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RESEARCH Sovereign Default, Spreads, and Reputation (Job Market Paper)
Recent default is a predictor of sovereign spreads. This stylized fact holds even after
accounting for the correlation of spreads with other macroeconomic variables. Standard
models of sovereign default cannot generate this. I propose a theory of sovereign
default where the borrowing government’s cost of default changes stochastically and
persistently. I show that a calibrated version of the theory can replicate the stylized
fact if the government’s default cost is hidden, and so default or repayment reveals
information about the government type. When the type is publicly known, though,
the model cannot match the stylized fact. This result helps understand the decision
process of potential defaulters. High post-default spreads are not simply correlated
with default. Instead, they constitute a direct and long-lasting consequence of default,
acting as a deterrent to default. As a result, high post-default spreads may be an
important component in understanding why sovereigns can sustain large debt burdens,
and why default rates are low.
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Approximating a threshold signaling process (work in progress)
I define a threshold signaling problem, where a persistent hidden state generates signals
about whether it is above or below some known threshold. I derive simple formulae
to describe the evolution of a normal approximation to the distribution of the hidden
state when the state and threshold are independent. I define intuitive measures of the
approximation error and show that this is small: for most parameterizations the maxi-
mum expected difference in the exact and approximate CDFs is around 0.2 percentage
points. I then show an application of the approximation in the solution of a game
of asymmetric information with a threshold equilibrium (i.e. one where a particular
action signals that a type is above an endogenous threshold). In particular, I solve a
version of the classic chain store game where the incumbent has a persistent, stochastic
hidden type.

Reconciling government surpluses with high debt levels (work in progress)
In this note I discuss the difficulties in reconciling empirically plausible processes for
debt levels with high observed debt levels. I compute the discounted net present value
of future surpluses when they are exogenous and stochastic. Due to the feedback be-
tween income risk, debt prices & asset values, plausible processes for surpluses have
present values of typically less than 10% of GDP. Yet many countries maintain debt
burdens much larger than this. I show that observed growth and recovery rates are im-
portant in generating values of future surpluses that are of similar size to sovereign debt
levels. The results here bound default thresholds in any model where the governments
intertemporal budget constraint holds.
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