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Abstract

When public debt is issued in domestic currency, any sudden confidence crisis in the
repayment ability of the government need not trigger a default, since it can be accommo-
dated by temporary monetary financing, converting default risk into inflation risk. When
the default risk premium is determined by well-informed financial intermediaries while in-
flation arises from the choices of less-informed workers and producers, this conversion masks
adverse news, at least temporarily, and results in lower interest rates. In this paper, we
assess the quantitative importance of this channel, and the extent by which it is eroded
when persistent fiscal shortfalls shift the prior held by all agents in the economy about the

eventual resolution of the imbalance.

1 Introduction

Bassetto and Galli (2019) (BG henceforth) studied how the choice of the currency denomination

of government debt affects its interest rate sensitivity to the incoming news. Domestic-currency
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debt is primarily subject to inflation risk, while foreign-currency debt is primarily exposed to
default risk. This asymmetry changes the identity of the pivotal agent in times of distress: while
bonds are subscribed by relatively well-informed investors, the general price level is determined
by the actions of a much broader set of firms and households whose information about government
finances and their link to inflation is coarser. As a consequence, when government debt is issued
in domestic currency, even sophisticated bond holders are likely to react less to incoming news
about government solvency because they can count on inflation only partially incorporating those

news.

The goal of this paper is to go beyond a mere description of the sensitivity of debt prices
to incoming news and study how different fundamentals affect the costs and benefits of issuing
domestic vs. foreign-currency debt. In particular, we wish to evaluate quantitatively the extent
by which issuing debt in domestic currency is cheaper for a government that starts from a prior

reputation of fiscal responsibility, and how that changes as the prior worsens.

Our paper builds upon a large literature that has studied asset prices in environments with
dispersed information. This literature is extensively covered in Brunnermeier| (2001) and |Veld-
kamp| (2011). We build in particular on the model of Hellwig et al. (2006 and Albagli et al.
(2024), who developed a framework to study the distortions that arise in environments where
the payoff is a nonlinear function of the underlying (normally distributed) fundamental, and
markets imperfectly aggregate heterogeneous information. Compared to their work, we build a
multi-period environment in which agents with differential information interact over time, that

we can then apply to inflation vs. default risk in the context of government debt.

Another goal of our project is to provide a novel interpretation of the “convenience yield” of
government debt. An empirical assessment of this yield has been the focus of empirical research,
including Krishnamurthy and Vissing-Jorgensen, (2012)), and [van Binsbergen et al| (2022) and
Chien et al.| (2025)) for Europe. There has been recently much interest in understanding why
interest rates on government debt hover close to, or below, the growth rate of the economy.
Blanchard| (2019) argues that this fact might imply that the cost of expanding debt is limited
or even nonexistent. Jiang et al.| (2022, [2023)) observe that it is difficult to reconcile the value of
government debt with the present value of primary surpluses when evaluated using the stochastic
discount factor that prices other assets. The special role of government debt in supporting
investment financing has been emphasized by many papers following Kiyotaki and Moore| (1997,

2019) and its implications for fiscal policy have been explored by [Bassetto and Cui| (2018)) and



Brunnermeier et al.| (2020) among others. Similarly to Brunnermeier et al.| (2020)), Reis (2021))
also explicitly views part of the value of debt as a bubble, and studies how the value of this bubble
is affected by various policy choices in a general class of models. The hold of government debt as
a way of relaxing household constraints has been addressed by the literature on heterogeneous
agents and specifically HANK models. Woodford, (1990) is a precursor to this area of research,
and some recent contributions are Kaplan et al. (2023), [Mian et al. (2025), |Angeletos et al.
(2024), and the surveys in Reis (2022) and |Auclert et al| (2025)). Our work shows that part
of this convenience yield may arise from the way nominal asset prices evolve when inflation
risk is tied to the actions of a group with relatively coarse information. In our paper, the link
between (imperfectly understood) fiscal solvency and inflation takes center stage, but our results
could extend beyond fiscal inflation. Although the source of the convenience yield is intrinsically
connected to fiscal policy in our environment, its presence extends to all assets promising a fixed
monetary payoff: hence, the convenience yield that we derive would equally apply to high-quality
corporate bonds in the same way as to government debt, thereby potentially accounting for the

fact that the return on AAA corporate bonds is also close to the growth rate of the economy.

