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PRICE AND COST COMPETITIVENESS
QUARTERLY REPORT - THIRD QUARTER 1996

This report provides a periodic assessment of the price and cost competitiveness of the
European Union (EURI1S), the group of countries participating in the Exchange Rate
Mechanism (ERM), the 15 EU Member States individually, as well as 5 other industrial
countries'. It appears quarterly and consists of two parts. Part I offers an analysis of recent
developments. The discussion is illustrated by a small number of tables and graphs. Parr 2
provides more detailed information. For each country, changes in nominal and real effective
exchange rates are presented in the form of tables and graphs.

The nominal effective exchange rate (NEER) aims to track changes in the value of a
nation's currency relative to the currencies of its principal trading partners. It is calculated as
a weighted average of the bilateral exchange rates with those currencies.

The real effective exchange rate (REER) aims to assess a nation's price or cost
competitiveness relative to its principal competitors- in international markets. It corresponds
to the NEER deflated by selected relative (or ‘effective') price or cost deflators. The
discussion in Part 1 focuses on real rates based on unit labour costs in the manufacturing
sector. Part 2 of the report presents real rates based on the consumer price index (CPI), the
GDP deflator, the price deflator of exports of goods and services (PX), unit labour costs in
the whole economy (ULCE). as well as unit labour costs in manufacturing (ULCM).

1987, the year of the Louvre Accord, is taken as the base period for the various indicators
of price and cost competitiveness, because the Accord marked the beginning of a period of
exchange-rate stability that ended with the September 1992 ERM crisis. This does not imply
that 1987 exchange rates should be treated as equilibrium rates.

Part 1 of the report focuses on developments since 1987 in the European Union, the
United States and Japan. It consists of two sections. The first section describes the changes
observed in the cost competitiveness of the US, Japanese and EU economies relative to 23
industrial countries. In this tirst section the bilateral position of the European Union relative
to the United States and Japan is also examined. The second section comments on exchange
rate developments within the European Union.

Both outlay and contents of the 1996 reports are substantially different from earlier
reports. Following a change in the computer programme, it 1S now possible to use trade-
weights that have been updated until 1994 and to increase the number of competitor countries
to 23 (i.e. OECD members). Moreover. ditferently defined nominal and real exchange rates
are available upon request. A technical annex provides further details.

! Norway, Australia. Canada. Japan and the United States.
< In this report three alternative groups of competitor countries are considered: the 23 industrial countries

(1C 23). the 15 Member states of the Furopean Union (FUR 15) and the 10 panticipants in the Exchange Rate
Mechanism (ERM).

24 October, 1996
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ANALYSIS OF DEVELOPMENTS IN THE COST COMPETITIVENESS
OF THE EUROPEAN UNION, THE UNITED STATES AND JAPAN

MAIN CONCLUSIONS

In the third quarter of 1996:

Due to the appreciation of its currencies, the Union's cost competitiveness deteriorated by 2%
relative to both the 23 industrial countries (IC23) and the United States. In the latter case. this is a
reversal of developments in the first and second quarter of this year. Japan's cost competitiveness.
on the other hand, improved by 3%, as the yen continued to decline. US cost competitiveness
hardly changed.

The strongest currency within the European Union was the Finnish markka, buoved by favourable
economic indicators and prospects for ERM membership. A nominal appreciation of 2/4% led to
a similar decline in Finnish cost competitiveness, the largest in the Union. The only other
countries with cost competitiveness losses above 1% were Greece and Italy. Germany. the
Netherlands and Austria. on the other hand, improved their cost competitiveness by 1%.

Since the second quarter of 1995 (marking the end of the 1995 ERM currency fluctuations):

The Union’s cost competitiveness has deteriorated by 6% as its currencies have appreciated by
8% relative to those of the other industrial countries. Relative to Japan, the Union's cost
competitiveness has declined by 25%. but relative to the United States it has risen by 2%.

Calm has returned to European currency markets and the exchange rate developments observed
since then have corrected some, but not all of the disparities that had arisen in the period before.
In particular. cost competitiveness in Germany (8%), the Netherlands (7%) and Austria (7%5) has
been rising rapidly. Italy (19%) and Sweden (18%). on the other hand. have experienced
significant losses in cost competitiveness.

Since the third quarter of 1992 (marking the start of ERM crises of 1992 and 1993):

The cost competitiveness of the Union has improved by 11% relative to the 1C23. The nominal
effective exchange rate of the Union currencies has now returned to the level observed in the third
quarter of 1992. The gain in cost competitiveness therefore reflects a decline in unit labour costs,
In the United States and Japan, however. unit labour costs have declined even faster than in the
Union. Still, due to nominal exchange rate developments we can report a 9% gain in the Union’s
cost competitiveness relative to the United States and a 21% gain relative to Japan.

For different reasons. Spain (22%%), Ireland (17'4%0), Italy (16%) and Sweden (16%) have made
important gains in cost competitiveness. Greece (16%), Denmark (12%) and Germany (12%)
have recorded the highest losses. In the other Union Member States, the changes in cost

competitiveness vary between a 6% gain for the UK and an 8% loss for France.

Since 1987 (year of the Louvre Accord):

The Union's cost competitiveness has improved by 3%. US cost competitiveness has risen by
13%. while that of Japan has declined by 18%.

Amongst Union Member States, Ireland (32%) has recorded by far the largest gains in cost
competitiveness, thanks to a 34% reduction in the relative unit labour costs of its manufacturing
industry. Finland (18%) has made important cost competitiveness gains as well. Italy’s 129 gain
is clearly linked to the nominal depreciation of the lira. In addition to Greece and Portugal.
Germany (15%) has been the only country with cost competitiveness losses above 10%.
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1. INTERNATIONAL DEVELOPMENTS

From a European viewpoint, the development of the cost competitiveness of the
industrialised countries since the Louvre Accord can best be described by distinguishing
three periods (see Graph 1). A first period, 1987-1992Q3, with extremely low
exchange rate variability inside the Exchange Rate Mechanism (ERM): a second period.
1992Q3-1995Q2, with at times strong currency fluctuations; and a third period,
1995Q2-1996Q3, in which relative calm returned to European currency markets.

