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Nominal Rigidities, News-Driven
Business Cycles, and Monetary Policy
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A news-driven business cycle is a business
cycle in which positive news about the future
causes a current boom defined as
simultaneous increases in consumption,
labor, investment, and output. Standard real
business cycle models do not generate it. In
this paper, we find that a fairly popular
market friction, sticky prices, can be a source
of a news-driven business cycle and that it
can be generated due to news about future
technology growth, technology level, and
expansionary monetary policy shock. The key
mechanism is that markups vary through

nominal rigidities when the news arrives.

08-E-015 (20084:05H)
On Equivalence Results in Business
Cycle Accounting
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Equivalence results in business cycle accounting
imply that the prototype model with time-varying

34 RIETI Highlight 2008 Summer

wedges can achieve the same allocation generated
by a large class of frictional detailed models.
Conventionally, the process of wedges is specified
to be the first order vector autoregressive. In this
paper, we characterize the class of models
covered by the prototype model under the
conventional specification and find that it is much
smaller than that believed in previous literature.
We also provide an alternative specification in
order to let the prototype model cover a much
larger class.

08-E-011 (20084F04H)

Impact of the Debt Ratio on Firm
Investment: A case study of listed
companies in China

2 YUAN Yuan (BRRKXZ)

0 7ts —= FF

170> o8 ITEEEMICEE T DRIED

_1 URL http://www.rieti.go.jp/jp/publications/dp/08e01 1.pdf

In this paper, we analyze whether the total debt
ratios and bank loan ratios of Chinese listed
companies had any impact on their fixed
investment in 2001-2006, and whether this impact,
if it existed, differed among companies with
differing investment opportunities. Our results are
as follows. First, our analysis reveals that the total
debt ratio (bank loan ratio) did have a negative
impact on fixed investment among Chinese listed
companies. Secondly, the total debt ratio (bank
loan ratio) had a stronger negative impact on low-
growth companies than on high-growth companies,
implying that the total debt ratio (bank loan ratio)
actually restrained companies from
overinvestment. Finally, the analysis led to the
interesting result that the bank loan ratio had a

stronger impact on fixed investment than the total
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debt ratio, and actually had the strong effect of
restraining investment particularly by low-growth
companies, implying that in China, banks supervise
the investment activities of companies more

strongly than other creditors.
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Embodied Technological Progress and
the Productivity Slowdown in Japan
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Concerns over the rise in the vintage of capital in the
Japanese economy have focused attention on the
technological progress embodied in capital. In this
paper, we derive the theoretical relationship between
the rate of technological progress embodied in capital,
the obsolescence rate of capital, and the average
vintage of capital, and then we estimate these rates by
using the firm level panel data from the Ministry of
Economy, Trade and Industry's Basic Survey of
Japanese Business Structure and Activities in the
period between 1997 and 2002.

To measure the obsolescence rate of capital by
estimating the production function, it is necessary to
construct the capital stock series that takes only
physical depreciation into account for each vintage
capital held by each firm. To do that, we prepared the
industry-specific patterns of physical depreciation
ratio of capital goods, based on the pattern of
physical depreciation ratio of each type of capital

goods by obtaining the information from the U.S.
Bureau of Labor Statistics (BLS), and the Japan
Industrial Productivity 2006 Database’s investment
matrices cross-classified by types of capital goods and
industries. We applied these industry-specific patterns
of physical depreciation ratio of capital goods to the
individual firms’investment series, constructing the
capital stock series in each firm.

We measured the obsolescence rate by estimating
the production function, which is similar to the one
employed in Sakellaris and Wilson (2004). We added
several control variables to their equations. The
estimated obsolescence rate of machinery and
equipment is found to be between 8 and 22 percent
per annum, which is very close to the estimated ratios
in other previous research using the production
function. This estimation result implies that the
average rate of technological progress embodied in
machinery and equipment is between 0.2 and 0.4
percent in Japan. The average vintage of capital in the
manufacturing industry in the 1990s was estimated to
increase by almost two years, because of weak
investment during that decade, and it has the effect of
lowering the rate of productivity growth in the
industry by 0.4 to 0.8 percentage points.
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The evolution of the productivity
dispersion of firms —

A reevaluation of its determinants in
the case of Japan
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There is a growing body of literature analyzing

RIETI Discussion Paper 35



empirically the evolution of productivity
dispersion at the firm Ilevel and its
determinants. This paper contributes to this
literature by investigating the case of Japanese
firms during the so-called “Lost Decade” (1992-
2005), which is still under-analyzed. We use a
firm-level panel dataset taken from a large-scale
administrative survey, the Basic Survey of
Japanese Business Structure and Activities
(BSBSA) for the years 1994-2003.