Finally, our research is related to the literature on sovereign default. Work that dates back
to the seminal contribution of (Calvo| (1988)) analyzes time-consistent monetary and fiscal policy
with sovereign default, considering the role of inflation and exchange rate devaluation as an
implicit way to default on local-currency debt, and studying their interplay with explicit default.
Recent theoretical and quantitative papers such as |Aguiar et al| (2014]), Hurtado et al. (2022),
Roettger| (2019), Sunder-Plassmann| (2020), |[Espino et al. (2025)), Galli (2025) have addressed
this issue by embedding a monetary side into real sovereign default models in the tradition of
Eaton and Gersovitz| (1981)), |Arellano| (2008), Aguiar and Gopinath| (2006) and a large body of
subsequent work. A related body of works such as |Araujo et al.| (2013)), |/Aguiar et al.| (2013,
2015), and |Corsetti and Dedola (2016) analyzes the role of inflation as partial default when
debt is nominal and self-fulfilling runs on government debt are possible. Engel and Park| (2018)),
Ottonello and Perez (2019), and Du et al.| (2016)) study the currency composition of debt when
the government lacks commitment to repay and to inflate, to rationalize the recent surge in
local-currency borrowing. Compared to their work, we consider a setting where the presence of
information frictions creates a difference in the sensitivity of debt prices to shocks depending on
whether default is explicit or implicit via inflation, and focus on countries that have self-selected

into issuing most of their debt in local currency.



2 The Setup

Our model follows BG. The economy lasts three periods. It is populated by a long-lived gov-
ernment, two overlapping generations of strategic players (a continuum of measure one in each
period) who choose whether to buy government debt or take an outside investment, and two
overlapping generations of noise traders that provide random residual demand. There is a single
consumption good in each period, which can be stored at a rate of return that we normalize to

zero for the theoretical part /]

The government auctions one unit of debt in period 1 and repays it in period 3. We follow
Eaton and Gersovitz (1981) and fix the face value of the debt at the redemption, which is
normalized to one, letting ¢; be the endogenous price at which the debt will be issued] The
repayment in period 3 depends on the realization of a fiscal capacity shock . Specifically, if
6 > 0, then the government has enough revenue to repay the debt in full. In contrast, when
6 < 0, a default occurs, in which case we assume a fixed haircut and the government only repays
d € (0,1). All agents share a common prior about ¢, which is normal with mean p and variance
1/ ay.

Each generation of private agents is composed of a unit measure of informed traders and a
random mass of noise traders. In their first period of life, informed agents have an endowment
that they divide between storage and purchases of the asset. We normalize to zero the rate of
return on storage for the theoretical section; in our quantitative exercise, we use an appropriate
measure of excess returns as the empirical counterpart of the theoretical model. In the second
period of their life, private agents liquidate any asset position and consume the proceeds of their
investment. The first generation buys bonds from the government in the first period and resells
them in the secondary market in the second period; the second generation of traders buys in the
secondary market and keeps the asset until maturity in the final period. It follows that in both
periods of trade, the supply is inelastic, and all the action occurs on the buyers’ side. Informed
traders are risk neutral and choose their portfolio to maximize expected consumption. Each
informed trader ¢ in period ¢ receives a noisy private signal x;; = 0 +&; ;, where §; ; is distributed
according to a normal distribution N (0, 1/4;), and we assume that a law of large numbers across

agents applies as in Judd| (1985). Based on this signal, informed traders submit price-contingent

'In our quantitative exercises, we convert the interest rate on government debt in an appropriate measure of
excess returns, depending on the currency of issue.
2The proceeds of the sale are consumed by the government in period 1.



demand schedules. In submitting their demand, they take into account that the price ¢; of the
asset in period t is affected by the demand of all other traders and is thus an endogenous public
source of information. To preserve tractability, we assume that asset holdings are limited to
{0,1}.

Noise traders generate a residual uncontingent demand ®(e;/+/%;) for the asset, where ® is the
cumulative standard normal distribution function, v; > 0, and ¢, is itself distributed according
to a standard normal distribution. The mass of noise traders is independent of the fundamental
and of informed traders’ signals. As is standard in this class of models, the presence of noise
traders ensures that equilibrium prices do not fully aggregate information, thereby revealing the

fundamental.

