Japan: Investment and Growth

Andrew Smithers

Key Points

e 'The Japanese economy has been growing at less than 1% over the past 20
years. This is a marked fall from its previous trend.

e 'This decline cannot be explained by any weakness in business investment,
which is little changed as a percentage of GDP.

e Ishow that the explanation lies in the fall in tangible investment, the decline
in which has been often overlooked as it has been offset by a rise in the share
of total business investment taken by intangibles.

e The trend growth of economies depends on the speed at which the value of
the produced capital stock rises. As intangible assets depreciate much more
rapidly than tangibles, growth depends on the value of tangible assets.

e 'The level of net tangible investment thus determines trend growth.

e 'The fall in the trend rate of Japanese growth is thus due to the fall in tangible
business investment. This mirrors the similar slowdown seen in the USA.
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Introduction

Figure 1: Japan: growth of GDP at constant prices
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Sources: Angus Maddison and Cabinet Office.

The Japanese economy grew at over 8% p.a. from 1945 to 1975 and then slowed
to 4%, a rate which continued until 1990; since 2000 it has grown at less than
0.5% p.a. (0.9% p.a. measured from 2000 to 2019). Even allowing for the severity
of the recession in 2008 and the impact of COVID-19 on 2020, its trend rate of
growth, as Figure 1 shows, appears to be no more than 1% p.a.!

While the previous slowdowns could be readily explained by the fall in
business investment this cannot straightforwardly explain the weakness in this
century’s growth. As Figure 2 shows, business investment has fluctuated since

1995 around a steady average of 15%.

!In Figures 1, 6 and 7 and I derive the trend by plotting the linear least squares of annual log changes in GDP at constant prices over ten
years.
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Growth, Investment and Capital Stock

Figure 2: Japan: private non-residential fixed investment as % of GDP at current prices
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Source: Cabinet Office.

The growth potential of an economy is determined by the growth in the value
of its fixed produced capital stock. L.ong-term data are not available for Japan,
so | illustrate this for the USA in Figure 3, which shows that the ratio of output,
measured by net domestic output (NDP, i.e. GDP after capital consumption),
to the value of fixed produced tangible capital stock fluctuates around a stable,
mean-reverting average.?

2'The theoretical explanation why this ratio is stationary is set out in the Appendix.
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Figure 3: USA: capital/output ratio
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Sources: US Bureau of Economic Analysis (BEA) National Income and Product Accounts
(NIPA) Table 1.1.5 and BEA Fixed Asset Tables 1.1 and 1.3.

Figure 4: Japan and USA: tangible capital/output ratios
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Sources: Japan Cabinet Office and US NIPA 1.1.5 and BEA Fixed Asset Tables 1.1 and 1.3.
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We only have Japanese data since 1994 and I compare these with the USA in
Figure 4. Their pattern is strikingly similar (R? = 0.804), although the Japanese
ratio is consistently 20% higher. Despite the limited number of years for which
Japanese data are available, the similarity of the Japanese and US patterns since
1994 are consistent with the theory that the tangible capital output ratio is mean-
reverting and it is reasonable to assume that, like the USA, in Japan it was close
to its long-term level in 2019.

Figure 5. Japan: intangible capital as % of total including tangible
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Source: Cabinet Office.

The value of the capital stock falls each year as past investment depreciates
and rises through additions from new investment. Annual net changes thus equal
gross investment minus capital consumption. As Figure 5 shows, investment in
intangible capital makes no significant contribution to the growth of the capital

stock despite having amounted since 2008 to over 20% of gross investment.®

3 Depreciation is calculated from the change in the value of tangible and intangible stocks measured at constant prices less the additions
from gross investment. (https://www.esri.cao.go.jp/en/sna/data/kakuhou/files/2019/tables/2019ss4rn_en.xIsx and
https://www.esri.cao.go.jp/en/sna/data/kakuhou/files/2019/tables/2019s14rn_en.xlsx).
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Figure 6: Japan: tangible investment and growth
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Source: Cabinet Office.

In my view intangible capital should not be included as part of the productive
capital of the economy but because intangibles are depreciated quickly in the
published data, in practice doing so has not produced significant distortions in
them.* As Figure 5 illustrates, 93% of the economy’s produced capital stock is in
tangible form because intangible investment is depreciated so rapidly that the
growth of produced capital stock depends almost entirely on the level of tangible
capital investment.