Our results can be summarized as follows.
First, we confirm that there was an overall
increase in both labor productivity and total
factor productivity dispersion, especially in the
manufacturing sector from 1998 onward.
Second, in the case of Japanese firms during
the Lost Decade, and contrary to what has
been found for some other countries, we find
no significant impact of the introduction of
information and communication technologies
(ICT) on productivity dispersion. On the other
hand, we do find evidence of a significant and
positive impact of internationalization on
productivity dispersion. In addition, the
evolution of the competitive environment
appears to play a role: we find that the increase
in the Hershman-Herfindahl index observed in
some sectors, which characterizes a more
oligopolistic environment, is associated with an
increase in productivity dispersion.
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Do Competitive Markets Stimulate
Innovation?:

An Empirical Analysis Based on
Japanese Manufacturing Industry Data
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Going all the way back to Schumpeter
(1934), economists have long discussed
whether market competition stimulates
innovation. To reconcile conflicting earlier
empirical evidence, Aghion and Griffith
(2005) developed a model showing that
competition can have both a positive and a
negative effect on innovation, depending on
the degree of competition in the market.

Following Aghion and Griffith's work, this



paper empirically examines the effect of
market competition - measured either by the
Herfindahl Index or the Lerner Index - on
productivity growth and R&D intensity using
micro data for Japan's manufacturing sector.
We found evidence of an inverted U-shaped
relationship between competition and
innovation when we use the Herfindahl Index
as a measure of competition in the market.
Especially for the period since 2000, the data
lend strong support for the hypothesis of an
inverted U-shaped curve.

In addition, we examined the effect of new
entrants on the innovative activity of
incumbents. The results of our estimation
using a regulation index as our measure of
entry barriers suggest that the effect on
incumbents' TFP growth depends on their
technology level. When incumbents'
technology level is close to the technology
frontier in their industry, competition from
new entrants induces these firms to make
efforts to increase their productivity in order
to escape from competition. On the other
hand, such competition discourages
innovation in firms far from the industrial

technology frontier.
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The Effect of Exchange Rate Volatility
on Fragmentation in East Asia:
Evidence from the Electronics Industry

B THORBECKE, Willem SF

W 70212  East Asian Production Networks, Exchange
Rate Changes, and Global Imbalances

[_] URL http://www.rieti.go.jp/jp/publications/dp/08e016.pdf

East Asia is characterized by intricate production and

distribution networks that allow fragmented
production blocks to be allocated across countries
based on comparative advantage. These networks
have produced enormous efficiency gains. Exchange
rate volatility, by increasing uncertainty, may reduce
the locational benefits of cross-border fragmentation.
This paper presents evidence that exchange rate
volatility decreases the flow of electronic components
within East Asia. Electronic components is by far the
largest category of intermediate goods traded within
these networks. These results imply that policy
makers should consider how to maintain stable
exchange rates in the region in order to provide a
steady backdrop for East Asian production networks.
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Does Trade Liberalization Reduce
Pollution Emissions?
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Literature on trade liberalization, economic
development, and the environment is largely
inconclusive about the environmental
consequences of trade. This study treats trade
and income as endogenous and estimates the
overall impact of trade openness on
environmental quality using the instrumental
variables technique. Trade is found to benefit
the environment using a globally representative
sample. A 1% increase in trade openness causes
a decrease of 0.344%, 0.754%, and 1.909% for
SO2, CO2, and BOD emissions, respectively, in
the long term. Our results also show composition
and scale-technique effects contribute differently
to the overall effect in the short and long term.
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Henry DERWENT

(President & CEO, International Emissions
Trading Association (IETA))

"Emissions Trading Developments
across the world - lessons for
Japan?"
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Eric ALTBACH

(Vice President for Economic and Trade
Affairs, The National Bureau of Asian
Research)

"Key Issues in US-China
Economic Relations"
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Dietmar HARHOFF

(Director of the Institute for Innovation
Research, Technology Management and
Entrepreneurship, Ludwig-Maximilians
University Munich)

"Incidence and Growth of
Patent Thickets - The Impact of
Technological Opportunities and
Complexity"
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