GRAPH 1 : DEVELOPMENT OF COST COMPETITIVENESS (1)
RELATIVE TO 23 INDUSTRIAL PARTNERS SINCE THE LOUVRE ACCORD
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(1) Cost competitiveness as measured by the inverse of the nominal effective exchange rate deflated by unit labour

cost in manufacturing A positive sign illustrates a gain in cost competitiveness
(2) Expressed as the natural logarthm of the ratio (in %)

The first period runs from 1987 to the third quarter of 1992. The end of the period
is marked by the tirst ERM crisis of September 1992. The 23% appreciation of the
European currencies during this period led to an 9%! loss in cost competitiveness for

' The figures on cost-competitiveness presented here can be slightly different from those presented in the

previous report(s) due to the regular revision of the AMECO data base containing the various deflators and their
components.



the European Union (including Germany, that recorded a 5% cost-competitive loss).
US cost competitiveness relative to 23 industrialised countries rose by 17%. in part due
to the 6% decline of the nominal effective exchange rate of the US dollar. The cost
competitiveness of the Japanese manufacturing sector rose by 2% in spite of the 9%
nominal appreciation of the yen.

The second period runs from the third quarter of 1992 to the second quarter of
1995. The 1992/93 ERM crises provoked a weakening of the Union currencies, which
depreciated by 7%, on average. This depreciation contributed to the 16% improvement
in the cost competitiveness of the European Union during this period. This average.
however, masks large differences between the various European currencies. German
cost competitiveness, for instance, deteriorated by 14%. This deterioration was entirely
due to a rise in the nominal effective exchange of the mark relative to the other
industrial countries. The 56% nominal appreciation of the ven contributed to a 62% loss
in cost competitiveness for the Japanese manufacturing industry. American cost
competitiveness improved by 2% during the second period.

In the third and final period, the Japanese yen has retreated from its highs of the
second quarter of 1995. Since then, the nominal effective exchange rate of the yen
has declined by 21% and the real rate by 26%. German cost competitiveness has
improved as well (by 572%). Germany. however. is not representative of the European
Union as a whole. While the German mark has depreciated recently. other European
currencies (including the Italian lira and the Swedish crown) have appreciated relative to
1C23. Since the second quarter of 1995, the European currencies (including the German
mark) have appreciated by 8%. on average. Consequently, the EU's cost
competitiveness has deteriorated by 6%. The US dollar has appreciated as well (by
10%) leading to a 8%¢ decline in cost competitiveness.

Adding up the changes observed during these three periods, the competitive
position of the European Union as a whole has changed relatively little compared
with 1987. Since that year. the Union’s cost competitiveness has improved by 3%. in
spite of the 23% nominal effective appreciation of the Union’s currencies relative those
of the other industrial countries. Competitive gains made during the second period have
more than offset both earlier and more recent losses. Contrary to the Union as a whole.
Germany has recorded a 13% loss in cost competitiveness compared with 1987. Recent
gains have been insufficient to compensate earlier losses. The same is true in the case of
Japan. In spite of the recent weakness of the Japanese currency, the yen's 56% nominal
effective appreciation of the second period continues to dominate the picture. Compared
with 1987, the yen has appreciated by 34% and the cost competitiveness of Japanese
manufacturing has deteriorated by 18%. The 13% American cost competitiveness gains
date from the first period. Recent losses are relatively minor.

1. United States

The dollar fluctuations observed during the third quarter of 1996 were the result of a
number of conflicting tendencies. On the one hand. the strong drop in the US stock
market in early July, had a negative effect on the valuc of the dollar. The lack of



improvements in US trade figures was another factor weighing on the dollar. On the
other hand, the September 24 decision by the Fed to leave US short-term interest rates
unchanged fueled a stock and bond market recovery attracting an inflow of capital and
contributing to the September appreciation of the dollar against the German mark and
Japanese yen (see Graph 2A). Finally. expectations for a future tightening of monetary
policy have not disappeared.

GRAPH 2A : BILATERAL EXCHANGE RATE AGAINST THE US DOLLAR
(Monthly averages since 1987)
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In spite of all these developments, the nominal effective exchange rate of the US
dollar remained basically constant in the third quarter (see Table 1). Expressed in
German marks. the value of the dollar increased only marginally. from 1.523 DNM/S on 1
July to 1.525 DM/S on 1 October. Against the Japanese yen, however, the dollar
appreciated. as the Japanese economy continued to sputter. The yen per dollar rate rose
from 109.7 ¥/S on 1 Julv to 111.3 ¥/$ on 1 October, a 1/2% increase.”

]

The bilateral DM/S rate declined from an average of 1.522 Deutsche Mark per US dollar in the second quarter
of 1996 to 1.497 DM 'S in the third quarter. a 2% decrease. The ¥/§ rate rose by 1%4%0. from 107.5 ven per dollur
in the second quarter to 109.0 yen per dollar in the third quarter of 1996. The latest exchange rates available are.
1$=1.529 DM and 1$=111.5 ¥ (11.10.1996). evidence of the continued strength of the US dollar against the yen
in particular.




TABLE 1: COST COMPETITIVENESS OF THE UNITED STATES, JAPAN,
THE EUROPEAN UNION AND GERMANY RELATIVE TO 23 INDUSTRIAL COUNTRIES.

A. EVOLUTION IN MANUFACTURING INDUSTRY

‘During third quarter 1996 Since the Tirst ERM crisis Since 1987
(96 Q3796 Q2) (96 Q3/92Q3) (96 Q3/87)
70 Change | NEER ULC REER NEER ULCT  KEEK NEER ULCT ™ REER™
(1 2 3) (1 @) (3) 1) 2 (3)
USA -0.1 -0.3 -0.3 16.2 -9.3 5.5 9.0 -20.0 -12.8
Japan -2.0 -0.9 -2.9 22.8 -2.1 20.3 34.4 -12.4 17.6
EURIS 2.4 -0.3 2.1 0.3 -11.6 -11.3 231 -21.2 -3.0
Germany 0.7 -0.9 -0.2 10.9 2.9 7.7 22.1 -7.6 12.8

B. EVOLUTION IN WHOLE ECONOMY

During third quarter 1996 Since the tirst ERN crisis Since 1987
(96 Q3796 Q) (96 Q3/92Q3) (96 Q3/87)
7o Change NEER ~ULCT REER NEER™  —ULT "REER EERT ULT REER
N (2) (3) (hH (2) (3) (h (2) (3)
USA -0.1 -0.1 -0.1 16.2 23 3.5 9.0 -1201 -4.1
Japan 2.0 -0.8 -2.8 228 -7.6 13.5 34.4 -21.7 52
EURT1S 24 -0.5 1.9 0.3 -12.2 -11.9 231 -20.7 -2.4
Germany 0.7 -0.0 0.0 10.9 -6.0 4.2 221 -18.3 -0.2

Source : DG 11.D.4 EC

(1) NEER = Nomina! Effective Exchange Rate. A minus means a depreciation of the NEER.
(2) ULC = Relative Unit Labour Costs (in national currency).

