
Figure 1: Effect of the recovery rate and of the debt level (dt) on qt
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Note: The black lines show how the yield-to-maturity of the sovereign perpetuity depends on the debt level, for
different values of the recovery rate RR. Consistently with Proposition 3, the sovereign yield positively depends
on the debt level when RR < exp(�gby) (dashed line), and vice versa when RR < exp(�gby) (dotted line). In
the latter case, however, the decrease in the sovereign yield is smaller than that of the risk-free yield (grey line).
That is, whatever the value of the recovery rate, an increase in debt always implies an increase in the credit
spread. These simulations are obtained with the stylized model described in Subsection 2.3, with the following
parametrization: g = 4, µ = 2%, d = 0.99, b = 0.2, c = 0.7, b = 0.1, d⇤ = 0.6,

p
Var(ht) = 4%, a = 0.5, and

s⇤ = 3%. The yield to maturity depends on (dt, dt�1, rt). The plot is obtained with dt�1 = dt, and rt = 2%.
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