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Abstract3

Optimal government bond supply is examined under asymmetric information and safe asset4

scarcity. Corporations issue junk debt when demand for safe debt is high since uninformed in-5

vestors then migrate to risky overheated debt markets. Uninformed demand stimulates informed6

speculation, driving debt prices toward fundamentals, encouraging pooling at high leverage. As7

borrower of first resort, government can issue bonds, siphoning off uninformed demand for risky cor-8

porate debt, reducing wasteful informed speculation. Government bonds eliminate pooling at high9

leverage or improve risk sharing in such equilibria. Optimal government bond supply is increasing10

in demand for safe assets and non-monotonic in marginal Q.11
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