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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. Puart 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 bhase 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 firsr section describes the changes
observed in the cost competitiveness of the US. Japanese and EU economies relative to 23
industrial countries. In this first 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 is now possible to use trade-
weights that have been updated until 1994 and to increase the number of competitor countries
to 23. Moreover, differently defined nominal and real exchange rates are available upon
request. A technical annex provides turther details.

Norway. Australia, Canada. Japan and the United States.

(]
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In this report three alternative groups of competitor countries are considered: the 23 industrial countries
(IC 23). the 15 Member states of the European Union (EUR 135) and the 12 participants in the Exchange Rate
Mechanism (ERM).

21 January, 1997
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ANALYSIS OF DEVELOPMENTS IN THE COST COMPETITIVENESS
OF THE EUROPEAN UNION, THE UNITED STATES AND JAPAN

MAIN CONCLUSIONS

In the fourth quarter of 1996:

The Union's cost competitiveness relative to 23 industrial countries (IC23) deteriorated by a little
over 1%. Relative to the United States, the cost competitiveness of the Union remained unchanged,
but relative to Japan it deteriorated by 4%. The continued weakness of the Japanese yen was a key
factor in this development. In the fourth quarter, the yen depreciated by 3% against both the
European currencies and the currencies of the IC23.

The British pound appreciated by 7% against the other Union currencies (EUR1S5). This led to a
7%% loss in cost competitiveness for the British manufacturing industry against its competitors in
the Union. The 2% nominal effective appreciation of the Irish pound was linked to that of Pound
Sterling. Irish cost competitiveness, however, deteriorated by 1% only. In the fourth quarter, two
currencies joined the ERM. The lira appreciated by 1% resulting in a 1/2% loss in Italian cost
competitiveness. The markka, on the other hand, depreciated and Finnish cost competitiveness
improved by 1%. Most other Union currencies depreciated as well leading to cost competitiveness
gains of around 2% for Germany, the Netherlands, France, Belgium and Austria.

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

The Union’s cost competitiveness has deteriorated by 7% as its currencics have appreciated by 10%
relative to those of the other industrial countries. During this same period, the cost competitiveness
of the US manufacturing sector has deteriorated as well (by 6%), but that of Japan has improved by
27% as the yen has depreciated sharply.

Relative calm has returned to Europcan currency markets. The German, Austrian and Dutch
manufacturing industries have improved their cost competitiveness by around 10% due to the
relative weakness of their respective currencies. Their Italian (23%), Swedish (19%) and British
(11%) competitors, on the other hand, have experienced the most significant losses in cost
competitiveness, as their currencies have recovered from their 1995 lows.

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 9% relative to the 1C23. Cost
competitiveness gains in 1992 and 1993 have been only partially offset by losses incurred since the
beginning of 1994. Due to the nominal appreciation of their currencies, Japan (19%) and the United
States (6%) recorded losses in cost competitiveness over the period 1992Q3-1996Q4.

Spain (24%) has made the largest gains in cost competitiveness among EU Member States due to
both the 17% nominal depreciation of the peseta and an 8% decline n relative unit labour costs.
Greece (17%) has recorded the highest losses as relative unit labour costs have continued to rise. In
the other Union Member States, the changes in cost competitiveness vary between a 19% gain for
Ireland and an 11% loss for Denmark.

Since 1987 (year of the Louvre Accord):

The Union's cost competitiveness has improved by 1%. US cost competitivencss has risen by 13%,
while that of Japan has declined by 16%.

Amongst Union Member States. Ireland (33%) has recorded the largest gains in cost

- competitiveness, while Grecce and Portugal have suffered important losses. In all three countries,

changes in relative unit labour costs have been a key factor.
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L 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.
(2) Expressed as the natural logarithm 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 first ERM crisis of September 1992. The 23% appreciation of the
European currencies during this period led to a 10%!' loss in cost competitiveness for

1 The figures on cost-competitiveness presented here can be shightly 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 4%2% cost competitiveness
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 larre differences between the various European currencies. German cost
competitiveness, for instance, deteriorated by 16%. This deterioration was almost
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 yen contributed to a 61% loss
in cost competitiveness for the Japanese manufacturing industry. American cost
competitiveness remained unchanged in 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 24% and the real rate by 26%. German cost competitiveness has
improved as well (by 8%). 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, the Swedish crown and the British pound) have
appreciated relative to IC23. Since the second quarter of 1995, the European currencies
(including the German mark) have appreciated by 10%, on average. This is the reason
why the EU's cost competitiveness has deteriorated by 7%. The effective
appreciation of US dollar (11%) has been comparable with that of the European Union.
The ensuing decline in US cost competitiveness (6%), however, has been slightly smaller
than that of the Union. This can be explained by the somewhat better relative cost
performance of the United States in 1996.

Adding up the changes observed during these three periods, one has to conclude
that 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 1%, in spite of the 25% nominal effective appreciation of the Union’s
currencies relative to those of the other industrial countries. Competitive gains made
during the second period have offset both earlier and more recent losses. Contrary to the
Union as a whole, Germany has recorded a 12% 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 30% and the cost
competitiveness of Japanese manufacturing has deteriorated by 16%. The 13% gain in
US cost competitiveness dates from the first period. Recent losses are relatively minor.



1. United States

In the fourth quarter of 1996, the dollar rebounded from a temporary weakness against
the German mark and continued to strengthen against the Japanese yen (see Graph 2A).
Against the German mark, the dollar rose from 1.525 DM/$ on 1 October 1996 to 1.551
DM/$ on 3 January 1997, a 2% increase. Against the Japanese yen, the dollar
appreciated by 4%, from 111.3 ¥/$ on 1 October 1996 to 116.0 ¥/$ on 3 January 1997.
Cyclical developments seem to be the major factor explaining the rebound of the US
dollar2. Markets appear to be convinced that the US economy will continue to grow at a
fair speed, while there is less optimism over recovery in Europe, and particularly in
Japan.

GRAPH 2A : BILATERAL EXCHANGE RATE AGAINST THE US DOLLAR
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The bilateral DM/$ rate rose from an average of 1.497 Deutsche Mark per US dollar in the third quarter of
1996 to 1.531 DM/$ in the fourth quarter. a 2% increase. The ¥/$ rate rose by 34%, from 109.0 yen per dollar
in the third quarter to 112.8 yen per dollar in the fourth guarter of 1996. The latest exchange rates available
are: 1$=1.633 DM and 1$=118.9 ¥ (24.01.1997), evidence of the continued strength of the US dollar.