Figure 6, which covers all the years for which the data for tangible investment
are available, illustrates how the fall in the ratio of gross tangible investment has
been matched by a decline in the trend growth of the economy (R? = 0.747).

There are several possible causes for the decline in tangible investment,
including a slower rate of improvement in technology, slower growth in working
hours with a consequential decline in the potential output of new equipment

and lower expectations of future growth. Many economists have pointed to the

4 See “The debate over the depreciation of intangible capital’ by Andrew Smithers, World Economics, 21, 1 (January-March 2020).

124 World Economics « Vol. 22 « No. 3 « July-September 2021



Japan: Investment and Growth

decline in the growth rate of the population of working age, though this has been
partly compensated by the increase in the labour participation rate.

The Slowdown in US Growth Has the Same Cause

Figure 7: US: tangible investment and growth
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Sources: NIPA Tables 1.1.5 and 1.1.6 and BEA Fixed Asset Table 5.1.

US growth has also slowed in recent years and, as in Japan, the decline has
matched the fall in tangible investment, as I illustrate in Figure 7 which covers
the same period as Figure 6 (R? = 0.674).
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Appendix

The Mean Reversion of the Ratio of Capital/Output Ratio.

The evidence for this, shown in Figure 3, is consistent with the N'T'V model of
growth,® in which the value of the capital stock will have a constant ratio to
output and, given cyclical fluctuations in the value shown by survey data, the
ratio should be mean-reverting. Value (V) equals profits after tax (M) at some
multiple (8) of the non-technology variables (‘N'T'Vs’), thus V. = N x 6N'TV.
Profits are the share of output which can be financed at the current level of N'T'V
and are thus the level of output divided by some multiple () of NTV,so N =Y
[(eNTV). Thus V = (Y(/eN'TV)) x (BN'TV) = (8/e) x (Y).

5 For an account of the N'TV model see Productivity and the Bonus Culture by Andrew Smithers (Oxford University Press, 2019) and
“T'he N'T'V model for total factor productivity’ by Andrew Smithers, World Economics 20, 2 (April-June 2019).
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USA-India FTA

T'rade and Strategic Considerations

Siddhartha K. Rastogi

Key Points

e Free Trade Agreements have gained momentum in a world with a flailing
multilateral system of negotiations. The increased might of China has also
pushed the global North including the EU and the USA to fall back on
increasing direct trade linkages with the global South to counterbalance
Chinese comparative advantages.

e India has emerged as the main contender for considering F'TAs, particularly to
counterbalance China. India also needs these F'TAs for strategic reasons, such
as growth, technology transfer and for geostrategic purposes.

e India and the USA have a broad agreement on the need for a F'TA; however,
some points of divergence remain. For the USA, stricter protection of
intellectual property rights and more freedom for US tech firms are the major
demands. India, on the other hand, is firm on more regulation for e-commerce
firms and local data storage rules and demands greater access to US agricultural
markets.

e While both countries have strategic reasons to become a closer trade partner,
domestic lobbies or perceptions of national interest hold back the negotiators of
both sides.

Introduction

The push towards more and more Free Trade Agreements (F'T'A) at bilateral or
multilateral levels has been one of the cornerstones of the General Agreement
on Tariff and Trade (GATT)—World Trade Organization (WTO) policy
objectives for more than half a century. While both GATT and WTO have
adopted multilateralism and non-discrimination as core principles, F'T'As (or
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variants in the form of regional or preferential trade agreements) have been
accepted as partial progress towards the ultimate objective of universal free
trade. Although F'TAs have been only the third-most-effective reason for
expanding free trade behind containerisation of merchandise trade and
membership of GATT-WTO (Bernhofen et al., 2012), those are the only ones
where any policy intervention may work on an ongoing basis. Thus it is no
surprise that countries liberalising trade often resort to a spree of F'T'As.

Generally, it is the global South that has resorted to FT'As as a means of
gaining momentum in trade. Also, they have generally focused on seeking F'T'As
with the developed countries of the global North owing to colonial legacy as well
as the resourcefulness of Northern nations. For example, out of the 350 Regional
Trade Agreements (R'T'As) notified up till 2021, only four are between a middle-
income and a low-income country and not a single F'TA between a developed
and a low-income country has been notified (WTO, 2021a).

