Weekly Strategy

Multi Asset

Navigator
15 April 2019

Wonderland Malia, 2007
The short-term outlook for the European economy can be assessed from two perspectives. The first is positive: an extension
to Article 50 reduces the risk of a ‘no-deal’ Brexit, which would likely have pushed the European economy into recession.
The second is more negative. Mario Draghi has repeated that the risks to the Euro area remain tilted to the downside and
long-term rates will stay lower for longer. Over the longer term, the situation is clear: “Wonderland” will be anywhere but
Europe while it lags the rest of the world in innovation, as highlighted by the WIPO’s recent study on intellectual property.

WHAT’S NEXT?
Today’s research is tomorrow’s leadership
There is extensive academic research on the effects of innovation on
economic performance. Articles as early as Solow (1956) showed how
technical progress could be a significant driver of long-run growth in
developed economies. In an OECD paper released in 2004, Nathan
Rosenberg from Standford University highlighted how technological
innovation is “considered as a major force in economic growth”. Nobel
prize winner, Douglass C North demonstrated how innovation was a driver
of reductions in the transactional costs and the economic development of
the world from “local exchange within the village” to “long distance
trades” and finally to “global capital market”. Today, innovation can be
multidimensional and affects all sectors: industrial and services, private
and public. However, one thing remains: today’s research will determine
tomorrow’s performance and future leadership. One way to assess where
we are in terms of technological innovation and technological research is
to track the international patent applications across countries. The WIPO,
the UN agency that tracks it, recently released its 2018 report. The main
findings illustrate how the world has changed with the emergence of new
leaders.
Asia is leading, US is following, Europe is disappearing
In 2004, the breakdown in terms of intellectual property rights was as
follows: Asia accounted for 40% of world applications, Europe 36%,
North America 12%. In 2018, North America represented 8% of total
applications, Asia 69% and Europe 16%. Around 253,000 international
applications were filed in 2018, up 3.9% on 2017, representing the ninth
consecutive year of growth. Applicants based in the US filed the most
applications, followed by China and Japan. At a country level, the US is
still first, although its yearly growth is slightly negative, while China, in
second place, grew by 9% over the year, like Korea (+8%) and Japan
(+3%). In Europe, Germany is first with only 20k international applications
filed in 2018 versus more than 50k for the US (56K), China (53k) and Japan
(50k). The gap between Europe and Asia is large and growing. We observe
a similar trend at the company level. The study shows that China-based
telecoms giant Huawei Technology was the top filer of international
patent applications in 2018 (based on published applications), followed
by Mitsubishi Electric of Japan, and Intel and Qualcomm of the US. Note
the gap in terms of the number of patent applications between the leader,
Huawei, which filed 5k applications in 2018 and Mitsubishi (2.8k). The
first European company is Ericsson with 1.6k applications. Here again the
gap is large between Asia and US firms on one side and European ones
on the other side.

Regarding sectors, service sectors are dominated by China, which is first
for Digital Communication and second for Computer Technology, while
the US is first for Computer Technology and second for Medical
Technology. In industrial sectors, former champions such as Japan and
Germany lead the way, coming top in Electrical Machinery and second for
Transport, respectively. The information, communications and technology
revolution has made possible a great unbundling of production chains.
This generated vast new quantities of “supply-chain trade”, increasingly
concentrated in Asia where, by the late 1990s, supply-chain trade had
overtaken that of Europe, the US and Canada. The OECD Index of
Participation to Global Supply Chain shows that Europe is lagging other
countries, with 30% versus 50% for China, 45% for US and 70% for
Taiwan.
What does it mean for the future?
Technological innovation has several economic implications. Economic
leadership is the most widely known, as illustrated by the current trade
war between China and the US. Others concern regulation and social
inequality. Over the last three decades, the size of services sectors has
increased significantly at the expense of industry. To illustrate, the
proportion of added value and employment in services measured by the
World Bank jumped massively over the period in most developed and
emerging countries. China’s efforts to rebalance growth from external to
internal demand focused on the development of services, currently
representing 57% of employment versus 28% in 2000. Services tend to
be increasingly intangible and therefore more difficult to evaluate in terms
of added value, and to regulate for taxation and security purposes. As a
result, this raises the question of an efficient policy mix. Innovation
affects GDP and CPI estimations, and monetary and fiscal policy as a
result. In 2017, during the Economic Policy Symposium organized by the
Fed at Jackson Hole, one theme was “Fostering Business Dynamism and
Ensuring Competitive Markets“. During the discussion, economist Alan
Blinder noted: “In the 1990s, we talked a lot about B2B, business to
business, and B2C, business to consumers. It seems to me that a lot of
the recent wave of innovation has been C2C, consumer to consumer, and
some of that is fun. Fun was never supposed to be a part of the GDP or of
industrial productivity, and it’s not. So, that’s not a measurement error; it
was never meant to be in the GDP”. However, “fun” could be the future
and represent the “Wonderland” but in Europe, we are still waiting for
the next Google, Alibaba, Apple, Huawei or Netflix.
Listen to: Wonderland by Malia
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