While the US dollar strengthened against the Japanese yen and the German mark, it lost
terrain against the Canadian dollar and the British pound. Consequently, the rise in the
nominal effective exchange rate of the US dollar against 23 industrial countries
(IC23) was limited to 1% (see Table 1). The rise in the real effective exchange rate was
even smaller, as relative unit labour costs in US manufacturing declined. The fourth
quarter deterioration in US cost competitiveness was a little over % %.

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 fourth quarter 1996 Since the first ERM crisis Since 1987
(96 Q4 /96 Q3) (96 Q47/92Q3) (96 Q4/87)
% Change NEER UL.C REER NEER ULC REER NEER ULC REER
M @ 3 (D @ 3 ) €3 &)
UsSA 1.1 -0.5 0.6 17.5 -10.1 5.6 10.2 -20.8 -12.7
Japan -3.1 -0.5 -3.7 19.0 -0.3 18.6 30.1 -11.0 15.8
EURIS 1.7 -0.4 1.3 2.0 -11.3 -9.5 25.2 -20.7 -0.8
Germany -1.2 -0.5 -1.7 9.6 -2.7 6.6 20.7 -1.7 11.4
B. EVOLUTION IN WHOLE ECONOMY
During fourth quarter 1996 Since the first ERM crisis Since 1987
(96 Q4 /96 Q3) 96 Q4/92Q3) 96 Q4/87)
%0 Change NEER ULC REER NEER ULC REER NEER ULC REER
(1 @ 3 ey @ 3) (1 ) 3)
USA 1.1 02 1.0 17.5 -2.3 14.8 10.2 -12.1 -3.1
Japan -3.1 -0.5 -3.6 19.0 -7.9 9.6 30.1 -22.0 1.5
EURIS 1.7 -0.8 0.9 2.0 -13.7 -11.9 25.2 -22.0 -24
Germany -1.2 -0.5 -1.7 9.6 -6.6 23 20.7 -18.9 2.1
Source : DG II.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.




Since the second quarter of 1995, the US dollar has appreciated by 10% against the
German mark and by no less than 34% against the Japanese yen. Relative to the
currencies of the 23 industrial countries taken together, the dollar has appreciated as
well (by 11%). However, the ensuing loss in cost competitiveness has been more
limited (6%), due to the reduction observed in the relative unit labour costs of the US
manufacturing sector’.

Since 1987, the US dollar has been moving up (following the ERM crisis, e.g.) and
down (during the Mexican peso crisis, e.g.). It is difficult to establish a long-run trend
(see Graph 3A). While the dollar has weakened against the Japanese yen, the German
mark and some other European currencies, it has gained strength against currencies like
the Mexican peso and the Italian lira.

When in the second quarter of 1995, the dollar reached all-time quarterly lows against
both the German mark (1.396 DM/$) and the Japanese yen (84.45 ¥/$), its nominal
effective exchange rate relative to IC23 differed by only 1% from its 1987 level.

Since the 1995Q2, however, the dollar has appreciated by 11%. Compared with 1987,
the dollar has appreciated by 10%. In spite of this nominal appreciation, US cost
competitiveness relative to IC23 has improved (by 13% if manufacturing unit labour
cost are used as deflator, but by only 3% if unit labour costs in the whole economy are
used instead). Since 1987, unit labour costs relative to the 23 industrial countries
(including Mexico) have declined by only 12% in the whole economy (see bottom half of
Table 1), as opposed to 21% in the manufacturing industry.

2. Japan

In the fourth quarter of 1996, the Japanese yen continued to slide against the US dollar
(see Graph 2B). The yen per dollar rate increased by 4%, from 111.3 ¥/$ on 1 October
1996 to 116.0 ¥/$ on 3 January 1997. The yen was undermined by slow economic
growth and an underperforming stock market. The Bank of Japan Tankan survey of
business conditions showed some improvement over the previous quarter but remained
in negative territory. There is wide-spread concern that the austere 1997 budget will
jeopardise a still fragile economic recovery.

3 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 look very modest. Similarly, Mexico's inclusion in the analysis causes an important rise
in 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.



Against the German mark, the yen depreciated by only 2%, reflecting the current
weakness of both currencies. The yen per mark rate rose from 73.00 ¥/DM on 1 October
1996 to 74.75 ¥/DM on 3 January 1997 4

Against the currencies of 23 industrial countries the yen depreciated by 3%. This
nominal depreciation contributed to a 4% gain in cost competitiveness for Japan.

The yen has been on a declining trend against all major international currencies since the
second quarter of 1995. Since then, the yen has depreciated by 25% against the US
dollar and by 18% against the German mark (see Graph 2B). Relative to the 23 industrial
countries, the yen has depreciated by 24%. This nominal effective depreciation of the
Japanese currency has contributed to a large gain in cost competitiveness (26%).

GRAPH 2B : BILATERAL EXCHANGE RATE OF THE YEN
(Monthly averages since 1987)
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The recent drop in the value of the yen, however, pales in comparison with its rise
in the first half of the 1990s (see Graph 2B) and throughout the 1980s. An analysis of
annual data shows that against the IC23 currencies the yen appreciated by 60% between
1990 and 1995, but depreciated by only 13% between 1995 and 1996.

4 The quarterly ¥/DM rate rose from 72.78 in the third quarter to 73.72 yen per Deutsche Mark in the fourth
quarter of 1996, which corresponds to a 1% depreciation of the yen against the mark. The latest exchange rate
available is: 72.81 ¥/DM (24.01.1997).




Developments in the real effective exchange rate deflated by unit labour costs in
manufacturing are quite similar. Japanese cost competitiveness deteriorated by 63%
between 1990 and 1995, while it improved by only 15% between 1995 and 1996.

If other deflators are used, however, the results are somewhat different. The real
effective exchange rate based on unit labour costs in the economy as a whole rose by
47% between 1990 and 1995, while that based on the export price deflator rose by 19%
only. There are several explanations for the differences observed. First, the relative cost
performance of the non-manufacturing sector in Japan was somewhat better than that of
the manufacturing sector. Second, the increases in relative unit labour costs (expressed in
a common currency) were only partially reflected in export prices, as exporters
attempted to maintain their market share. The consequence was that between 1990 and
1995 Japanese export profitability’ decreased by 19%. This result, however, should be
interpreted with caution as the decline in prices of imported raw materials and
intermediate products was not taken into consideration. Between 1995 and 1996, export
profitability recovered (by 82%), as the decline of the yen allowed Japanese exporters to
restore profit margins.