However, since the global financial crisis of 2008/9, the balance has tilted a
litctle. While the developed nations still control the lion’s share of world trade,
global South—South trade, 1.e. trade among developing countries, has shown
significant progress. In fact, by 2015 global South—South migration exceeded the
global South—North (developing country to developed country) migration
(World Bank, 2015). However, global South—South trade is still far behind the
Northern hemisphere’s share and almost all the leading trading nations are

developed ones (see Tables 1 and 2 below).
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Table 1: Leaders in world merchandise trade, 2019

Rank  Exporters Eﬁllsl:];ebn) % share Rank Importers 2/L?Isl{$ebn) % share
1 China 2,498.57 13.32 1 USA 2,568.40 13.47
2 USA 1,645.17 8.77 2 China 2,068.95 10.85
3 Germany 1,486.46 7.93 3 Germany 1,236.30 6.48
4 Netherlands 721.30 3.85 4 Japan 720.96 3.78
5 Japan 705.84 3.76 5 UK 692.58 3.63
6 France 555.10 2.96 6 Netherlands 646.75 3.39
7 South Korea 542.33 2.89 7 France 637.95 3.35
8 Hong Kong 535.71 2.86 8 Hong Kong 578.59 3.03
9 Italy 532.68 2.84 9 South Korea 503.26 2.64
10 Mexico 472.27 2.52 10 India 478.88 251
18 India 323.25 1.72

Top 10 9,695 51.70 Top 10 10,133 53.15
Top 20 13,491 71.93 Top 20 13,768 72.22
Top 50 17,539 93.52 Top 50 17,516 91.88
All 18,755 100 All 19,065 100
Source: WTO, 2020.
Table 2: Leaders in world services trade, 2019

Rank Exporters (UVSaSISUben) shogre Rank Importers (U\gﬂliuben) shog)re
1 USA 875.83 14.36 1 USA 588.36 10.24
2 UK 416.31 6.83 2 China 500.68 8.71
3 Germany 340.73 5.59 3 Germany 364.60 6.34
4 France 287.62 4.72 4 Ireland 321.16 5.59
5 China 283.19 4.64 5 UK 283.79 4.94
6 Netherlands 264.13 4.33 6 France 262.85 4.57
7 Ireland 238.96 3.92 7 Netherlands 246.39 4.29
8 India 214.36 3.52 8 Japan 203.59 3.54
9 Japan 205.06 3.36 9 Singapore 199.05 3.46
10 Singapore 204.81 3.36 10 India 179.18 3.12

Top 10 3,243 54.63 Top 10 3,150 54.81
Top 40 5,344 89.28 Top 40 5,149 89.59
World 6,098 100 World 5,747 100

Source: WTO 2020.
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Given the overarching trade balances in favour of China, many countries have
felt the need to diversify the source of their imports for strategic reasons. When
a trade war against China was initiated by mainly European countries in 2014,
the Trump administration of the USA made most headlines on the subject. The
USA has also tried promoting India as a counterbalance to China in the region.
It is no wonder that the Indo-US 2+2 dialogue (joint meeting of defence and
external affairs ministers) concluded in October 2020 specifically mentions
cooperation in the Indo-Pacific region and the prospects of a formal quadrilateral
partnership (India—-USA-Japan—Australia) (MEA, 2020). Since Trump started
his anti-China rhetoric with trade-related actions, it was obvious that trade talks
would be part of the Indo-US bonhomie.

Rationale for an Indo-US FTA

In fact, an Indo-US trade deal has been under discussion for more than two
decades now (LLawrence and Chadha, 2004) and became a major focus of
diplomatic and trade negotiations from 2018. However, it picked up pace only
in the year 2020. Two reasons for this sudden hurry to finalise the long-
negotiated deal are believed to be pressures on pandemic-hit economies and the
US presidential elections in November 2020. Although the fate of the deal hangs
in the balance now, with the change of US government, India needs a serious
relook at the deal instead of rushing in quick. Figure 1 below shows US trade
and investment with India and the growth over the past decade in these figures.
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Figure 1: US trade and investment with India

Source: Congressional Research Service, 2020.

