























ture, have encouraged regional industrial clusters with support
services building up around large plants.

Another trend in the changing relationships between firms,
beyond the emergence of global production networks, is the
increased reliance on subcontracting and the growing out-
sourcing of activities that were previously conducted within
the organisation (often service activities - explaining the grow-
ing tertiarisation if the economy, but in some cases also of
manufacturing activities through divestment of non-core ac-
tivities and a reversal of the trend towards vertical integration).
In the autos sector, for example, the production of components
and motors vehicles assembly have grown further apart, as
the main auto makers divested from component manufacturing
to increase the flexibility of supplies - and reduce costs. In
textile and clothing, food processing, and even chemicals
manufacturing, a similar trend is noticeable.

In general, increased subcontracting and out-sourcing of non-
core activities such as design of product development, or com-
ponent manufacturing, or services, and the reduction in the
number of subcontractors make companies principally selling
to businesses more dependent from their principal customers;
while giving the latter increased flexibility and allowing them
to reduce costs by maximising efficiency in the production
and distribution of inputs needed for production. On their
part, the subcontractors must then constantly develop new
skills and bear an increasing proportion of the costs and risks,
in order to produce “just-in-time”, guarantee product quality
and meet increasingly stringent environmental standards. In-
deed, supplier and sub-contractor quality is decisive since
weaknesses in one of the links in the production and marketing
chain can constitute a significant handicap for the entire sector.

It is important to stress that much innovative activity results
from the dynamic relations between actors, rather than from
the simple transter of information or technology. The Com-
munity Innovation Survey found that external sources (sup-
pliers, customers, competitors, business services) are more
important drivers of innovation than internal sources or tra-
ditional research establishments. For SMEs, these external
sources are markedly important with the feedback loops be-
tween different actors especially relevant. The survey shows
that firms who engage in technical co-operation with an ex-
ternal partner tend to have a larger proportion of new or
improved products in their total sales.

Union of Industrial and Employers’ Confederations of Europe
(UNICE) statistics show that, on a comparative scale repre-
senting research co-operation with firms in other regions, Japan
shows the highest level of extra-region co-operation, with
USA representing 80% of Japan’s activity and Europe only
40%. However, since knowledge is often locally generated,
much co-operation is currently inter-regional.

It is difficult to estimate the precise extent of sub-contracting
in the European economy. The purchase of goods and services
is an imperfect yardstick since it also includes purchases of
raw materials and energy. However, that measure shows that
sub-contracting is widespread with the purchase of goods and
services equivalent to more than two-thirds of turnover in
manufacturing industry and some three-fifths of that of the
construction industry. Horizontal linkages between suppliers
are, however, weak.

Private-public collaboration

Public-private collaboration is decisive in improving com-
petitiveness as it can allow to improve linkages between firms,
enable subcontracting to expand and ensure infrastructure sup-
port that meets business needs. For example, during the 1980s
and early 1990s, European suppliers of consumer electronics
were steadily losing ground to foreign competition, due mainly
to the uncompetitive quality, price and delivery time of com-
ponents found in Europe. In response, the European Com-
mission and Japan’s MITI were asked by manufacturers to

support efforts to improve the competitive position of Euro-
pean suppliers. The pilot programme for consumer electronics
that was launched as a result helped to build better links
between firms and use best practices from more efficient sup-
pliers. Industry associations and their clients (both European
and Japanese) identified general weaknesses and audited a
selected a number of suppliers’ performance. The group of
suppliers then spent about two weeks in Japan visiting the
plants of their counterparts, to see what differences exist that
might explain the reputedly greater competitiveness of Japa-
nese suppliers. Following the mission, European suppliers de-

vised and implemented improvement programmes with the

help of specialists and their clients.

To stimulate and strengthen inter-firm linkages, the European
Commission plays a main role in seeks to encourage co-op-
eration, on a cross-border level, through the fourth Framework
Programme. This provides funding of 12.3 billion ECU for
co-operative research projects over the period 1994-1998.

MEASURES OF EU COMPETITIVENESS

EU, US and Japanese relative measures of competitiveness
should be reviewed with care, but do give broad indications
of trade competitiveness, trade patterns and specialisation.
Figure 4 show indicators of EU cost competitiveness and the
various factors indicating unit labour cost. While for an in-
dividual firm or sector, intermediate materials and components
often represent a major part of production costs (see sectoral
analysis), labour is by far the most important cost component
for the economy.

Changes in unit labour cost can be separated into two com-
ponents: changes in wage rates and changes in real labour
productivity. For each of these variables, a competitiveness
indicator has been calculated by Eurostat, which compares
changes in the variable against the US and Japan. These in-
dicators are all part of Eurostat’s Competitiveness database.
In the case of nominal variables (unit labour costs and wage
rates) the weighted sum is based on current exchange rates
while in the case of the real variable (labour productivity) it
is based on constant 1990 exchange rates.

In terms of productivity, the EU position has remained fairly
constant over the period considered. The EU manufacturing
industry has achieved productivity gains which on average
have been similar to those observed in the US and Japan.

Therefore fluctuations in the unit labour cost competitiveness
are similar to fluctuations in the wage rate competitiveness.
The most important determinant of the evolution of labour
cost competitiveness has been the exchange rate. The effective
exchange rate is the weighted average exchange rate of a
country’s currency against the currencies of its trading part-
ners, where the values of mutual trade are used as the weights.

The unit labour cost indicator and the effective exchange rate
have mirrored each other throughout the period. Between
1984 and 1990, the appreciation of the ECU (mainly due to
the depreciation of the US dollar) accounted for the rise in
comparative unit labour costs and the loss of the EU labour
cost competitiveness.

Figure 5 shows EU cost competitiveness and market shares
on domestic and export markets. The market share indicator
on export markets measures the share of EU exports in Triad
(EU, US and Japan) exports. The indicator of the domestic
market share has been calculated as the rate of coverage of
EU domestic sales of manufactured goods by EU production,
divided by the same ratio for the entire OECD. A decline of
this indicator means that the EU supplies relatively less of
its home market than the OECD countries. The fit between
cost competitiveness and market share is very loose, even
when the cost indicator is lagged.
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