A look at quarterly figures (see Table 2) provides further confirmation. In the fourth
quarter of 1996, Japanese export profitability rose by 1%. Over the longer term,
however, Japan still records a decline in the profitability of its export industry.

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

EVOLUTION IN THE WHOLE ECONOMY

During fourth quarter 1996 Since the first ERM crisis Smce 1987

(96 Q4 /96 Q3) (96 Q4/92Q3) (96 Q4/87)
% Change | Export Profit- Export Profit- Export Profit-
Prices ULC ability Prices ULC ability Prices ULC ability
M @ 3 ¢y @ 3 M €)) 3
USA -0.4 -0.2 -0.2 -11.7 2.3 -9.6 -16.6 -12.1 -5.1
Japan 0.6 -0.5 1.1 -13.5 -7.9 -6.1 -25.6 -22.0 -4.7
EURIS -0.8 -0.8 0.0 -7.0 -13.7 7.8 -10.8 -22.0 14.4
Germany -0.3 -0.5 0.2 -7.9 -6.6 -1.3 -12.3 -18.9 8.1

Source : DG 11.D.4 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.

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.



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

In the fourth quar « of 1996, the European currencies taken together continued to
appreciate against the other industrial countries. The British pound appreciated by
7% against the IC23, more than compensating the 1% nominal effective depreciation of
the German mark and leading to a 2% appreciation of the Union’s currencies. However,
as relative unit labour costs in the Union declined by 2%, the deterioration of the
Union’s cost competitiveness was limited to a little over 1% (see Table 1). Amongst
Union Member States, the United Kingdom and Germany, respectively, notched up the
largest losses (7%) and gains (2%) in cost competitiveness relative to the 23 industrial
countries.

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 now exceeds the level observed
in the third quarter of 1992, the quarter of the first crisis in the Exchange Rate
Mechanism (see Graph 3A). 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 9%:%.

Developments in Germany have been quite different from those in the European Union
as a whole (see Graph 1). In spite of a 4% nominal depreciation and an 8% real
depreciation since the second quarter of 1995, the real exchange rate of the German
mark remains above the level observed before the ERM crises (see Graph 3B). In
comparison with the third quarter of 1992, German cost competitiveness has declined by
7% (see Table 1).

Since 1987, EU cost competitiveness has improved by a negligible 1%. During this
same period, Germany has seen its cost competitiveness decline by 11%. However,
if one considers the evolution in the whole economy (see bottom half of Table 1), the
German picture looks brighter: the 2% gain in cost competitiveness since 1987 is
comparable to that of the European Union as a whole.

Compared with 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 export profitability for the Union as
a whole and a 8% gain for Germany (see Table 2).



GRAPH 3A: NOMINAL EFFECTIVE EXCHANGE RATES
RELATIVE TO 23 INDUSTRIAL PARTNERS SINCE THE LOUVRE ACCORD
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GRAPH 3B: REAL EFFECTIVE EXCHANGE RATES (1)
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 fourth quarter of 1996, the European currencies depreciated by 2%
against the US dollar. Since relative unit labour costs in the Union’s manufacturing
industry rose be the same amount, the Union’s cost competitiveness relative to the
United States remained unchanged (see Table 3).

Against the Japanese yen, the Union currencies appreciated by 3%. The Union’s relative
unit labour costs rose as well (by a little over 2%). As a result the Union’s cost
competitiveness relative to Japan deteriorated by 4%.

Compared with the second quarter of 1995, when the yen started to decline (see
Graph 4A), the Union’s manufacturing industry has experienced a 35% loss in cost
competitiveness relative to Japan In relation to the US, on the other hand, the
Union’s cost competitiveness has changed little (see Graph 4B), in spite of the
appreciation of the US dollar.

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

A. EVOLUTION IN MANUFACTURING INDUSTRY

During fourth quarter 1996 Since the first ERM crisis Since 1987
(96 Q4 /96 Q3) (96 Q4/92Q3) (96 Q4/87)
% Change NEER ULC REER NEER ULC REER NEER ULC REER
ey @ 3 (H @ 3 H @ 3
USA -0.4 0.4 0.0 -108 5.2 -6.2 6.9 8.5 16.0
Japan 33 0.6 39 -19.2 0.5 -18.8 -16.4 11.2 -7.1

B. EVOLUTION IN WHOLE ECONOMY

During fourth quarter 1996 Since the first ERM crisis Since 1987
(96 Q4 / 96 Q3) (96 Q4/92Q3) (96 Q4/87)
% Change NEER ULC REER NEER ULC REER NEER ULC REER
ey @ 3 ey @ 3) ey @ €)
USA -0.4 -0.2 -0.6 -10.8 -4.2 -14.5 6.9 -2.2 4.5
Japan 33 03 3.6 -19.2 3.8 -16.2 -16.4 20.5 0.7

Source : DG I1.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.
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GRAPH 4A: NOMINAL EFFECTIVE EXCHANGE RATES OF THE
EUROPEAN CURRENCIES RELATIVE TO THE US DOLLAR AND JAPANESE YEN
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GRAPH 4B: REAL EFFECTIVE EXCHANGE RATES (1) OF THE
EUROPEAN CURRENCIES RELATIVE TO THE US DOLLAR AND JAPANESE YEN
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In comparison with the third quarter of 1992, however, the competitive position of
the Union relative to the United States has improved by 6% (see Table 3). This
improvement can be attributed to the decline of the European currencies against the US
dollar in the aftermath of the ERM crises of 1992 and 1993.

Relative to Japan, the Union’s cost competitiveness has improved by 19% since the
third quarter of 1992. The 1992-1993 decline of the European currencies against the
Japanese yen was much sharper than that against the US dollar. After a period of
exchange rate stability (see Graph 4A), the European currencies started to recover
against the yen in the second quarter of 1995, explaining the recent losses in Union cost
competitiveness relative to Japan (see Graph 4B).

The 16% loss in the Union’s cost competitiveness relative to the United States since
1987 has been caused by a 7% nominal appreciation of the European currencies against
the dollar and an 8'2% rise in relative unit labour cost in European manufacturing. The
cost performance of the Union economy as a whole is better: unit labour costs relative to
the United States economy have declined by 2%, limiting the loss in the Union’s cost
competitiveness since 1987 to 42% only (see bottom half of Table 3). An analysis of the
export price competitiveness® of the EU, on the other hand, shows a 17% loss for the
Union.

Relative to Japan, the export price competitiveness of the European Union has declined
as well (by 13% over the period 1987-1996Q4). However, EU cost competitiveness
based on manufacturing unit labour costs has improved (by 7%), while that based
on unit labour cost in the whole economy is practically unchanged (see Table 3). The
divergence between these various indicators of price and cost competitiveness
makes a correct assessment of the Union’s long-term position relative to Japan a
difficult task.