We will contrast two economies, one in which government debt is denominated in local cur-
rency and one in which it is denominated in a foreign currency, in which the price level is
normalized to one in each periodﬂ The role of issuing debt in domestic currency is that it avoids
explicit default, which is replaced by inflation instead. From the perspective of the dynamic trad-
ing game, we treat inflation and default symmetrically, that is, the haircut suffered by holders
of government liabilities and the probability of the haircut are the same. Through this channel,
bad news about fiscal solvency have the same negative effect on the price of government debt:
in one case bad news imply high interest rates because of inflation risk, and in the other because
of default risk.

The asymmetry between the inflation and default risk that we emphasize in this paper concerns
differential information by secondary-market participants. The motivation for this asymmetry
stems from a different interpretation of who is the relevant participant in the “secondary market”
in period two. In the case of foreign-currency debt, the secondary-market price is dictated by
the new generation of bond traders who will take over; short of an immediate fiscal adjustment,
which we rule out, there is nothing that the government can do to dampen fluctuations in the
price of its debt. When debt is issued in local currency, the ability to print money to intervene
in the market can temporarily substitute for varying demand by bond traders. The extent by
which these interventions are stabilizing depends on the beliefs about eventual fiscal solvency of a
larger section of the population that uses domestic currency to trade but does not participate in
bond markets; it is likely that they are less well informed about government finances. Since the

original publication of BG, two real-world events occurred that fit well the potential monetization

3By studying appropriate excess returns, our quantitative section takes into account foreign inflation.



of debt that may happen in our “period 2:” in March 2020, the Federal Reserve intervened with
large-scale purchases of government debt in response to technical difficulties in the U.S. Treasury
market at the onset of the COVID epidemic; similarly, in the Fall of 2022 the Bank of England
intervened to stabilize the market for UK gilts after the confidence crisis initiated by the mini-
budget proposed by the government of Liz Truss. Appendix A in BG contains a microfounded
model which features “workers” who use exclusively cash and “bond traders” who hold the
government bonds, and shows formally how this can lead workers to be the pivotal agents in
pricing inflation risk in the second period for the local-currency debt economy, while bond traders
are pivotal in pricing default risk for the foreign-currency debt economy. Mechanically, a central
bank can finance the purchase of local-currency debt with the issuance of money. This shifts the
burden of future deficits away from the holders of the debt - sophisticated agents, say - to those
who hold money.

From the perspective of the Bayesian trading game that we have described here, the key
difference is that we assume that second-period agents are better informed in the case of the

foreign-currency debt economy than in the case of the local-currency debt economy. Specifically:

e We assume that the precision of the private signal received by pivotal agent in the second

period () is lower when debt is issued in domestic currency.

e In period 2, agents learn some information from past prices. In the case of foreign-currency
debt, when we interpret the pivotal agents in period 2 to be sophisticated bond traders,
we assume that they observe perfectly the price ¢; that prevailed in the first period. In
contrast, the pivotal “workers” in the case of domestic-currency debt only observe a noisy

public p of the first-period price, with a distribution that we will specify later onf_f]

2.1 Equilibrium

We provide here an overview of the key equilibrium conditions. The complete derivation of an
equilibrium is presented in BG, which extends the one-shot analysis of AHT to our setup with
two rounds of trading.

To characterize the equilibrium, we work backwards, starting from period 2. The derivation
of the second-period equilibrium follows AHT. The expected payoff of buying the risky asset for
agent ¢ in period 2 is E(7(0) | z;2, g2, p) — 2. BG prove that posterior beliefs over 6 are strictly

4To simplify the algebra, we assume that p is a public signal. This is not essential for our results.
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increasing in ;5 in the sense of first-order stochastic dominance whenever g, and p do not fully
reveal the value of 7T((9)E|. It follows that in equilibrium there is a threshold #5(gq, p) such that
all agents whose signal is above the threshold buy government debt, and all agents below invest

in storage.

Using the signal distribution of z; 5, the market clearing condition in period 2 is

Probla;s > #2(q2, p) | 0] + ®(ea/\/1h2) = 1 (1)

Using the distribution of the signal x; >, we can simplify this expression to

€ R
20 i = 0+ ——— = Gs(qa, p). (2)

Vs

Asin AHT, we focus henceforth on equilibria where z5 and ¢y convey the same information, given

p, and in which p does not fully reveal 8. In this case, conditioning beliefs on the endogenous
price is equivalent to conditioning them on the exogenous signal z;.

