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Figure 1. Determination of Debt Limit
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Note: The figure illustrates the determination of the debt limit, with the solid line representing the reaction
of the primary balance to rising public debt (in percent of GDP) and the dashed line the effective interest
payment schedule, given by the differential between the interest rate () and the output growth rate (g),
multiplied by the debt ratio (). The lower intersection, &*, portrayed in the figure is the long-run debt ratio
to which the economy will converge, conditional on debt never exceeding the debt limit. Abstracting from
endogeneity of the interest rate to the risk premium, there is a second intersection of the risk-free
interest rate—growth rate schedule (#(0)-g) and the primary balance reaction function. Taking account of
the endogeneity of the interest rate to the rising default risk, the market charges a risk premium when

debt exceeds d. Therefore, the interest rate schedule (1(p)-g) bends upward with rising default risk (o)
as debt approaches its limit, 4 , where the position of the limit is itself endogenous to the behavior of the

# 76 F I Ostry(2010), 75 # ik #52
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