II. INTRA-UNION DEVELOPMENTS

The same distinction between three periods, that was made in Section I, 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 5A 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

6 The export price competitiveness of a country is defined as the real effective exchange rate derived from the

nominal effective exchange rate and the relative price deflator of exports of goods and services.



European Union. Greek cost competitiveness deteriorated rapidly as well’. France,
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 realignment 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 (31%) and Sweden
(30%), 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 (24%) exceeded that of any other
Member state.

In the third period (1995Q2-1996Q3) relative 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®) that had experienced cost-competitiveness losses in the
second period improved their cost-competitiveness in this third period. German (11%),
Austrian (8'2%) and Dutch (8%) gains were particularly large. 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 (23%) and Sweden (19%), but only minimal in Spain (1%).

7 In 1996, the series on Greek manufacturing unit labour costs in the DG I AMECO data base was substantially
revised. The new series showed a more rapid rise in unit labour cost in manufacturing (ULCM). The ensuing
rapid rise in the ULCM-based real effective exchange rate of the Greek drachma may easily be misinterpreted
The discussion in the section on intra-Union developments is therefore based on a battery of indicators.

8 The third period loss in Greek cost competitiveness equalled 6%. It followed a 10%% loss during the second
period. Both losses were caused by a rise in relative unit labour costs in manufacturing.

9 Due to the decline in Irish unit labour costs relative to that in the other Union Member States, Ireland recorded
a 15% cost competitiveness gain in the second period followed by a 4% gain in the third period.
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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 labour
cost in manufacturing.
(2) Expressed as the natural logarithm 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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On 25 November 1996, the Italian lira joined the Exchange Rate Mechanism.
Graph 6 illustrates developments in the nominal and real effective exchange rates
of the Italian lira relative to the ERM currencies since 1987. Between 1987 and the
third quarter of 1992, Italy saw its price and cost competitiveness deteriorate slowly.
However, with the depreciation of the lira in the aftermath of the 1992 currency crisis,
Italy notched up gains in cost competitiveness rising above 30% in 1995Q2.1° Since the
second quarter of 1995, calm has returned to European currency markets. As the lira
regained strength, Italy’s cost competitiveness deteriorated by more than 20%.

The nominal and real effective rates calculated at the central rates chosen
(corresponding to 990 lira = 1 DM) are slightly above the effective exchange rates
observed during the third and fourth quarter of 1996 (see Graph 6). After Italy’s
entry in the ERM, the lira has generally traded above its central rate against the German
mark.!! In spite of the recent strength of the lira, Italy still recorded gains in price and
cost competitiveness over the period 1987-1996Q4 which varied between 3% (if the
export price deflator was used to calculate real rates) and 10% (if manufacturing unit
labour costs were used instead).

GRAPH 6: NOMINAL AND REAL EFFECTIVE EXCHANGE RATES OF THE ITALIAN LIRA
RELATIVE TO THE ERM CURRENCIES
Quarterly data. Index 1987=100.
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10 The gains in export price competitiveness, however, were much less important. Only 60% of the decline 1n the
nominal effective exchange rate of the lira between 1992Q3 and 1995Q2 was reflected in a decline in export
market prices (see Graph 6), causing a rise in export profitability. The nominal appreciation of the lira since
1995Q2, however, has led to a practically equivalent rise in Italian export market prices (complete pass-
through) and did not negatively affect profit margins.

11" The latest exchange rate available is 976 ITL=1DM (24.01.97).
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Recent months have been marked by increased volatility in the European foreign
exchange markets. Recent exchange rate movements have reflected changing market
perceptions of the prospects for monetary union. Since the Summer of 1996, improved
market sentiment about EMU - together with a strong dollar - has contributed to the
apppreciation of high-yielding currencies against the German mark (see Graph 7).

In the fourth quarter of 1996, this has led to a 2% nominal effective depreciation of the
German mark and a 2%% rise in the cost competitiveness of Germany’s
manufacturing industry. Amongst the other countries with depreciating
currencies, France, the Netherlands, the BLEU and Austria (all 12%) recorded the
largest gains in cost competitiveness (see Table 4).

The United Kingdom, on the other hand, saw its cost competitiveness decline by
7%% due to a 7% nominal effective depreciation of the pound and a 2% rise in relative
unit labour costs. The British pound was buoyed by UK economic growth and the strong
US dollar. The Irish pound followed suit. Graph 7 illustrates the sharp appreciation of
the Punt against the German mark. The effective appreciation of the Irish currency,
however, was much more moderate (see Graph 8), as the UK remains Ireland’s most
important trading partner and competitor. Consequently, the fourth quarter loss in
Irish cost competitiveness was limited to 1%. The only other countries with cost
competitiveness losses were Italy (12%), Greece (1%) and Sweden (less than 2%).
While the Irish losses were brought about by currency appreciation, those of Greece and
Sweden originated in a rise of relative unit labour costs. In Italy, both factors played a
role.

Since the third quarter of 1992 - the time of the first crisis in the ERM - the French
franc (10%) has appreciated most against the other Union currencies, followed by the
German mark (9%) and the Danish krone (8%). However, due to a 4% decline in relative
unit labour costs in manufacturing, the loss of cost competitiveness (6%) in France is
more limited than that in Germany (10%), Denmark (11%) or Greece (17%).
While the drachma has depreciated by 15% since the third quarter of 1992, Greek
manufacturing unit labour cost have risen even more rapidly.

Both the Italian lira (19%) and the Spanish peseta (17%) have undergone an important
depreciation since the third quarter of 1992 (see Table 4), but the time path of the
currency movements has differed significantly. While the lira depreciated sharply in 1992
and again in 1994 and early 1995 and has since then recovered, the Spanish peseta (as
well as the Portuguese escudo) declined rather gradually in 1992 and 1993 and stabilised
soon after (see Graph 7 and Graph 8). Another difference between Spain and Italy is that
while in Spain relative unit labour costs in manufacturing have declined up by 8%, in
Italy they have gone up by 5%. Portuguese manufacturing unit labour costs have risen as
well relative to the other Union Member States (by 12%).

12 This sentiment was reflected also in the bond market, as long-term interest rates within the Union continued to

converge.