An agent whose private signal is at the threshold #5(gs, p) must be indifferent in equilibrium
between buying the risky asset or storing its endowment. Combining this with equation , the

equilibrium price go(22, p) must satisfy the indifference condition
QQ(Z27 p) - E[TI’(@) | Ti2 = 22, 22, p] (3>

The analysis of equilibrium strategies in ¢ = 1 follows that of period two quite closely. BG
prove that the second-period price is strictly increasing in zp, and that this is in turn sufficient
to ensure that the beliefs of first-period strategic traders are strictly increasing in their private
signal x; ; in the sense of first-order stochastic dominance, as long as the first-period price is not
fully revealing. Hence, the demand from strategic traders in period 1 is also characterized by a
threshold #1(qy), with all traders whose signal exceeds the threshold buying debt and all other

traders investing in storage.

Repeating the steps that led to , the market clearing condition in the first period can be

5Equilibria in which prices reveal more than what is collectively known by the informed traders are ruled out
by all the papers in this literature; as an example, a discussion of this point appears in [Diamond and Verrecchial
(1981)), page 227.



rewritten as

\/M :‘@1<Q1) (4>

21 is an unbiased public signal of 6, with precision 7, := $1%;. As in period two, we focus on

equilibria where ¢; and z; convey the same information.

We assume that the price signal p observed by second-period agents is given by

p=z+ OnM, (5>

with o, > 0 and 7, ~ N(0, 1)ﬂ p is therefore an unbiased public signal of 0, with conditional
variance 1/7, := Var(p|#) = 1/7,, + 0;. 7, represents the precision of the information on 6

contained in p for t = 2 agents.

The equilibrium price in the first period is given by
q1(21) = Elqa(22, p) |21 = 21, 21]. (6)

To solve explicitly for the price, we derive the beliefs about 6 of a strategic trader in period

two:
0| i, 29, p~ N Qofto + Paio + Tg22 + Tpp 1 -
o a0+62+7'q2+7'p ’a0+52_|_7-q2+7_p )
where 7, := (2105 represents the precision of information revealed by the market price in the

second period. For the marginal trader, for whom z; 9 = 29, we thus get

(8)

1
0|CL’¢,2=Z2,227PNN(QOMO+(52+Tq2)ZQ+TpP )

o+ B+ T+ T, gt et Ty, T,

Using the beliefs of the marginal agent in equation , the equilibrium price is given by

(9)

G2(z2,p) =0+ (1 —0)P ((1 — W, — W)y + WaZy + Wyp — 9_>

02

Tp 62 +7_q2
ao+P2+Tey+Tp ao+P2+T7g5+Tp

period marginal trader to p and z; respectively, and oy := (g + B2 + 7y, +7,) "2 is the standard

where w, = and wy := are the Bayesian weights given by the second-

6Tt is worth noting that, since the price is in equilibrium a nonlinear function of z;, the signal structure that
we adopt implies that the noise in the observation of the price is higher in regions of the fundamentals in which
the price itself is more volatile. This is a plausible assumption.



deviation of her conditional beliefs.

We now repeat the procedure to derive an explicit expression for the first-period price, which
is our main object of interest. First-period traders are not affected by 6 directly, but rather they
use these beliefs to forecast go, which in turn is a function of 25 and p. First-period traders’

posterior beliefs about 8, and the marginal trader’s posterior beliefs on 25 and p are given by

f 1
9|J,‘i71,21 N (CYOMO‘FBL'E 71+Tq1217 > (1())
Oé0+/61+7—q1 a0+61+7—q1
1 1
29 ‘ (Jii’l = 21,21) ~ N ((1 — wl),uo + wlzl,agll = m + T_) (11)
q1 q2
pl(xis=2z,2)~N <Z1,0727) (12)

where Ugu is the variance of new second-period information 2z, conditional on first-period infor-

51 +7'q1
ao+B1+74,

trader in the first period. Using these beliefs and equation @ the first-period price isﬂ

mation (z1, z; and prior), and wy := is the Bayesian weight given to z; by the marginal

, — Wawy) + 21 (w, + wawy) — 0

1—
(o) =64 (1— o) |1l =Y
\/wgagu +wio? 4 o3

The first-period price is a function of z;, a combination of the true realization of the shock 6
that drives repayment and the realization of the shock €;, which determines the fraction of bonds

absorbed by noise traders.