(3) REER = Real Effective Exchange Rate = relative unit labour costs (in common currency).
A minus means an improvement in cost competitiveness.

Since April 1995, when the dollar reached all-time monthly lows against both the
German mark (1.381 DM/S) and the Japanese yen (83.87 ¥/§). the US currency has
appreciated by 9% against the German mark and by no less than 31% against the
Japanese yen. A long-term perspective. however, shows a significant decline of the
dollar against both the German mark and the Japanese yen (see Graph 2A). Since
January 1987, the time of the Louvre accord. the dollar has depreciated by 19% against
the German Mark and by 29% against the Japanese yen. The DM/dollar rates observed
now are similar to those observed in the third quarter of 1992, the time of the first ERM
crisis. The current ven/dollar rates. on the other hand. are still well below the 1992Q3
rates.

As the nominal effective exchange rate of the dollar was unchanged during the third
quarter of 1996, developments in cost competitiveness were determined solely by the
changes observed in relative manufacturing unit labour cost. A small improvement in
American cost performance relative to the 23 industrial countries led to a 0.3% gain in
US cost competitiveness (see Table 1).



Since the second quarter of 1995, when the dollar started its recovery against the
German mark and the Japanese yen, the dollar has appreciated by 10% relative to the
currencies of the 23 industrial countries. This currency appreciation has led to an 8%
loss in cost competitiveness.

Over the long term, however, the United States has made significant gains in cost
competitiveness (13% since 1987). The 9% nominal appreciation of the dollar has been
more than offset by a 20% reduction in relative unit labour costs in manufacturing?.

The US cost performance in the economy as a whole, however, has been less
impressive. Since 1987, unit labour costs relative to the 23 industrial countries
(including Mexico) have declined by 12% only (see bottom half of Table 1). During this
same period, relative export prices (expressed in national currency) have gone down by
16%, resulting in a 4'2% decline in American export profitability* (see Table 2). This
result, however, should be interpreted with caution as the decline in prices of imported
raw materials and intermediate products has not been taken into consideration.

2. Japan

In the first quarter of 1996, the Japanese economy. encouraged by low short-term
interest rates and public work expenditures. had posted impressive growth figures.
However, the recovery appears to have stalled in the second and third quarter of this
year. The Tankan quarterlv business survey. published towards the end of August.
reported a fall in business confidence. As a result, markets dismissed wide-spread
expectations of an imminent interest rate hike and exerted downward pressure on the
ven. Other factors in the yen’s decline were the continued fall of Japan's current account
surplus and the increased attractiveness for Japanese of investing in US bonds and
equity.

In the third quarter of 1996, the ven depreciated by 1% against the US dollar.
The ven per dollar rate went up from 109.7 ¥/$ on 1 July to 111.3 ¥/$ on 1 October. The
rate of depreciation against the German mark was 1% as the yen per mark rate rose from
72.00¥/DM on 1 July to 73.00 ¥/DM on 1 October.*

[}

The inclusion of Mexico in the 23 industrial countries considered as trading partners significantly improves the
reported relative cost performance of the American manufacturing industry. Unit labour costs in Mexico
(expressed in national currency) have been rising at a rapid rate. Compared with those figures. the rise in US
unit labour costs will ook very modest. Similarly. Mexico's inclusion in the analysis causes an important risc n
the nominal effective exchange rate of the US dollar. The measures of cost competitiveness here presented are
less affected. because the nominal exchange rate effect and the cost performance effect largely offset each other.

4 The relative export profitability of an economy is defined as the ratio of the relative export price index and
relative unit labour costs in the economy as a whole (expressed in national currencies). It is an indicator of
relative profit margins for producers of export goods and services in the various industrial countries.

> The quarterly ¥/DM rate rose from 70.60 in the second quarter to 72.78 yen per Deutsche Mark in the third
quarter of 1996. which implies a 3% depreciation of the ven against the mark. The latest exchange rate available
is: 72.92 ¥/DM (11.10.1996).



TABLE 2: EXPORT PROFITABILITY OF THE UNITED STATES, JAPAN,
THE EUROPEAN UNION AND GERMANY RELATIVE TO 23 INDUSTRIAL COUNTRIES.

EVOLUTION IN THE WHOLE ECONOMY

uring third quarter 1996 Since the first ERM crisis Since 1987

(96 Q3796 Q2) (96 Q3/920Q3) (96 Q3/87)
Yo Change Export Protit- Export Prohit- Export Prohit-
Prices ULC ability Prices ULC ability Prices ULC ability
(D 2 (3) (H (2) 3) (1) 2) (3)
USA -0.1 -0.1 -0.1 -1 -2.3 -9.0 -16.0 -12.1 -4.5
Japan 23 -0.8 3.1 -14.0 -7.6 -6.9 -26.0 -21.7 -5.5
EURIS -1.3 -0.5 -0.8 -5.9 -12.2 7.2 -9.8 -20.7 13.7
Germany -0.4 -0.6 0.2 -7.7 -6.0 -1.8 -12.2 -18.3 7.4

Source : DG II.D4 EC
(1) = Relative price index of exports of goods and services (in national currency).
(2) = Relative unit labour costs (in national currency).
(3) = Relative export profitability. A plus means an increase
in relative profit margins for producers of export goods and services.

