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= Question: how to explain the (positive) comovement of bond and currency prices

= Not easy in the standard channel: higher interest rate = currency appreciates, bonds
depreciate

= Answer: positive comovement in intermediaries’ net positions in bonds and FX

My take: Very intuitive mechanism, and very rich empirical results

My discussion:

= A different interpretation of the assumption on correlated supply shocks
= Gabaix-Maggiori style segmentation

= Are these identified intermediaries “the” marginal investor as in the model?
= The empirical evidence supports they are, but there might be others
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A typical foreign purchase combines two legs: USD to COP, and COP to peso bonds
(dB* = dCOP*) + (dCOP* - dUSD") = dB* — dUSD*

bond leg FX leg

Net effect: foreign investors swap USD assets for local-currency bonds.
If the two legs move one-for-one, foreign investors do not retain a COP cash position:

A*=USD*+B*, dA"=0.

Gabaix-Maggiori style segmentation: foreign investors do not trade COP*
independently
= |n practice, global asset managers do not have mandates/infrastructures to arbitrage FX

(Hau and Rey, 2006; Camanho et al., 2022; Fu, 2024)
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= |Intermediaries as the only marginal liquidity provider
= A foreign bond sale makes intermediaries absorb both bond supply and COP risk:

dB* <0, dUSD*>0 = dB'>0, d(COP'-USD")> 0.
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= Main predictions:
€ Foreign flows induce o cop > 0
€ Given (1), a higher B! or COP! predicts higher (rx, rxCOP), and depreciation of both peso
bonds and peso
= Note that given (1), the source of increase in intermediary positions—foreign or

domestic flows—doesn’t really matter o



I TESTS OF THE MODEL MECHANISM

An extensive list of tests:

= |Index-inclusion: foreign inflows appreciate both peso & peso bonds
= Return predictability: intermediary positions forecast excess returns
= Cross-sectional event study: supply shocks to intermediaries move both prices

Evaluate the evidence in terms of two questions:

€ Are there marginal investors who jointly price FX & bonds?
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= Return predictability: intermediary positions forecast excess returns
= Cross-sectional event study: supply shocks to intermediaries move both prices

Evaluate the evidence in terms of two questions:

€ Are there marginal investors who jointly price FX & bonds?
€ Are intermediaries identified in the paper “the” (key) marginal investor?

Catching the mythical arbitrageurs is a much more challenging problem!

= Since GM15, the literature seeks to identify “the” arbitrageur but not too successful
= Most papers stop at “a” postulated arbitrageur

(e.g. Greenwood, Hanson, Stein & Sunderam 2023; Kekre & Lenel 2024; Fu 2024)
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Fig 2(b): yields fall, peso appreciates
Fig 2(c): TES purchases by group — intermediaries absorb
= Existence of “a” marginal investor pricing bonds & FX jointly: Yes
= Are these intermediaries “the” arbitrageur: consistent, but alternative interpretation
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In the model, foreign investors are purely exogenous

= However, suppose we allow them to optimize by choosing between USD* and B* (no
separate COP* trade, due to the friction)

Their first order condition will look like:

B COP| _ *-1 2 2 *
E; [rxt+1 +rxp ] =11 (03 + 02op +208,coP) B

: : -1 B cop . ae . I
Index inclusion = reduce t7%, E; [rxB | +rx"9F] |, in equilibrium = B* 1, B! |

= As they trade FX and term premia together, they price them together = they also
generate comovement

= Caveat: rxP, | vs rxQ” is underdetermined from their FOC: does not guarantee

comovement
= Still needs the intermediaries who can trade freely to pin down the movement
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I EVIDENCE 2: RETURN PREDICTABILITY
I
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(2.4) (7.0) (11.8) (21.6) (5.2) (6.1) (7.0) (8.2

Observations 83 81 78 72 120 120 120 120

UIP; , = dCOP/ - rx"9", Yield-curve;, = dB! - rxP
= |ntermediaries’ positions forecast the respective excess return
= Intermediaries are the marginal investor in each market
Do they jointly price both UIP trades and the yield-curve trades? Not established here

Solution: test cross-predictability: UIP = dB! - rx“QF, Yield-curve;’, = dCOP} - rxf S



I EVIDENCE 3: EVENT STUDY

Exogenous supply shocks by auctions — strongest evidence

= Shocks to either position of intermediaries induce price changes in both markets
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= These intermediaries price FX & bond jointly as in the model

= Only quibble: difficult to interpret its quantitative importance in terms of the aggregate
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Net Purchases of COP Spot

= Should they be considered purely exogenous
noise traders, or also a marginal investor in
FX/peso bonds?
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§ b, | * = Should they be considered purely exogenous
R | noise traders, or also a marginal investor in

= e.g., in the US, banks & dealers absorb little of

the supply shocks at low frequencies

= More discussion on the nature of domestic
investors would be helpful
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I SUMMARY
I

= A very nice paper that deepens our understanding of the connection between bond &
FX markets
= My discussion:
= Interpret the foreign-flow assumption as Gabaix-Maggiori market segmentation
= Convinced the intermediaries in the paper jointly price FX & bonds, consistent with the
model
= Several suggestions to sharpen the discussion of the roles of intermediaries, foreign &
domestic investors
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