While India ranks ninth among all US merchandise trade partners with 2.2%
of trade, the USA is a much more important partner for India. It has been India’s
top export destination with about 16% of merchandise exports, and its second-
largest source of imports (after China) with 6.5% of merchandise imports.
Overall trade numbers-wise, the USA is India’s largest trading partner,
accounting for 11.1% of total Indian trade, on a par with the European Union
and ahead of China (10.7%) (IANS, 2020). India’s services, as well as
remittances, also heavily depend on the USA. At the same time, it would be
advantageous for both India and the USA to go ahead with a fast-track F'TA
given their limited exposure to similar agreements (see Figures 2 and 3 below).
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Figure 2: US Regional Trade Agreements with the world, 2021

Source: WTO, 2021b.

Figure 3: India’s Regional Trade Agreements with the world, 2021

Source: WTO, 2021b.
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As is clear from Figures 2 and 3, the USA has very few FTAs, all strategic,
while India has a presence mainly limited to the global South. Accordingly, both
the countries may have a reason to look beyond their usual diplomatic set. If
rising tension between India and China is any indicator, US goodwill may
become more critical for India. However, to counterbalance China, the USA
requires a strategic ally and no other country in Asia seems to fit that role better
than India. However, the USA has tried to gain more bargaining chips against
India in the recent past. One evidence of that is the US cancellation of India’s
preferred status under the Generalized System of Preferences (GSP), which
occurred in the middle of the ongoing trade negotiations and affected about
2,000 product lines, representing about 14% of Indian exports to the USA worth
$5.7 billion (PTT, 2019).

Expectations from an FTA

Fukase and Martin (2016) suggest that the USA would gain roughly equally from
the Trans-Pacific Partnership and the US-EU FTA (from each deal US$ 6.4
billion) whereas the welfare gains from a potential India—US F'TA would be
about US$ 3.7 billion. Conversely, from India’s perspective, they estimate its
welfare gains from an India—EU FTA and an India—~ASEAN FTA to be US$ 2.1
billion and US$ 2.5 billion respectively, while the gains from a potential India—
USA FTA would reach about US$ 1.4 billion.

However, before evaluating the macro numbers of an Indo-US trade deal, let
us take a look at the demands from each side. The US demands include market
access for agricultural goods, mainly dairy and dry fruits. The USA heavily
subsidises farm products, which come from politically sensitive areas.
Additionally, it wants removal of price controls on medical devices (such as
coronary stents and knee-replacement hardware) and reductions in duty on
several industrial goods (mainly Harley-Davidson motorcycles, which attract
50% duty now, and recently attracted 100% duty) are also on the US wish list
(Pattanayak, 2020).

Further, stronger protection of US intellectual property rights, mainly by
removal of section 3(d) and 3(j) of the Indian Patent Act, is also demanded by
the US pharma lobby. To make this clear at a technical level, section 3(d)

prevents ‘evergreening’ of medicinal drugs, and under it several patents filed by
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US pharmaceutical firms have been rejected; section 3(j) bars patenting of plant
varieties, aiming to safeguard traditional Indian knowledge about the medicinal
properties or commercial value of plants such as neem, holy basil, turmeric,
basmati rice, among others. In the early 2000s, India fought a long battle against
US firms that tried to obtain patents on knowledge obtained from traditional
Indian sources (Kumar, 1997). The introduction of section 3(j) and the national
registry of the plant genetic resources of India were consequences of such patent
raids.

The long list of US demands also include non-local storage of Indian data and
removal of restrictions on US e-commerce firms. This demand is attributed to
the big tech lobby in the USA, which finds it more convenient to abide by US
laws than Indian laws. If a requirement for local storage of data were enforced
on US tech firms, it might have three simultaneous outcomes—one, losses to
US-based storage and server firms; two, a great boost to Indian hardware, data
storage and server firms; and three, stricter enforcement of Indian laws, which
have largely been ignored by US tech firms thus far. Similarly, the e-commerce
giants of the US might face local taxes and more stringent regulation if Indian
laws were applied rather than the presently applicable US laws (Business Line,
2020).

In fact, the F'T'A was deemed so critical to the US strategy to counterbalance
China that a mini-trade deal was proposed in January 2021 for quicker results. It
was expected to cover tariff-related concessions for US farm produce, especially
dairy items, pricing of pharmaceutical products such as those mentioned above
and information and communication technology products. In return, the USA
was expected to restore benefits accorded to Indian exporters under the GSP
(Mishra, 2021).

