raises the question:

• How can governments affect β2 or ψ2?



How Can Policy Affect β2 or ψ2?

• The paper emphasizes currency denomination

• Monetization of deficits may mask fundamentals

• How does this map into the broader literature?

• Background factors:

• Fiscal–monetary interactions

• Central bank independence (e.g., dollarization)

• Role of a lender of last resort

• Other policy channels:

• Communication and transparency

• Structure of secondary markets (especially ψ2)



Does Currency Composition Only Affect β2 or ψ2?

• Real exchange rate risk:
• Affects θ̄ (e.g., 2014 commodity price decline)
• May also reduce the precision of information

• Central bank interventions (fiscal support):
• Shift θ̄ (is this isomorphic to changes in β2?)

• Jurisdiction:
• Different legal frameworks ⇒ different δ

• Default costs:
• Sanctions, political costs (e.g., creditor composition)
• Affect θ̄

• Quantitatively: which channel dominates?



Conclusion

• Very interesting research agenda.

• The framework opens many avenues for policy analysis.

• Looking forward to the next steps.
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