As the yen depreciated even more rapidly against high-yielding currencies like the
[talian lira or the British pound. the nominal effective exchange rate of the ven
against the currencies of 23 industrial countries declined by 2%. In addition.
relative unit labour cost declined by 1%. Consequently. the Japanese manufacturing
sector made a 3% gain in cost competitiveness in the third quarter of 1996.

The ven has been on a declining trend against the US dollar and the German mark since
the second quarter of 1995 (see Graph 2B). Since then, the ven has depreciated by
224496 against the US dollar and by 17% against the German mark. Relative to the 23
industrial countries, the yen has depreciated by 21%. The nominal effective depreciation
of the ven has contributed to a cost competitiveness gain of 26%.




GRAPH 2B : BILATERAL EXCHANGE RATE OF THE YEN

(Monthly averages since 1987)

160 Yen/$ ‘ Yen/DM 100

140 90

120 80
100 70
80 60
?
X3

Source European Commission [—Yenls —Yen/DM

This significant gain. however. has been insufficient to completely offset the large
losses of the period before (see Graph 1). Between the third quarter of 1992 and the
second quarter of 1995, the Japanese manufacturing industry experienced a 62% loss in
cost competitiveness. Graph 1 also illustrates that recently the fluctuations in cost
competitiveness have been much larger in Japan than in the United States and the
European Union.

In addition. over the longer term Japan has recorded important losses in cost
competitiveness (see Table 1) and in export profitability (see Table 2). Since 1987, the
cost competitiveness of the Japanese manufacturing sector has declined by 18%.
Export profitability has decreased by 5'2%. as exporters have sharply reduced their
prices (expressed in national currency) in order to compensate the nominal appreciation
of the yen.

3. European Union

In this section, the cost competitiveness of the EU as a whole is examined. This analysis
may obscure diverging developments among the Member States. Intra-Union
developments are presented in Section II.




The competitive position of the European Union
relative to other industrial countries

The recent deterioration in the cost competitiveness of the European Union relative to
the other industrial countries can be attributed to the appreciation of high-yielding
Union currencies, such as the Italian lira. These currencies have been buoyed by efforts
to implement budgetary discipline and improved prospects for early entry into European
Monetary Union against the background of improved market sentiment about the
realisation of European Monetary Union.

In the third quarter of 1996, the Union’s currencies appreciated by 2%2%, while the
German mark appreciated by less than 1% against the 23 industrial countries. In terms
of cost competitiveness, the contrast was even stronger. The Union’s cost
competitiveness deteriorated by 2%, but that of Germany improved slightly (see
Table 1).

The Union currencies started to appreciate in the first quarter of 1994 with a short
pause in the second quarter of 1995 and again in the second quarter of 1996. The
nominal effective exchange rate of the Union currencies has now returned to the
level observed in the third quarter of 1992, the quarter of the first crisis in the
Exchange Rate Mechanism (see Graph 3A).c In real terms, however, the Union’s
effective exchange rate is still well below that of the third quarter of 1992 (see Graph
3B). Since the first ERM crisis, the Union’s cost competitiveness has improved by
11%.

Developments in Germany have been quite different. Both the nominal and real
exchange rates of the German mark are still well above the levels observed before the
ERM crisis (see Graph 3A and Graph 3B). Since the third quarter of 1992, Germany has
suffered a 8% loss in cost competitiveness relative to 23 industrial countries (see Table

1).

Compared with 1987, the European Union has made a 3% gain in cost
competitiveness, while Germany’s manufacturing sector has recorded a 13% loss.
However, if one considers the evolution in the whole economy (see bottom half of
Table 1), the German picture looks brighter: the current real effective exchange rate of
the German mark is similar to the one observed in 1987.

Since 1987, the Union has improved not only its cost competitiveness, but also its
export profitability. Relative export prices have been declining at a lower rate than
relative unit labour costs, resulting in a 14% gain in profitability for the Union as a
whole and a 7% gain for Germany (see Table 2).

6 The rapid return of the nominal effective exchange rate of the Union’s currencies to its 1992Q3 level should be
partially attributed to the inclusion of Turkey and Mexico in the list of 23 industrial countries (see argument in
Footnote 3).
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GRAPH 3A: NOMINAL EFFECTIVE EXCHANGE RATES
RELATIVE TO 23 INDUSTRIAL PARTNERS SINCE THE LOUVRE ACCORD
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The competitive position of the European Union
relative to the United States and Japan

During the third quarter of 1996, the European currencies appreciated by 2% against
the US dollar, a reversal of developments in the first and second quarter of this year (see
Graph 4A). The appreciation against the Japanese yen, which had commenced in the
second quarter of 1995 and was halted in the second quarter of this year, continued: the

nominal effective exchange rate of the European currencies against the Japanese yen
rosc by 3%.

The nominal appreciation of the European currencies and a small rise in relative unit
labour costs in manufacturing resulted in a 2% loss in cost competitiveness in relation
to the United States and a 4% loss in relation to Japan (see Table 3).

TABLE 3: COST COMPETITIVENESS OF THE EUROPEAN UNION
RELLATIVE TO THE UNITED STATES AND JAPAN

A. EVOLUTION IN MANUFACTURING INDUSTRY

During third quarter 1996 Since the Tirst ERM crisis Since T987
(96 Q3796 Q2) (96 Q3/962Q3) (96 Q3/87)
%o Change | NEEKR CLT  REER NEER ULT  REER NEER ULTT REER
(1 (2) (3) (H 2) (3) (h ) (3)
USA 1.7 02 1.9 -10.4 2.0 -8.6 7.3 4.9 12.6
Japan 3.1 0.9 4.1 -21.7 0.7 -21.2 -19.1 1.0 -10.1

B. EVOLUTION IN WHOLE ECONONMY

Durmg third quarter 1996 Since the irstERM crisis Smce T987
(96 Q3 /96 Q) (96 Q3/92Q3) (96 Q37 87)
Yo Change NEER CLT  REER NEER ULCT  REER NEER ULCT  REER
(h (2 3) (n (2) (3) (H 2 (3
USA 1.7 -0.1 1.5 -10.4 -3.8 -13.8 7.3 -1.9 52
Japan 3.1 0.7 3.8 -21.7 3.9 -18.7 -19.1 20.6 2.4

Source : DG [1.D.4 EC

(1) NEER = Nominal Effective Exchange Rate. A minus means a depreciation of the NEER.
(2) ULC = Relative Unit Labour Costs (in national currency).