In equilibrium, the first-period price is thus the expected payoff of debt according to a distorted
measure that takes into account both that the marginal agent has a different information set from
an outside econometrician who only observes the price, and that the marginal agent is in turn
forecasting not the fundamentals but what the future marginal agent expects those fundamentals
to be.

AHT and BG go in detail through the sources of distortion in the one-shot case (AHT) and the
dynamic case (BG). What is most relevant for our analysis is that the anticipation that future
traders may have coarser information makes the price less sensitive to the same incoming news
in the current periodﬁ For our application, it implies that the interest rate required by bond

traders is less sensitive to incoming news when the main risk they face is inflation risk rather than

"Algebra details are provided in the online appendix of BG.
8Propositions 2 and 3 in BG formalize this statement.



outright default risk: inflation is driven by the actions of a less well-informed group of agents,
while default risk is priced even in the future by a new generation of well-informed traders. Put
differently, when a central bank responds to stress in the bond market by monetizing the debt,
it can be successful at drowning bad news by shifting the risk onto a set of agents who have a
less precise perception of the link between fiscal news and eventual solvency.

We are interested here in exploring what the different risks imply for both the expected revenue
from debt issuance, as well as its variance. Defining W' := w, + ww;, we can write the expected

price ex ante (before 2; is realized) ag|

(1-— —9 w 1 2z —
Elqi(z1)] = 0 + (MO + ~—Z1> ¢ ( . MO) dzy
01 021 0-21
u 9 VVUZ1 )
(1-— d
_ P
a2 + W?202

The variance of the price is given by

Vi) = [aa (2 g (15)

and has no closed-form solution.

To study these moments, we explore the properties of the model numerically. We identify
which parameters of the model are most relevant in driving this mean and variance. Although
we rely on a stylized model, we can also provide some guidance on the magnitude of the effects
that our model delivers; as an example, this allows us to assess how much higher the required
returns of debt would have moved in the aftermath of the COVID shock if inflationary financing
had been off the table and the only way to dilute repayment would occur through outright
default.

3 Calibration

This is a preliminary calibration. We are refining our strategy and numbers are subject to change.

9Equation [14] uses the fact that, for any constant a and b, we have [ ®(a + by)p(y)dy = @ (ﬁ)

10



3.1 Model Moments

Before we describe our calibration strategy, it is useful to define some moments implied by the
model, which we will compare to their corresponding moments in the data.
To calibrate the precision of private information i, 52, we will use the dispersion of individual

forecasts. In the model, this is given by

D, = V(E[elxi,bzl] |9vzl) _ VOCOBl (16)
. V() o+ Bi + 7q,
and
D, = V(E[eyxi,%z?ap] ‘97 Zva) _ VO4052 (17)
2 V(6) o+ Ba+ Ty + T,

for the first and second period, respectively.

To calibrate the noise o, with which second-period agents observe the realization of the first-
period price, we will use the variance of the average error made when “predicting” past data. In

the model, this is given by
_ V(zl | p) _ Tz

FEV, = =
r V(z1) Ty + To

(18)

—1
where 7,, = (C%O + %) denotes the unconditional precision of z;. For simplicity, we assume
q1

second-period agents do not use new second-period information x; 5, 22 to perform this exercise.

The model features a constant real interest rate at zero. Our theory concerns excess returns
due to inflation risk, so the model counterpart in the data is inflation compensation. For this
reason, we calibrate our model to data from the United Kingdom, whose market in inflation-

protected securities is deep.

3.2 Data Moments

We first calibrate our model based on data from an advanced economy that issues debt in domestic
currency. We choose the United Kingdom because it has a deep market in inflation-protected

securities.