As a result, Spain (24%) records the largest cost competitiveness gain in the Union
over the period 1992Q3-1996Q4, while Italy (15%) is in fourth place behind
Ireland (19%) and Sweden (17%), both countries with a significant decline in
relative unit labour costs. In Portugal, the rise in relative unit labour cost even led
to a 3%2% decline in cost competitiveness (see Table 4).

Compared with 1987"3, seven European currencies have appreciated: the German mark,
the French franc, the Danish krone, the Dutch guilder, the Belgian franc, the Austrian
schilling and the Irish pound (ranked by size of appreciation). However, only three out of
seven economies with appreciating currencies have suffered a decline in cost
competitiveness: Germany (12%), the BLEU (6'2%) and Denmark (6%).'* During that
same period, seven other currencies have depreciated: the Greek drachma, the Italian
lira, the Portuguese escudo, the Swedish krona, the Spanish peseta, the Finnish markka
and the British pound. Nevertheless, three out of seven economies with depreciating
currencies have suffered a decline in cost competitiveness: Greece's (47%), Portugal
(39%) and the United Kingdom (2%).'¢ Over the long term, a decline in the nominal
effective exchange rate is no guarantee for a rise in cost competitiveness (compare
Graph 8 with Graph 9). On the contrary, the country with the largest gain in cost
competitiveness in the Union (Ireland with a 33% gain) saw its currency appreciate by
4% over the period 1987-1996Q4.

13 1987 saw the last general realignment within the ERM and relative exchange-rate equilibrium. It therefore
constitutes a logical reference year for analyses of cost-competitiveness.

¥4 This number is reduced to two out of seven if unit labour costs in the whole economy are used as deflator
instead of unit labour costs in manufacturing.

See comment in Footnote 7.

16 This number rises to five out of seven if unit labour cost in the whole economy is used as deflator instead of
unit labour costs in manufacturing.
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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 fourth quarter 1996 Since the first ERM crisis Since 1987
(96 Q4 /96 Q3) (96 Q4/92Q3) 96 Q4/87)
% Change NEER ULC REER NEER ULC REER NEER ULC REER
D &) €)) ey, @ 3) ey, @ €)
BLEU -1.6 -0.1 -1.6 5.6 -0.1 5.5 9.0 -23 6.5
Denmark -0.9 04 -0.5 8.4 2.0 10.6 10.1 -3.7 6.0
Germany -2.0 -0.4 24 9.2 0.8 10.1 13.0 -0.7 123
Greece -0.6 1.6 0.9 -14.9 37.4 17.0 -46.9 177.4 473
Spain -1.3 03 -1.0 -17.4 -1.6 -23.7 -10.1 52 -5.4
France -1.2 -0.5 -1.7 9.9 -3.6 5.9 11.5 -12.5 -2.4
Ireland 1.8 -0.8 1.0 1.9 -20.4 -18.9 4.5 -36.2 -334
Italy 0.8 0.7 1.5 -18.6 4.7 -14.8 -22.5 15.6 -10.4
Netherland -1.5 -0.3 -1.7 6.6 -8.5 -2.5 9.3 -18.7 -11.2
Austria -1.1 -0.5 -1.6 6.3 -4.4 1.6 8.7 -15.8 -8.4
Portugal 0.0 0.0 0.0 -7.4 11.8 3.5 -14.2 62.3 392
Finland -0.7 0.0 -0.7 24 -3.9 -15 -9.6 -10.5 -19.0
Sweden -0.2 0.5 0.3 -11.3 -6.0 -16.6 -11.7 5.6 -6.7
UK 6.8 0.6 7.5 -4.4 8.9 4.1 -7.8 11.0 23
B. EVOLUTION IN WHOLE ECONOMY
During fourth quarter 1996 Since the first ERM crisis Since 1987
(96 Q4 /96 Q3) (96 Q4/92Q3) (96 Q4/87)
% Change NEER ULC REER NEER ULC REER NEER ULC REER
) @ 3 (1 @ ©) (0 @ 3)
BLEU -1.6 -0.2 -1.7 5.6 1.1 6.7 9.0 2.2 6.6
Denmark -0.9 0.1 -0.9 8.4 -2.3 5.9 10.1 -11.4 -2.5
Germany -2.0 -0.4 2.3 9.2 -2.7 6.3 13.0 -13.4 -2.2
Greece -0.6 1.7 1.0 -14.9 51.0 28.5 -46.9 158.2 37.2
Spain -1.3 0.2 -1.0 -17.4 32 -14.8 -10.1 15.9 42
France -1.2 -0.3 -1.5 9.9 -1.6 8.2 11.5 -12.3 2.2
Ireland 1.8 -0.1 1.7 1.9 -1.5 -5.7 4.5 -20.0 -16.4
Italy 0.8 0.7 1.4 -18.6 4.7 -14.8 =225 19.4 -7.4
Netherland -1.5 -0.1 -1.6 6.6 -2.3 4.1 9.3 -14.6 -6.7
Austria -1.1 -0.1 -1.2 6.3 1.3 7.7 8.7 -4.2 4.1
Portugal 0.0 0.6 0.6 -7.4 10.7 2.5 -14.2 718 47.4
Finland -0.7 0.1 -0.6 24 -6.1 -3.8 -9.6 -5.0 -14.1
Sweden -0.2 0.3 0.1 -11.3 54 -6.6 -11.7 20.3 6.3
UK 6.8 0.2 7.0 -4.4 =23 -6.5 -7.8 16.9 7.8

(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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BILATERAL EXCHANGE RATES AGAINST THE GERMAN MARK.

GRAPH 7
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NOMINAL EFFECTIVE EXCHANGE RATES RELATIVE TO THE EUROPEAN UNION.
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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 (EUR1S)
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 S8 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.!