(3) REER = Real Effective Exchange Rate = relative unit labour costs (in common currency).
A minus means an improvement in cost competitiveness.

11



GRAPH 4A: NOMINAL EFFECTIVE EXCHANGE RATES OF THE
EUROPEAN CURRENCIES RELATIVE TO THE US DOLLAR AND JAPANESE YEN
130

120

110

100

90

80

70

60

\R;\ R Sb?) ’%Cb 96 9\ SV 9"9 be 993 9&)
G G

o,
o,
o
<.
O
o
©
o,

Index 1987=100

GRAPH 4B' REAL EFFECTIVE EXCHANGE RATES (1) OF THE
EUROPEAN CURRENCIES RELATIVE TO THE US DOLLAR AND JAPANESE YEN

130
120 « USA AN
|
—Japar | /7‘4\\
110 : A\ = \
A :

100 g N\ \ -

7 w \
90 — ,
80
70
60

& & o o Py gv & o™ el P
o oS ol o 3 el ey el o ol

(1) Deflated by Unit Labour Costs in Manufactunng Industry  Index 1987=100

12




Compared with the second quarter of 1995, when the yen started to decline, the
Union’s manufacturing industry has experienced a 25% loss in cost competitiveness
relative to their Japanese competitors. In comparison with the US manufacturing
sector, on the other hand, the Union’s cost competitiveness has improved by 2%.

In the aftermath of the ERM crises of 1992 and 1993, the European currencies declined
relative to both the US dollar and the Japanese yen (see Graph 4A). As a result, the
Union’s current cost competitive position is still better than that of the third quarter of
1992 (see Graph 4B). Since 1992Q3, the Union’s cost competitiveness has increased
by 9% against the United States and by 21% against Japan.

However, the Union’s competitive position looks much less rosy if we take 1987, the
year of the Louvre Accord, as reference period. Compared with 1987, EU cost-
competitiveness relative to the United States has deteriorated by 13%, while the
cost competitive gain in relation to Japan’s manufacturing industry is limited to
10% (see Table 3).

The relatively poor cost performance of the Union is a major factor. Since 1987, EU
unit labour costs in manufacturing have risen by 5% relative to the United States and by
11% relative to Japan. In the economy as a whole, however, the Union’s cost
performance is slightly better than that of the United States but significantly (21%)
worse than that of Japan (see bottom half of Table 3). Perhaps somewhat surprisingly.
relative unit labour costs in the Japanese economy as a whole are declining more
quickly than relative unit labour costs in manufacturing. In Japan, the service sector
appears to be catching up with the already internationally competitive manufacturing
sector. A similar phenomenon can be observed in Germany (see Table 4). Whereas unit
labour costs in German manufacturing relative to the EU as a whole are unchanged
compared with 1987. relative unit labour costs in the German economy as a whole have
declined by 13%.

1. INTRA-UNION DEVELOPMENTS

The same distinction between three periods, that was made in Section 1. is used here to
describe the changes in cost competitiveness of the Union Member States relative to the
European Union as a whole (see Graphs SA and 5B).

Over the first period (1987Q1-1992Q3), stable exchange rates together with diverging
trends in relative costs led to ever-widening disparities in cost competitiveness. Among
the countries involved in the first ERM crisis. Spain, Portugal and Sweden suffered
important losses in cost competitiveness relative to their partners within the
European Union. Greek cost competitiveness deteriorated rapidly as well.” France,

7 The series on Greck manufacturing unit labour cost in the DG Il AMECO data base has been substantially
revised. The new series shows a much more rapid rise in unit fabour costs in manufacturing (ULCM) since
1987. Consequently. the ULCM-based real effective exchange rate of the Greek drachma rises very rapidly as
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Ireland, the Netherlands, Austria and Finland, on the other hand, made important
gains.

In the second period (1992Q3-1995Q2) sharp currency fluctuations corrected some
of the diverging tendencies in cost competitiveness of the previous period, but in
the process some new discrepancies emerged.

Three important events help to characterise the second period. First, the exit of the
British pound and the Italian lira from the ERM in September 1992. Second. the
decision in August 1993 to widen the ERM fluctuation bands to 15%, which helped
reduce the volatility of exchange rates to a certain extent. And third, the devaluation of
the Spanish peseta and Portuguese escudo (the only ré‘aﬁignment in the ERM with wider
bands) following the sharp depreciation of the US dollar in February and March of
1995.

The gains in cost competitiveness were particularly large for Italy (30%) and
Sweden (both 29%), two countries with sharply depreciating currencies. Spain,
Ireland and the UK notched up gains as well, but all the other Member states
witnessed a deterioration of their cost-competitive position. Germany's loss (22%)
exceeded that of any other Member state.

In the third period (1995Q2-1996Q3) calm returned to European currency
markets and the exchange rate developments observed since April 1995 have
corrected some of the disparities that had arisen in the previous period.

All countries (except Greece and France) that had experienced cost-competitiveness
losses in the second period improved their cost-competitiveness in this third period. The
deterioration in the cost competitiveness of the Greek manufacturing sector equalled
4%. The French cost competitiveness loss. on the other hand was minimal (14%). but
still significant in comparison with German (8%). Austrian (7%) and Dutch (7%) gains.

On the other hand. all countries (except Ireland®) that had notched up cost
competitiveness gains in the second period recorded losses in the third period. The third
period losses were especially large for Italy (19%) and Sweden (18%), which had made
the most sizeable gains in the second period. These initial gains followed by morc recent
losses have led to a 16% total gain in cost competitiveness since the first ERM crisis for
both Italy and Sweden (see Table 4).

well This implies that the deterioration in Greek cost competitiveness presented in Table 4 and Graph 8 of the
current report is much more serious than the one shown in previous reports. The discussion in the section on
intra-Union developments. however. 1s based on a battery of indicators.

¥ Due to the decline in Irish unit labour costs relative to that in the other Union Member States. Treiand recorded a
14% cost competitiveness gain in the second period followed by a 4% gain in the third period.