Since we assume that the main source of repayment risk for the United Kingdom occurs
through inflation rather than outright default, the appropriate measure of the future expected

repayment rate embedded in the price ¢; is the inflation compensation, that is, the spread between

11



the yield on inflation-protected securities, which we take to be risk free in this case, and nominal
debt of the same maturity. Mechanically, we compute this as the 10 year inflation breakeven
rate on UK Inflation Protected Gilts[/]

In addition to our measure of spreads, we require information about dispersion in expected
inflation from both informed and uninformed agents. To proxy the expectations of informed
agents, we use survey data from the UK Treasury publication “Forecasts for the UK Economy:
a comparison of independent forecasts.” This publication is released monthly and PDF versions
of the document are available back to January of 2012, each of which include a collection of
forecasts from professional forecasting organizations covering a variety of macro variables. To
ensure consistent information sets at the time of forecast, we use only forecasts that were received

in January of the current year to generate one year measure of expected inflation growth.

In addition to the forecasts of informed agents, we also require information about the forecasts
of uninformed agents. To recover these expectations, we make use of the “Bank of England/
Ipsos Inflation Attitudes” survey to recover the dispersion in uninformed agents’ beliefs. This
is a quarterly survey that is representative (after sample weighting) of the United Kingdom
population and elicits information about inflation expectations at a one and two year horizon,
as well as percieved inflation over the past year. One complication is that the survey is multiple
choice and elicits information about whether individuals expect, for example, that inflation will
be between 1 and 2 percentage points. We take the midpoint of all buckets, and for cases where
individuals report inflation as greater than 5% we set their expected inflation to be 5.5%. To be
consistent with our data for informed forecasters, we take only the first quarter forecasts starting
in 2012. For both datasets, we then compute dispersion directly in the data as the (square root of
the) time average of the cross-sectional variance of individual forecasts. When computing cross-
sectional statistics regarding uninformed forecasts, we compute all moments using the provided

survey weights.

3.3 Parameters

The model consists of two groups of parameters: the first concerns the fiscal fundamentals
(0, po, g, 6), and the second is related to information (81, ¥y, 0y, Ba, 12).
We calibrate 0 = 0.63 on the average recovery rate in sovereign defaults on external, foreign-

currency debt from |Cruces and Trebesch! (2013)). Implicit in this is our maintained assumption

10The Bloomberg ID of this series is UKGGBE10.
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that inflation and default are used to a similar extent to alleviate fiscal pressures. This implies

that, in the event of a fiscal shortfall, inflation would eventually wipe out 37% of the debt.

In our environment, the random variable 6 is purely an index of fiscal capacity, so we can
normalize o = 0 and ag = 1 without loss of generality. Formally, the equilibrium is invariant to
changes in # and o that leave  — o unchanged. Similarly, the equilibrium is also invariant if
we multiply 6, 1/\/ag,1/v/P1, 04, and 1//B2 by a common constant This leaves us with the

seven parameters 0, 51, B2, U1, Vs, oy, 0 to set.

We calibrate ;1,0 such that the average and standard deviation of inflation spreads in the
model equals that in the data, and 15 such that we match the standard deviation of CPI inflation
in the data. We take CPI inflation to be the appropriate measure of ¢o, since we interpret the
data as not having yet revealed the “long run.”lE We interpret these moments as coming from
the ex-ante (prior) distribution of our model. These model moments do not have a closed-form

representation, so we calibrated the parameters using the method of simulated moments.
The following parameters are instead set exactly, in the following way.

We calibrate 7, to match the average error made by uninformed agents when asked about

their perception of past inflation in the Bank of England/Ipsos Inflation Attitudes Survey.
We set f; such that the dispersion of the informed agents’ beliefs—given by D; in ((16)—is

consistent with the average cross-sectional dispersion measures in the professional forecasters’

surveys.

We set (5 such that the private information precision ratio fs/f; equals the ratio of the

average cross-sectional dispersion in for the surveys to the informed and uninformed.
Table [[] summarizes our calibration exercise.

As expected, we obtain a low value for @, reflecting that the prior probability that the United
Kingdom will make good on its government debt rather than resorting to inflationary finance
is high. The low values of 5, and fy compared to ¥y, and ¥y imply that agents have limited
independent information about inflation, whereas most information comes from the common

signal, which in the model arises from market prices.

HUTIf py # 0, the statement would apply to multiplying @ — 1o by the given constant.
12T be precise, the match in the model is between the return ¢» /@1 and inflation.
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Table 1: Parameters selected to match targets.