While one might expect a two-way deal, India seems to have a much shorter
list of demands. While this may be attributed to the typically ill-prepared Indian
negotiators at the trade table, the main Indian stance has been to resist the US
demands. Her own short wish list includes more market access to US markets
for agricultural goods and reduction of US agricultural subsidies in line with
WTO demands. India has also demanded exemption from the “T'rump tariffs’
on steel and aluminium products. Further, it has long demanded localised
storage for Indian data (at present, Indian law requires only financial data to be
stored in India). It is interesting to note that most of India’s demands amount to
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negating Trump actions of the last two years. In order to extract large leverage
from India, an industrially embattled and exhausted USA has offered to restore
preferred GSP status to India (P'T'T, 2020). This may give a slight competitive
boost to US$ 5.46 billion worth of Indian exports, which was lost when India was
removed from the GSP beneficiaries list.

Why does India have a short list of demands against the long list of US
demands? Primarily because Indian industry has no lobby or close connection
with the Indian government; whereas US industry has deep ties with the
government, so much so that the US government often negotiates on behalf of
its industrial lobby. There lies a strategic lesson for India: to treat Indian industry
as a partner in decision-making instead of leaving everything to the bureaucrats,
who have no skin in the game. Going forward, the Indian negotiators should
definitely keep in mind the following points.

While the USA might have seen the agricultural producer lobby as a great
vote bank for Trump, India has no scope to accept hyper-subsidised US
agricultural products. As it is, India is one of the largest importers of almonds
from the USA, having imported fresh or dried shelled almonds worth US$615.12
million and fresh apples worth $145.20 million in 2018-19 (Ghosh, 2020). Dairy
produce would be particularly unacceptable owing to the capital-intensive,
industrial scale of cattle farms, mechanical milking of cattle and frequent
‘treatments’ of the cattle, such as feeding them chicken and injecting them with
hormonal drugs. It ought to be particularly difficult for the Modi government,
which expresses a cow-sympathising policy, not to mention the disaster it could
spell for millions of small dairy farmers and marginal farmers in India, who
cannot meet the US scale or capital and do not enjoy the subsidy. Moreover,
India, along with other developing countries, has fought against US agricultural
subsidies (more appropriately the OECD’s subsidies) since 1986 at least (the
Uruguay round of GA'T'T). Giving agricultural market access to the USA would
amount to undoing everything that India fought for through GATT-W'TO since
1986.

Further, India accounts for 40% of US generic drug imports, including the
now famous anti-malarial hydroxychloroquine. The Indian pharmaceutical
industry may become even more critical for the world in the face of the present
pandemic. In fact, by allowing generic drugs into the USA, India would do the
USA a favour, although this would not please the US pharmaceutical lobby.
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Moreover, the US demand that India let go of section 3(d) and 3 (j) of the Indian
Patent Act are an intervention in the sovereign process of the nation. The Indian
negotiators should not forget the long battle fought by the Vajpayee government
to save neem, turmeric and holy basil (tulsi) from US patents.

Conclusion

While it is apparent from the discussion above that a mini- or full-blown F'TA is
important for both the USA and India, the negotiation cart is seemingly stuck
between the diplomatic, political and trade channels of the two countries. Given
the economic muscle of the USA, India requires the deal; and given the strategic
need to counterbalance Chinese aggression, the USA needs the deal. However,
neither country seems to accept the urgency, perhaps seeking to hang on to
bargaining chips.

T'he obvious question arises: what can India offer the USA in order to strike
a deal, if agricultural entry is out of the question? Some obvious choices may
include reducing the tariffs on imported Harley-Davidson motorcycles, which
has been on the US list since George W. Bush visited India in 2006. In addition,
India may need to repackage a lot of offers to sell them to the USA, such as the
cheap pharma supplies mentioned above and the country’s superior I'T" talent,
which assimilates better in US society than many other nationalities and
ethnicities. Similarly, the USA may have to behave like a nation rather than a
representative of the big tech firms negotiating on their behalf. While the
existence and influence of the military-industrial complex is still understood and
accepted in international negotiations, US corporate advocacy may still be
unpalatable to many countries.

However, when the US trade representative Katherine Chi Tai and Indian
commerce minister Piyush Goyal sit across the table to draw up the anticipated
trade deal, India should not become desperate to strike one. Rather, it should
take advantage of the US desperation following a highly contested election year,

to strike the deal on its own terms.
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