GRAPH 5A : DEVELOPMENT OF COST COMPETITIVENESS (1)
RELATIVE TO THE EUROPEAN UNION AS A WHOLE SINCE THE LOUVRE ACCORD
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(1) Cost competitiveness as measured by the inverse of the nominal effective exchange rate deflated by unit iabour
cost in manufacturing A positive sign illustrates a gain in cost competitiveness
(2) Expressed as the natural loganthm of the ratio (in %)

GRAPH 5B : DEVELOPMENT OF COST COMPETITIVENESS (1)
RELATIVE TO THE EUROPEAN UNION AS A WHOLE SINCE THE LOUVRE ACCORD
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cost in manufacturing A posttive sign illustrates a gain in cost competitiveness.
(2) Expressed as the natural logarithm of the ratio (in %)
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On 14 October 1996, the Finnish markka joined the ERM. Graph 6 illustrates
developments in the nominal and real® effective exchange rates of the Finnish markka
relative to the ERM currencies since 1987. In the early 1990s, the exchange rate of the
Finnish markka has been affected by two severe shocks: first, the sharp drop in exports
to the former Soviet Union, and second. the 1992 ERM crisis. Between the first quarter
of 1991 and the first quarter of 1993, the markka depreciated by 31% in nominal terms.
Since then, the markka has appreciated by 18%. In the third quarter of 1996. the
nominal and real'® effective exchange rates of the markka were 17% and 21%.
respectively, below their 1987 level. This depreciation reflects the structural shock for
the Finnish economy that the collapse of the Soviet Union represented. The nominal
and real effective rates calculated at the central rate chosen (corresponding to 3.04
DM) are very close to the effective exchange rates observed during the third
quarter of 1996 (see Graph 6).

GRAPH 6: NOMINAL AND REAL EFFECTIVE EXCHANGE RATES OF THE FINNISH
MARKKA RELATIVE TO THE ERM CURRENCIES
Quarterly data. Index 1987=100.
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Among the deflators used to derive real exchange rates from nominal rates are unit labour costs in the economy
as a whole and the deflator of exports of goods and services. A comparison of these two real exchange rates
seems to indicate that the sharp depreciation of the markka in 1991 and 1992 allowed Finnish exporters to
restore profit margins The relative export profitability of the Finnish economy. as defined in Footnote 4. rose
sharply during that period. A negative consequence. however. is that past gains in export price competitiy eness

have all but disappeared (see Graph 6).

Deflated by unit labour costs in manufacturing.
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In the third quarter of 1996, European currency markets were very calm. Only the
Finnish markka, buoyed by favourable economic indicators and promising prospects for
ERM membership, appreciated by 2% in nominal effective terms (see Table 4). The
recent appreciation of high-yielding currencies against the German mark almost came to
a halt (see Graph 7) and the nominal effective depreciation of the mark was negligible
(see Graph 8). The decision of the Bundesbank on August 22 to trim its repo rate to 3%
had no lasting effects on European currency markets. The French franc, however, came
under selling pressure in August in the face of weak economic growth, but has since
then recovered. This development was reflected in the %% nominal effective
depreciation of the franc in the third quarter. Only, the Spanish peseta depreciated more
rapidly (by 1%). At the end of July, the peseta traded near an eight month low amid
concerns over the budgetary deficit. In the middle of August. however, the peseta
recovered from its lows. All in all, the changes in nominal effective exchange rates
were rather small across the Union.

The third quarter movements in real effective exchange rates were slightly larger, as the
changes in cost performance tended to reinforce the changes in nominal effective
exchange rates observed. Germany, the Netherlands and Austria made a 1% gain in
cost competitiveness, while Greece, and Italy suffered a 2% loss in cost
competitiveness. The 2% decline in the cost competitiveness of the Finnish
manufacturing sector was due to nominal exchange rate developments only. The
gains and losses of all other countries were below 1% (see Table 4).

Since ERM crisis in the third quarter of 1992, both the French franc and the
German mark have appreciated by 11% vis-a-vis the other Union currencies.
However, due to a 22% decline in relative unit labour costs, France's loss in cost
competitiveness (8/2%) is more limited than that of Germany (12%). The same can
be said for some other countries with appreciating currencies like the BLEU (8% loss in
cost competitiveness), Austria (4% loss) and the Netherlands (2% loss). Denmark,
however, matches the 12% German loss, despite the smaller nominal effective
depreciation of the Danish crown. Finland, on the other hand, records a marginal gain in
cost competitiveness in spite of the 3% nominal appreciation of the markka.

Amongst the countries with depreciating currencies, Spain (22%:%), Italy (16%),
Sweden (16%) and the UK (6%) have made important gains in cost
competitiveness since the third quarter of 1992, while Greece (16%) and Portugal
(6%) have recorded losses (see Table 4).

The nominal effective exchange rate of the Irish pound is unchanged compared with the
third quarter of 1992. Still, the Irish Republic managed a 17%% gain in cost
competitiveness, second in the Union after Spain. While in the case of Spain the
improved relative cost performance played an important contributory role (7% out of a
total gain of 22%:%), in Ireland all of the cost competitiveness gains can be explained by
the 18% decline in relative unit labour costs.
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Compared with 1987", all ERM currencies except the Finnish markka (-9%). Spanish
peseta (-9%) and the Portuguese escudo (-14%) have appreciated. The rates of
appreciation range from 10% (Austrian schilling) to 15% (German mark)'>. The core
currencies of the ERM are grouped close together. However, when considering the real
effective exchange rates of the same currencies, important differences emerge (see
Graph 9). Where German cost competitiveness has deteriorated by 15%, Austria
has notched up an 6% gain. In the long term. developments in relative unit labour
costs become a much more important factor. Austria, the Netherlands and France have
been able to significantly reduce their relative unit labour costs (by more than 10%), but
not Germany. Denmark and the BLEU.

Amongst the non-ERM Union Member states, Italy (12%) has made the largest
gain in cost competitiveness. The UK (7%) and Sweden (6%) have recorded cost
competitiveness gains as well. Greece is the other extreme. In spite of a 46%:%
depreciation of the drachma since 1987, Greek cost competitiveness has deteriorated
rapidly.

111987 saw the last general realignment within the ERM and relative exchange-rate equilibrium. It theretore
constitutes a logical reference year for analyses of cost-competitiveness.