! The technical annex provides further details.
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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)
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France — franc
Nominal Effective Exchange Rate
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France — franc

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

Nominal Effective Exchange Rate
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Italy — lira
Nominal Effective Exchange Rate
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Real Effective Exchange Rate
relative to 23 Industrial Countries (IC23)
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Netherlands — gquilder

Nominal Effective Exchange Rate

Mt oONMTN-ONTOM

R .............
ol HDOOCOHoDLOOoLBHOLOO
[ - [ T O A T I A | bt |
[2Re]
oc @
—© > HTOMDOTOOIDDT O
s B
[=19) ~D CO0000OO0OBOOOO
— L R
- —
[
> ro TTOMWOO— NEOINDO— O
_ P I
cc (&) [e¥eYatoYoToYaYoYoto oYY o)
- - [ T A A T [
ce
[°X-]
=E LD (0 (O (O (O (O O (O (O (O O O ©
DDRODIRDDDNADDD
OZOoxaC>Zi10a—>0
wtwa <DIDDZWOo0owW
OOLISLCEZHIHLCNOZAO
DOENOOO—NOT— IO
= I
o MNOOCNMNOOMMONNO
L COCOOO+~0OOOOO
[ O | =rrrrrrrrerrrecrrreere
o -
o
S oW MM O— T IDOWONDH®
ol Sy | e e e e e e e e e e
-~ - CHOOOMNOMAN~AD
“— ~-D OO T T o
D Ol | e
> —
—_— ©
- o O~ r—NODOANT O
o x P N
- o ODrNMOOMNNONLNT
[ ] (&) O Y ——
© — | e ——
3=
[e]
T ONMOT—NMt N M
[elelelelelelslelslelelele)
O T LD O OO0
HODONDHDHTODHAD
MNAMNONMN NN~ ~OWOM
M .............
[+ TONOOOCOO—OMO~
w OONOOOOOO00O0
_— o | T
no -
vo
— - o AR OONOO~r~OWwo
S S | e e e e e e
o~ —r — OO T MO OM—
-~ -D OO NHOOOO —rr
- o - e
- —
—_—— @
© o MONOOYT TN~ OMmT
3% P 2
co o ONTOODPOMOO—INWD
co O VOHOONOOO ™+ v v
<c — | e e

TUHOMNOOO~NMTINW
[ellenfecfeaselooRorNorNor Yo Mo Ne To))

Nominal Effective Exchange Rate

=100)

Quarterly figures (index 1987

100)

Annual figures (index 1987

90Q1 91G1 9201 93Q1 94Q1 951 96Qt 97Q1

1991

1996

1976 1981 1986

1971

Real Effective Exchange Rate (based on ULCM)

=100)

Quarterly figures (index 1987

=100)

Annual figures (index 1987

90Q1 9101 9201 93Q1 94Qt 95Q1 96Q1 97Q1

1991

1996

1976 1981 1986

1971

Page 19



Netherlands — guilder

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

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

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

Real Effective Exchange Rate
relative to 23 Industrial Countries (IC23)
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Real Effective Exchange Rate
relative to 23 Industrial Countries (IC23)
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United Kingdom — pound sterling
Nominal Effective Exchange Rate
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United Kingdom — pound sterling

Real Effective Exchange Rate
relative to 23 Industrial Countries (1C23)

(index 1987=100)
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Norway — krone

Nominal Effective Exchange Rate
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Norway — krone

Real Effective Exchange Rate
relative to 23 Industrial Countries (1C23)
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Australia — dollar
Nominal Effective Exchange Rate
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Australia — dollar

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

(index 1987=100)
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Canada — dollar

Nominal Effective Exchange Rate
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Canada — dollar

Real Effective Exchange Rate
relative to 23 Industrial Countries (IC23)
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Nominal Effective Exchange Rate
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Japan — yen

Real Effective Exchange Rate
relative to 23 Industrial Countries (IC23)
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Nominal Effective Exchange Rate
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United States — dollar

Real Effective Exchange Rate
relative to 23 Industrial Countries (IC23)
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Bilateral exchange rate of the US dollar aga

(Price of one US dollar in terms of the currencies of each of the countries indicated)
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Table A2

Annual figures (period average)

TR

CH

NZ

MX

CND

FrMOFTNSMONUNMM NN
OAUNDO—Or—l0M OO
MWW v OO WM
—ANTOODINO
- ©

OVETODND—TO—T~ OV
TENDOMEMO D
MENTTOMNTTTO N

OO v v v v v

Crr—r—OANNEOOM N WO
TR OM OO ML
TFNONDONTANOOMmT

WO WO OOONNED

WONDDNODHDDID T
STEOOANSNAN O NN
rMOOONWONDOWOINT

O T e

MNANOMD—OINOND D
OO~~~ OO
FANDAONTOOO T~ MMN

COO~NNNMMMHMON

MNMODIFT DT OO0~
PP 0O <t <O~ N O
DOMEOEITANDNTON-OD D

NN~ —

THOW—ThOROWNT
DOHNMOVOTONONW
NOORNT - NND OO

v

COMN~N Y~ — NN ©
IO O N - €0 00 00 O MO < -
—rTTNNANNMTOmN

————————— e —_—————

Year

T NONODO—NM T NW©
DO DODDDADNDNDD
PO,

e e

TR

CH

NZ

MX

CND

AUS

OCHMOANNONO NN |
DOV —~ON~OOND
NOOIANNOCOMNONTHD |
MONNNO-NONT @0 |
—FrMOOYTTTDONDOD

NOONO®MD——OMmN M~
CNOrOTVONDHIFTND
LT ONN T~~~ NN

e -

NODBLTMO—NDNTOON |
NTOTONTOD—MT ™
MY NON~NONONS ST

RN OOOOOOOWOW

TOONNMNNNO D NN OO
TINDN@OWN N W T
O OONT WD T T T T

e

WONTONANDITHNOW
NOLTOHDOO~ O~ DOM
OO NMN S IN®

DO OMDNOONNINNSS

MOENr-DI=DONNINO D
OOV OT M= INDNDN
ORIV OCOO T

LONNONNOOD T O
NLONOONNWBLOOND |
OEOOOOMITMOOOOme

e i |
i
!

OMOTMNTONmMmaOn |
Or=DINNONIDONQOLWN
DLTOOOOMOOONNN

Quarterly figures (period average)

Qtr

T NOT NN —NOT
[elelelelelelelelalals]lele]
LTSI TNWDWNOOW©
DO DD

Monthly figures (period average)

TR

CH

NZ

MX

CND

COr-ODDHIDW — T O™
T WA P N O L
O~ TONNNOD DWW
COFTDNOONNDMDOD
DOOONNNDDODD

=+ €O N KO O T P 0 0D O D < O
OO DINMO MW M~
NN NN NN

T T T

DNMMDODOOMOTO
Nr-rONDMNMD— DLW~
Mgt OTSTTTOT

0 @ O W W W W WWWWWw

ON™—DOWOOO NN
D OOWOOMNDNONO
LTSI LT

T ——————

OROBHO T AN TN OO
ONOOOMNON—STMHON
OIOOULIWOOON~OD

I O O R N N S S S

DM OHNDDRNIIDLTON
TIOWNMNOODOMNDNNT
CO0OTOOOOO v

OO DODHNUND O
© OO WY W OWNM©
DO OMOmMMOMMOM T

DDLNNWDON MWD
AR DWOON OWINW
momoaNNNNNNNNN N
T —————

N WO WD WO W (D O WD W WD WO W
oo mOmHMO MmO
OZore>Z2200 >0
W< <<DODDWOo0oWw
CHULECE-S>Cn0OZA