Variable Value Target Data Model
(7 0.38  Breakeven inflation spreads (st. dev.) 0.47 047
o 0.09  YoY CPI Inflation (st. dev.) 271 271
0 -1.502 Breakeven inflation spreads (mean) 3.15  3.15
o 0.044  Mean forecast dispersion (informed) 0.198 0.198
oy 0.010  Average error on past inflation (uninformed) 0.39  0.39
Notes: All moments that consist of means or standard deviations are expressed in percentage
points.
4 Results

We first compare the spreads that we obtain with those that would arise under two alternative

scenarios:

e In the first counterfactual (“more precision”), second-period agents have the same infor-
mation precision as first-period agents (i.e. we set f; = f31) and there is perfect recall of
the past price (7, = 00). We regard this as a calibration that would be appropriate if
the United Kingdom issued all of its debt in inflation-linked gilts and all the fiscal risk
took place through default. In this case, nominal repayment would not be guaranteed, and
the initial holders of bonds would need to find new comparatively sophisticated financial

intermediaries willing to take the bonds to their eventual repayment.

e In the second counterfactual (“perfect information”), agents are endowed with perfect
information, that is, #; = 82 = co. In this case, the long run happens right away: debt is
priced according to its eventual repayment. This counterfactual allows us to assess what
is the value of dispersed information in potentially reducing the mean yield on government

debt, as well as its volatility.

Table [4] displays our findings. Not surprisingly, dispersed information has a large effect on
the standard deviation of the spreads compared to a situation in which agents knew exactly
when default (explicit or through inflation) does or does not occur. More interestingly, we also
find that the volatility of bond prices is half as much in our baseline when default risk can be
converted into inflation risk and passed on to less-well informed agents than when it must be
retained by sophisticated bond holders. It is important to stress that this applies even though

the bonds are purchased by sophisticated agents in the initial period under either scenario.

14



Table 2: Counterfactual exercise for the UK.

Statistic Baseline Counterfactual

More precision Perfect information

Bond spreads (mean) 3.15 4.23 3.91
Bond spreads (st. dev.) 0.47 0.89 14.63
q2 (st. dev.) 2.71 5.75 14.63

Notes: All moments are expressed in percentage points.

The ability of the central bank to convert default risk into inflation risk by intervening in
the bond market in times of distress is thus very valuable in ensuring stable interest rates not
only when distress materializes, but also when bond investors contemplate the possibility that
it might: by buying government bonds with newly created money, the central bank may drown

a negative signal, potentially buying time to avoid the day of reckoningF_:’r]

Concerning the mean spread, we find a non-monotone pattern: the baseline scenario implies
that the government pays 76 basis points less than its expected repayment (which is captured
by the case of perfect information). In the alternative scenario of real bonds and pure default
risk, it would pay 32 basis points more than otherwise. As discussed in |Albagli et al.| (2024]),
this measure is affected by the nonlinearity of the payoff function, and the relative prevalence
of downside and upside risk. BG contains a detailed description of all the countervailing forces
that act on the mean price. Quantitatively, we find that, at low levels of precision in the second
period, the dominant force is that downside risk is dampened from the perspective of first-period
investors, since the new agents taking over cannot assess the extent of government solvency as
well.

Figure [1| shows how the key variables of interest change with respect to the precision of the
signal received by second-period agents. Both mean and variance increase smoothly.

Figure [2| shows the consequence of changing the probability of default/inflation (through
0). The key panel is the bottom left. We see that the benefit of issuing nominal debt (as
represented by the blue vs. orange line) is approximately an additive constant. At low levels of

risk, issuing nominal debt has a proportionally large dampening effect on bad news. However,

I3Because the payoff in our model is exogenous, the day of reckoning comes regardless. In future work, it would
be interesting to expand the model by endogenizing the government choice of long-run surplus. The direction in
which results would be affected is ambiguous: drowning the signal may lead the government to underestimate
the gravity of its predicament, but at the same time it may stave off a roll-over crisis that would otherwise doom
a solvent government, as in |Cole and Kehoe| (2000).
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as the prior probability of default increases, even uninformed agents become more responsive to
news, imperfect as they may be, as we can see from the lower right panel. As a consequence,
the relative benefit of nominal debt is diminished. This leads us to conclude with a cautionary
note. The greater the perceived likelihood that fiscal policy is unsustainable, the less a central
bank has room to intervene and stabilize the market for government bonds without triggering a

bout of inflation.
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