12 Excluding the Irish pound. which has appreciated by 3 1n nominal terms but depreciated by 32% in real terms.
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TABLE 4: COST COMPETITIVENESS OF THE MEMBER STATES
RELATIVE TO THE EUROPEAN UNION AS A WHOLE.

A. EVOLUTION IN MANUFACTURING INDUSTRY

During third quarter 1996

Since the 1irst ERKM crisis

Since 1987

(96 Q3 /96 Q2) (96 Q3792 Q3) (96 Q3/87)
Yo Change NEER ULCT  REER NEEKR ULC  REER NEEK ULC REER
(1 (2) 3) ) @) 3) (1) 2) 3)
BLEU -0.2 -0.2 -0.4 7.3 0.3 7.6 10.7 -1.7 8.9
Denmark -0.1 -0.4 -0.4 94 2.2 11.8 11.1 -3.3 7.5
Germany -0.1 -0.9 -1.0 11.4 0.9 12.3 153 -0.2 15.0
Greece 0.1 1.5 1.6 -14.3 35.8 16.3 -46.5 174.5 46.8
Spain -1.0 1.4 0.4 -16.4 -7.3 -22.5 -89 6.0 -3.5
France -0.5 0.0 -0.4 1.3 -2.5 8.5 12.9 -11.2 0.3
Ireland 0.7 -0.1 0.5 0.1 -17.6 -17.5 2.6 -33.6 -31.8
Italy 0.7 1.1 1.8 -19.2 3.5 -16.4 -23.1 14.6 -11.9
Netherland -0.3 -0.8 -1 8.2 -6.0 1.8 10.9 -16.3 -7.1
Austria -0.1 -1.0 -1.0 7.4 -33 3.9 9.9 -14.7 -6.3
Portugal 0.3 -0.1 0.3 -7.4 14.1 5.7 -14.2 60.7 37.8
Finland 2.4 -0.1 2.3 3.1 -3.3 -0.3 -9.0 -9.7 -17.8
Sweden -0.3 1.0 0.7 -11.1 -5.9 -16.3 -11.5 6.1 -6.1
UK 0.4 0.5 0.8 -10.5 553 -5.8 -13.7 5.6 -8.8
B. EVOLUTION IN WHOLE ECONOM1Y
During third quarter T990 Smce the TirsTERM crisis Since T987
(96 Q3 /96 Q2) (96 Q3 /92 Q%) (96 Q3 ' 87)
7o Change NLETR ULC REER ‘NEER LT REER NELR ULC REEKR
(1 (2) (3) (1 (2) (3) hH (2} (3)
BLEU -0.2 -0.3 -0.5 7.3 09 8.3 10.7 =23 §2
Denmark -0.1 0.1 0.0 9.4 -2.6 6.5 IR -11.6 -1.9
Germany -0.1 -0.6 -0.6 11.4 25 8.6 15.3 -13.2 0.0
Greece 0.1 1.7 1.8 -14.3 47.8 26.7 -46.5 152.9 352
Spain -1.0 0.6 -0.4 -16.4 1.2 -154 -8.9 13.9 3.8
France -0.5 -0.4 -0.9 11.3 -1.4 9.7 12.9 -12.1 -0.7
Ireland 0.7 0.0 0.7 0.1 -8.1 -8.0 2.6 -20.4 -18.3
Italy 0.7 1.2 1.9 -19.2 5.4 -16.5 =230 18.1 -9.2
Netherland -0.3 -0.4 -0.7 8.2 -1.1 7.0 10.9 -13.5 -1.1
Austria -0.1 0.0 -0.1 7.4 s.2 13.1 9.9 -0.4 94
Portugal 0.3 0.6 0.9 -7.4 17.0 8.3 -14.2 718 171
Finland 24 0.3 2.7 3.1 -6.4 -3.5 -9.0 =53 -13.8
Sweden -0.3 0.8 0.5 -11.1 4.8 -0.8 -11.5 19.8 6.0
UK 0.4 0.0 0.4 -10.5 2.7 -12.9 -13.7 16.5 0.6

(2) ULC

Source : DG I1.D.4 EC
(1) NEER = Nominal Effective Exchange Rate. A minus means a depreciation of the NEER.
= Relative Unit Labour Costs (in national currency).
(3) REER = Real Effective Exchange Rate = relative unit labour costs (in common currency).

A minus means an improvement in cost competitiveness.
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GRAPH 7
BILATERAL EXCHANGE RATES AGAINST THE GERMAN MARK.
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GRAPH 8
NOMINAL EFFECTIVE EXCHANGE RATES RELATIVE TO THE EUROPEAN UNION.
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GRAPH 9
REAL EFFECTIVE EXCHANGE RATES (1) RELATIVE TO THE EUROPEAN UNION.
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PART 2:
TABLES AND GRAPHS BY COUNTRY

The tables and graphs on Pages 1 through 40 present nominal and real effective
exchange rates of the currencies of the European Union Member States and five other
industrial countries. Aggregate measures for the European Union as a whole (EUR15)
and the group of countries participating in the Exchange Rate Mechanism (ERM) are
presented as well. Each country (or country group) is compared with 23 industrial
countries (the countries listed below plus Mexico, New Zealand, Turkey and
Switzerland), with the European Union and with the group of ERM participants.

The tables on Pages 41 through 58 present bilateral exchange rates of the US dollar
against the currencies of the 23 industrial countries; and nominal and real effective
exchange rates of the EU currencies, the US dollar and Japanese yen (as well as
aggregate measures for EURIS and the ERM). Each cross-national table of real
effective exchange rates is based on a single price or cost deflator. Price and cost
indices in national currency are presented as well. These tables aim to facilitate a
comparison of developments in the different industrial countries. The final table shows
the latest double export weight matrices that were used to calculate effective exchange
rates.!