Page 42



Ies

t the EU currenci

Ins

Bilateral exchange rate of the US dollar aga

(index 1987 =100)

Table A3

Page 43

Annual figures

ECU

UK

SF

NL

IRL

GR

DK

BLEU

|
|

VO’)QQ‘DI\V\NFVNNU’
(DF'\QI\QT‘OV)U)WI\GDO
THrONOONDONNOD
-

ODONDOODHNOODND
NOrONO—NMPOHOOT
NN~ OMOOOMIHOQOO

———— " ———

TOmOON~TONN~ S
NGOG MW - a0
OB ODONHONN— O

- - ——

NNTONDOOD O
COULOULMNMRN~—OOD T
NI OOV DRON— DO

Nm—oov\v—-ﬁrr\wr\vv
vv—woNv—wNmmr\tDm
ONODOT~ DO~ —O D

e e

T OOONDM M MO0
OMOONTONONDDH M
NHONONOLCHOO D M

—_———

0T 0O MO OO WM M

DOOONTOND— DD
DONOHODODO DN D

—_—r -

momoncov:omw-:n\-
mr\voommmvv—vmm
OT OO DDHNNN ™

OO WRHDMTOTOD
NOOONMNTOmNN—ONN
NMFr-rODODDDONDD

—_r——- - -
NONOO— DO NM N
NONONWOMDILTNMN

TL—ONSDHNDDHD DD

mmmovowmmowwr\

Or\mowcomtrc\lmmv-w
OIMrrOMNODOOOO0 0O

——— —r

momonmovnw-—mw

NN(‘)OVO’P\VOO’U}FV\
WOOOO MW~

e ———————

DO DN DO W0

OO THNONOD®
NONODODTDOND D

———— -

mmmovmvmwmocm

v—vmowmommvmwv
DD ONODHNEOD G0

———— -

OOLDOTNTT OO
TONDODNDN—OANDID™
DIDr-rONODDHVM® D

————

Year

TNONODOANM T IO
WODDRDDDHDDDHDD
OO DHDHD

e

Quarterly figures

ECU

UK

SF

NL

IRL

GR

DK

BLEU

Nmmoor\wmwwmmw

‘--:\u‘.nw:rv:':c(.r:r~r~c:')w—c:v~
CODDHONDDODDODDHND
-——

momtommm-—mmvmo

mommmmwvvwr\mo
OO0 CO0O000DDOO

7 Y Y Y T Y————

wvw—v—trvmvmoc\u\\n

mwmv—wmmmmr\wvm
ANANNN-— OO0 O0 0

e ———

Q’U)O)N‘-mem(\l?(\lv

v—r\mcocovvxm!\mr\mv
OANNT-OODNRNOOO

WONTLT -0~~~ OO M
NTrONOTOOO—NOD
NN == 00000 —0 0O

e

NODNOOT®NMMNO T
MIDANMNONNOD— T On
O O) 0) 00 €0 O M~ I~ M~ 0O O 0 0

mm-—tolnomm:o:\h-om

mmemNI\mwv—vmv
O 0) O O CO M I~ P~ O O @ O

mowmww&mmvowu’:

v\orh—t\lcomq-mr—or\r\
NN NN N N v

O r—NOTONNNWD W
LN T NN T NO
OO HADODOD

—OMNTMO®T T~ OO0 N
M OHOW—ONNM IO < W0
©) O O €O O €O €O 0 €0 0 W O

NTOOOOOONMM NN
OTOITILOINOOONT
rFTrrOO0OMOOOCOO0O

————— -

D= OANM~INMOoN
OTNTINONONOOHN
N N N A

e

NOWOOYTONMMNNT N
MONNONNOD MmN
©) O) 0> 0O @ O M~ I~ I~ 00 0O O @

otrtv)v-mmv—vmv—mtnoa
mmmommow—cmmvm
O O O 0 00 CO GO O O 0 O

NN NOOWD OO N
O~ O —MOOOoOMNT
OO OON N NDDDX

Qtr

TN N E T NO S
[slelelelelelelelelelele o}
& < < DO O LD (O K0 O WD
DDHDHORHDDDDHD

Monthly figures

ECU

UK

SF

NL

GR

DK

vacva—mmcn\nm

mmc’)Ov-NNOmOv—DN
DDDDH DD DO DNDD

ONONO~ AN T WOCN T
OOONDODOLNIWMDT
CODOOCTOOOOOM

T —————_——

r\-—wmomvmmmmom

vmmowmmvev#vr\
COCOOO0DOOOOVOO

e

NFNQQQWVOQFNW

a:v—mvr\cctovwmvmm
DooCcOoODOODO0OCOD

Nm-—mwwmmommmv—
l\r\mccc»v—v—mmmmmo-
OO~ ~O0OOO

e ———

OMEOONT— RO~ NI
O —NMWINOMNMWD @
0 @ 0O O 00 €O 0O €O M O O O

I\w—v\-—rxmvc\lvrsmw
@o—w—mvvnwmemm
I~ €0 €O @ £0 €O €O €0 €O O @ O ©

NN OMNOO-MNDO
N~ OCOM NI O©
NN NN N~ v v v

mmowc-mwnvmvw
mmvvmmmmmwwmm
DD TOIDDHDHD D 0D

MOOONOTNOOTOND
NMMFT DT TN
0 £O 0 €O 0O @ &V O €O 0O O O @

TONNTDONODOMND
DDOD—MILTONM T MO
HOOO0ODOODOOOOO

T

O’)(DO’}'?T\W\DCDQC’N—V

1~ €0 0 00 O O 419 13 €O e (O 1
N T S N S

wmmmr\vowtnmv—mv

cv——mmmmmmnmvw
O C0 C0 @ €O 6O TO €O 0 O €0 60 O

MO IONDINDO~OD
FNMMTOOTmTIDN O
€0 00 €0 €0 €O €O €0 €O O M € 0 T

vvmvmmmc’mv—vmr\

mOOwvam—ﬂ!fwkﬂ
'~ 00 00 00 O T GO 80 MO W & O ©

10 €0 (D €O (D (O (O (D D (D O O O
DD NRODDHDHD
OZOCX>ZJ40a k>0
W< L<DODODWOOW
ODOULICESHIINOZOD




ies

inst the non—EU currenci

Bilateral exchange rate of the US dollar aga

100

Table A4

dex 1987

in

Annual figures (period average)

