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Revisiting the Fiscal Theory of Sovereign Risk from the DSGE View
by
Eiji Okano (Nagoya City University)
Kazuyuki Inagaki (Nagoya City University)

ABSTRACT

We revisit Uribe (2006)'s “Fiscal Theory of Sovereign Risk' advocating that there is a trade-off
between stabilizing inflation and suppressing default. We develop a class of dynamic stochastic
general equilibrium model with nominal rigidities and compare two de facto inflation
stabilization policies, optimal monetary policy and optimal monetary and fiscal policy with the
minimizing interest rate spread policy. Under the optimal monetary and fiscal policy, not only
the nominal interest rate, but also the tax rate work to minimize welfare costs through
stabilizing inflation. Under the OMF policy, both inflation and output gap are completely
stabilized although those are fluctuating under the OM policy. In addition, volatility on the
default rate under the OMF policy is considerably lower than one under the OM policy. Thus,
there is not the stabilizing inflation and suppressing default trade-off. In addition, while the
MIS policy makes inflation rate severely volatile, the OMF policy stabilize both the inflation
and the default. The trade-off between stabilizing inflation and suppressing default is not so
severe what pointed out by Uribe (2006).

Keywords: Sovereign Risk, Optimal Monetary Policy, Fiscal Theory of the Price Level
JEL Classification: E52, E60, F41, FA7
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Dynamics of Integration in East Asian Equity Markets
By
Ken-ichi Tatsumi (Gakushuin University)
Tadaaki Komatsubara (Ibbotson Associates Japan, Inc.)
Tatsuyoshi Okimoto (Crawford School of Public Policy, Australian National University)

ABSTRACT
This paper investigates the dynamics of integration in East Asian equity markets between the
years 1995 and 2013 using a smooth-transition correlation GARCH model. Our results show
that East Asian equity market integration among China and other countries has increased
significantly since 2007, whereas integration among other East Asian equity markets excluding
China increased significantly in an earlier period from the year 1999 to the year 2001.
Additionally, we find that increasing integration has been mostly caused by correlation
increases in after-trading hours. These results suggest that stock prices in East Asia are sensitive
to Europe and US stocks because Europe and US investors were actively investing in East Asian
stocks. Indeed, the periods reflect striking increases in integration that correspond
approximately to the start of intensive Europe and US investment activity in East Asian stock
markets.

Keywords: Stock market linkages; Financial integration; Smooth transition model;
Diversification effect
JEL Classification: C32; G15
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Automobile Exports: Export Price and Retail Price
By
Yuri Sasaki (Meiji Gakuin University)
Yushi Yoshida (Shiga University)

ABSTRACT
Given the recent theoretical emphasis on firm-level heterogeneity in international trade, we
examine the price-setting behaviors of Japanese automobile exporting firms as they correspond
with the fluctuations of foreign exchange rates. We do so by employing international trade
datasets revitalized by the use of the geographical locations of exporting firms within an
exporting country. With this technique, we transform a national-level dataset into a
quasi-firm-product-level dataset. First, by restricting the dataset to the two exporting ports, we
are able to estimate the price-setting behaviors of one particular Japanese automaker.
Consistent with the multi-product exporter model, we find heterogeneity among auto-models
in the exchange rate pass-through (ERPT) even when we restrict the dataset to a single
automaker. Second, coupled with the manufacturer’s suggested retail price (MSRP) in the US
market, we examine the dynamic behaviors of model-specific price margins for US distributors
and Japanese automakers. The price margins for US distributors have shrunk substantially,
particularly when the US dollar depreciated after the global financial crisis.

Keywords: Automobile, Distribution sector, Exchange rate pass-through, Export price,
Multi-product, Retail price, Sales margin
JEL Classification: F14, L11
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¢: Exchange rate, yen per one import country's CUrrency.
1 = country
) = classification of automobile, 1919, 1929
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