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Macroeconomic Effects and Transmission Mechanisms of Government Debt Swap: A Perspective
of Safe Asset Shortage

Abstract: Resolving local government debt, primarily through debt swaps, represents a central task for
fiscal policy in the coming years. Considering government bonds as safe assets, we explore the macroeconomic
effects and transmission mechanisms of government debt swap — which inherently increases the supply of safe
assets —from the perspective of safe asset shortage. Stylized facts indicate that heightened precautionary savings
motives have led to increased private sector excess savings, and that non-legal person wealth management
products have rapidly grown to become the second-largest holder of government bonds. Despite the increased
safe asset supply from debt swaps, heightened risk aversion and flight-to-safety behavior led to excess demand
for safe assets, resulting in persistently low safe interest rates. We find that government debt swap can expand
aggregate demand and increase output, potentially leading the economy into a low-interest rate environment. In
this environment, changes in government bond supply can influence the decision-making of financial
institutions, resulting in a new separating equilibrium in scale-heterogeneous banks' risk-taking. This paper
provides theoretical support for a more proactive fiscal policy and offers practical guidance for risk-based
supervision of different financial institutions during policy implementation.

Keywords: Debt Swap, More Proactive Fiscal Policy, Safe Asset Shortage, Local Government Debt
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