1 The technical annex provides further details.
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Real Effective Exchange Rate
relative to 23 Industrial Countries (IC23)
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Real Effective Exchange Rate
relative to 23 Industrial Countries (IC23)

(index 1987=100)

figures

Quarterly

Deflator
PX ULCE ULCM

GDP

CPI

TOITOMNOONONON®
MOUNONITNNOOOD NN
DO NOOOrrr~OO00

P ek o epE——

COMNMUANNNIIONNN

ANANNOTNONINOOND

DA DINOOND
-

WONMNTANMNDOOLNNOD
NOOMO™~OON™~v00
ONNOO0O0O0O0O0O0000

=y -y

ONOTONOWNN® ™I
NN ODODN~MMOMON v
DO NOOOCOO0O0O

Y-y

MIRTOOMDHDONNDOM
TOUVONON~r~Nr~DO
DRI NNOOOOMNO

oy

OLTr-NOLT-NOLT N
[eleleleleleclelelelelc]e]e]
MOITITITTVDODOOO
DANNANNNAINONOD

figures (index 1987=100)

Annual

Deflator
PX ULCE UuLCM

GDP

CPI

TFEITTOVOOMWNYIN
DOOINOWVWM~NDVO O
~rNRNOOOIOOOOMMOO

- - Lol

OCMONO~MONDO~ON
NESTr-OXTNNOWOTO
DVDDODNONRDRAIOOHOD

-

Mr-rHONMO OO WO

OMrNOVWrOr-OO
DOANONNONOOOO

-~ ™ Yy

OOOULONNTD OO ®
MOOYTONTONODON
VOVDNOIHIDHIODODNO

- -

THONONDOWITWOMOM
DONTOONOONNWO ™
DVOONONNOINHINANO

Ll - -

OITLONONO™NMTD
VOOV RVODONNONINOD

Real Effective Exchange Rate
relative to the European Union as a whole (EUR15)

(index 1987=100)

figures

Quarterly

Deflator

GDP PX ULCE ULCM

CP1

DMNONOITUNITN O

I TOON~ DN
DNNO0OOrrr~0OO0O

Yy

ON DL DO

NOTILITNOONNOD®

DODADNNOINO DD
-

MArOONTOOWMTONO®
OCOOHINNDODDOONNN
DDA D

ANONODNOMNOOr-TOMN
ONOVODONDANTT—ODN®©
DO NOOOOIHDM

Yy -

MTONOONNMNIWDOWN T
DOOOMNND~OO®M®0D
DA OCONIM

-

OLr~NOLT =N~ NO
[elelelefelelelelelelele]e}
MOITTIT IO OO
DADNININANDOD

figures (index 1987=100)

Annual

Deflator

GDP PX ULCE ULCM

CPI

TFON~TOTUOr-ONOr~O
TFNOMONMNNOOVWONMO
WOONODDODIDDNO

- - [

TANNTODOOWNOMN
NOQOQMODWNIWN ™ AN TN
DODNORHNINOHDOD

-

Or-rANMOONO WD WO
NNOOOQOWWOMNN WK
DOADNOONIDODNODD

~— v

—FNOODODMD~NMNOM
MANMOONDNMNO®O~—
DODTNAORODNADOHNO

- -~

ANNTOOO0OOX~TOMT
NNMOOOIMNOWNNO
DA NOIHOIDIDONO

- -

MILONODNO~ANMT N
VOODVDOAINTDHDHDD

Real Effective Exchange Rate

(ERM)

Ism

the Exchange Rate Mechani

ies in

relative to the countr

(index 1987=100)

figures

Quarterly

deflator
PX ULCE ULCM

GDP

CP1I

FHrrOONMANDO®WO®D
DOTONOONNMANNN
VAN OOO0O0O0O

Lok el o ol ok ook of

NONMNDANr~-OOMOT~N
ANNOOMTTDONNNO
DA D

WOMOr=NONOID~NMOD
NONNOOOWVNOOOWO
DA D

"ONONTOMNDI~OO ™
TTOONONWONNON
DRI D

LT NDON=TOONND
OFTONTOOONOOO
DA

OLr-NOLT=NOF =N
[elelejalele]elele e e Lo o]
MOITITTITOWDNNOOO
DONINOINANONND

figures (index 1987=100)

Annual

deflator
PX ULCE UuLCM

GDP

CPI

COONO™OWOHNMDN v

NONNOONMr—Ir~ON
DDA OOMOOMINO

v Y -

ANMOOONNOW~—TON
TITUHUITONNNOOT MWD
DA OOOCOND M

Y

ONT"~OOMMNT O T O

TAYT~OOOONINNOW
COO0O0OMIOAOHOOD

Yy -y -

MDMr=OHOMNMT™OMr—=NO

ONONOCOO™=OMOWWONn O

DA OOOOHMADOOM
Eak ek ol ol

LNLNONOHDNONONM
FTIONNOT-O™O oW
DAONOOOOOIHMODM

—

MOMIETVONONO~NM TN
VOVNVDOVODAINDINHIDM

Countries

States of

1C23 = 23 Industrial
EUR15 15 Member

ERM Countries

CP1

GDP

PX

Abbreviations:

the European Union

the Exchange Rate Mechanism

Price
Gross Domestic Product

in
Price Deflator

Index

Consumer

Deflator
Exports of Goods and Services

Economy

total
in Manufacturing

Nominal Unit Labour Cost in

ULCE
ULCM

industry

Unit Labour Cost

Nominal

Page 6



Germany — mark

Nominal Effective Exchange Rate
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Germany — mark

Real Effective Exchange Rate
relative to 23 Industrial Countries (IC23)
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Greece — drachma

Real Effective Exchange Rate
relative to 23 Industrial Countries (IC23)
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Spain — peseta

Nominal Effective Exchange Rate
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Spain — peseta

Real Effective Exchange Rate
relative to 23 Industrial Countries (IC23)

(index 1987=100)
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Ireland — pound

Nominal Effective Exchange Rate
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Ireland — pound

Real Effective Exchange Rate
relative to 23 Industrial Countries (IC23)

(index 1987=100)
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Netherlands — guilder

Nominal Effective Exchange Rate
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Netherlands — guilder

Real Effective Exchange Rate
relative to 23 Industrial Countries (IC23)

(index 1987=100)
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Austria — schilling

Real Effective Exchange Rate
relative to 23 Industrial Countries (IC23)

(index 1987=100)
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Portugal — escudo

Nominal Effective Exchange Rate
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Portugal — escudo

Real Effective Exchange Rate
relative to 23 Industrial Countries (IC23)
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total
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