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Public Debt and the Cost of Capital— Liquidity Creation or
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(1.Nanjing University,School of Economics, Nanjing 210093, China;
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Abstract In this paper investigates the relationship between public debt expansion and fluc-
tuations in the cost of capital, which is crucial for understanding the macroeconomic implications
of expanding public debt, enhancing the efficiency of fiscal funds, and improving policy effective-
ness. Previous literature has insufficiently explored the liquidity creation effects of public debt,
owning to which we construct a multi-sector general equilibrium model that comprehensively con-
siders both the crowding-out and liquidity creation effects of public debt. Our analysis reveals
the following: (1) Public debt expansion increases the cost of capital. (2) This primarily occurs
through the crowding out of corporate bonds, leading to higher corporate risk premiums and
consequently a higher cost of capital. The liquidity creation effect of public debt mitigates this
impact. (3) Heterogeneous analysis indicates that the higher the proportion of direct corporate
bond financing and the higher the safety of government bonds, the weaker the effect of public
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debt expansion on increasing the cost of capital. Our findings contribute to a deeper understand-
ing of the micro-level transmission mechanisms through which public debt affects investment,
particularly from the perspective of the cost of capital. These results have both theoretical and
practical implications for improving the effectiveness and efficiency of fiscal policy.

Keywords Government Debt Expansion; Capital Cost; Liquidity Creation; Crowding out ef-
fect; Fiscal policy
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I 0.0905 0.0727 0.41 0.94 0.64 0.96
T 0.0087 0.0035 0.32 0.15 0.64 0.72
G 0.0543 0.0133 0.01 0.05 0.25 0.9
RF 0.0219 0.0321 0.17 0.13 0.91 0.63
RP 0.0175 0.0182 0.10 0.12 0.86 0.53
RY 0.0058 0.0031 0.34 0.25 0.61 0.71
wace 0.0243 0.0379 0.09 0.10 0.01 0.06
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R HEREFIE 0.0064 0.0076  1.0000
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RY  IEERIZR 0.0212 0.0225  0.0200
RY  ffEHEFR 0.0490 0.0490  0.0500
RE®  AMFEHERIR 0.0338 0.0331  0.0300
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4.2.3 HEDH
x5 BEDWIW (%)
g4 e” &f eB e H g4 e” ef eB e
logY p*
4Q 62.19 18.14 2.26 16.45 0.96 4Q 32.72  26.21 3.20 37.57 0.30
8Q 73.02 13.78 195 10.75 0.50 || 8Q  32.67 26.27 3.20 37.56 0.30
12Q 76.97 11.88 1.73 9.00 0.42 12Q 32.84 26.31 3.21 37.34 0.30
16Q 77.62 11.17 1.64 9.17 040 16Q 31.52 26.87 3.24 38.08 0.29
20Q 77.45 1093 1.60 9.61 0.40 || 20Q 32.77 26.19 3.20 37.55 0.30
logC
4Q 86.35 12.60 0.26 0.03 0.76 || 4Q 4255 11.98 3.22 4155 0.70
8Q 9241 6.24 0.15 0.32 087 | 8Q 4493 1135 3.18 39.76 0.78
12Q 93.41 4.29 0.09 1.27  0.93 12Q 45.50 11.22 3.15 39.30 0.82
16Q 93.04 3.66 0.12 220 0097 || 16Q 46.00 11.16 3.13 38.87 0.84
20Q 92.61 3.50 0.20 2.69 1.00 20Q 46.61 11.11 3.11 38.32 0.86
logl Qs
4Q 57.00 1839 3.13 21.08 0.40 || 4Q 56.67 13.76 1.32 27.29 0.96
8Q 67.24 1495 290 14.49 043 8Q 60.77 12.04 1.18 24.92 1.09
12Q 70.38 13.46 2.70 13.04 0.43 12Q 62.44 11.39 1.14 23.87 1.16
16Q 69.72 1296 2.60 14.31 0.42 16Q 63.72 10.98 1.12 2298 1.20
20Q 68.55 12.81 2.57 15.66 0.41 20Q 6491 10.69 1.13 22.05 1.22
logRd
4Q 10.53 80.16 1.23 791 0.17 4Q 25.99 10.27 1.77 61.53 0.44
8Q 1286 73.81 2.29 10.84 0.20 8Q 25.85 10.34 2.24 61.12 0.45
12Q 13.55 72.85 2.52 10.84 0.23 12Q 25.54 9.82 3.15 61.07 0.43
16Q 14.48 70.89 2.47 11.90 0.27 || 16Q 25.38 9.45 3.87 60.88 0.41
20Q 15.69 68.61 240 13.01 0.29 20Q 25.23  9.28 4.36 60.73 0.41
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