NZ

AUS

TR

CH

J MX

CND

howommmw’mv—ml\m
oMo
Nr—wovl\ﬂt\ll\(\lc")mﬂ’
TOMNOOWITODDHMND |
N~ '

i
Pt OO —maN~TD |
hvcommmwvm-mwi
DLONOPODPHRDH D

—_——r— -
onwcr\mmmmmm-—-m
ehmomwwommecm

aNNOCOoOOoOODOOODOoOOM

vaOmOva—mwN—
MO)NDOQO’NOQQOO
Or-r—OOONOOr-rOMmM®

————— ———

vaovammmm-—m
Nmmommmmmomvm
T OOVOONNMT N

NN NN 0

TOUOOD I ONOM

TLTOODOMMNOO NN
COrOCONODNONNON~

————— —

LCOVODXMOT MO WD

~NOTONNRDO— MmN
DO DDODOIDHOO

- —

D OONINO Ot v~ O WL
MOTONDHOMINTD
NOOOTDDIDGOD DD

—————— -

—

Year

TNONDDO—NM N ©
WOV DDONHIDHRDHOD
DO DHHDDNHD

Y e

Quarterly figures (period average)

TR

CH

CND MX NZ

AUS

MNODWSTDOTO NN
NN OMNTO~NOM T D
NODNNOOTNIDDO W
TFONMOTTODONDO—

LOOrOBLWMMOWN — T
WM T DONDPDN DD NG
OO MW@ M~

mwv—l\omr»l\mc')v—r\w
wov\v—owmmmmr\mm
O-OQOoIOOOIMDO D

MOVTANWETNORNOD
T —ONDTDO W
QOO MDD O MWW @

~—

cor\wm-rotnl\mo;nv—m
r#l\wmwmo\nr\vco
OOTOOTNO TN
NN S T T OO WD DLW

OWNVIBON—mNT ON
N < v 00 00 O W N O T D0
NN OOWOONNNNN

DN =T AN D
DM OINNDN O~
PooOooO0o0OOO0

v-or\c'n\!\mcor\r\tnon—
mmmwwmwvmmmmw
COOPNHHD DD MWD
—

Qtr

T NOT NS - NO S
[e]ejelelelslelslalslele (o]
MY YT WO OO OO
ORI NRRHOOND

Monthly figures (period average)

Month

CND J MX NZ CH TR

AUS

|
|

DOTOLT~FTODH® T~
MO~ 0T O— OO M
WOoOnOoOWwWoOMODIITHWLN
OMNMNDODOOINOO —

-

Nv—mmmm-s-couor-mwm
mmoc-—vwmomcmm
S I~ €0 €0 O @ O 0O O €O €O €O O

mm—mvr\v—mmmmd-v—
wuommeor\r\mmmmvw
SOOI HODHD

‘—ml\mmmmmoomvo
me\mmmr\mwmvmv
O €0 0O D €O CO €O W 6 W W O O

AN ORANEeOWoN
OTOONOOFT WD NI
MOV OLWWN~OD
VDWODLOWVLVWWLN DN

Inv—(\.)t")N{D#P\l\v—mmm
memvmmmvwhl\m
N N LT N N

N ~OWMHOMWBDMOITe ™~
OEOOONAMONO—ON
COOOOODCOOOOO

CHOOENDINDOTOD
TETNONM O WMWK~
0O O 0 O3 O O @ O D O

L3 (D (O (D (D (D (D D (D O O (D ©
DODRIODHDODHRD
OZOET>Z 100 —>0
WL <2ODDHO0Ww
O LICE2HCN0OZO

'

Page 44



Page 45



Nominal Effective Exchange Rate

Relative to 23 Industrial Countries (1C23)

Table B
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Consumer Price Index (CPI)

Table C1

in national currency relative to 23 industrial countries (IC23)
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: GDP deflator
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Price Deflator Exports of Goods and Serv
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TECHNICAL ANNEX

INTRODUCTION

The quarterly report on price and cost competitiveness presents recent changes in the
nominal and real effective exchange rates of the 14 EU currencies!, Norway, Australia,
Canada, Japan and the United States. Aggregate measures for the European Union
(EUR15) and the group of countries participating in the Exchange Rate Mechanism
(ERM) are presented as well.

The nominal effective exchange rate (NEER) describes the changes in value of a
currency with reference to a given base period. It is calculated as a weighted geometric
average of bilateral exchange rates against the currencies of competing countries. In this
report, three alternative groups of competitor countries are considered: a group of 23
industrial countries (IC23), the 15 Member states of the European Union (EUR1S5) and
the group of countries participating in the Exchange Rate Mechanism (ERM).

The real effective exchange rate (REER) is the main indicator of price and cost
competitiveness. It is calculated as the sum of the nominal rate and a trade-weighted
price or cost deflator. The REER attempts to show the movement in the prices or costs of
production of domestically produced goods relative to the prices or costs of goods
produced by competitor countries, when expressed in a common currency.

Double export weights are used to calculate NEERs and REERs, reflecting not only
competition in the home markets of the various competitors, but also competition in
export markets elsewhere.

Both outlay and contents of the 1996 reports (including the current one) are substantially
different from earlier reports. The computer programme that used to do our calculations
has been replaced by a newer and more flexible application, entitled FX (from eFfective
eXchange rate). FX permits each user to make his own choice of competitor countries,
reference period, method to calculate trade weights and, in the case of real effective
exchange rates, price or cost deflators. This technical annex describes the choices made
in writing this report. We are ready to provide differently defined nominal and real
exchange rates to interested persons or organisations, upon request. Please fax your
request to the European Commission, Directorate-General for Economic and Financial
Affairs (DG I1-D-4), fax n° 32-2-299.35.05.

1" The Belgium Luxembourg Economic Union (BLEU) uses a single currency.



METHOD
1. Choice of reference period

The choice of the reference period in assessing developments in nominal and real
effective exchange rates is important, even if always arbitrary. In the present report,
reference has been made primarily to 1987 and several arguments are presented hereafter
in order to explain this choice. However, this should not be seen as implying that
exchange rates prevailing in this reference period were in equilibrium.

The stability of exchange rates throughout the period 1987-1992 seems to indicate that
the rates of the Louvre Accord of January 1987 were appropriate and that at the time an
international balance was struck. In other words, imbalances slowly began to build up
thereafter and 1987 could be considered as a suitable basis for analysis. Alternatively,
one might argue that the period of stability in international currency markets started in
1983/84 and that this period should be considered as a suitable point of reference. The
decision was taken, however, to discard 1983/84 as reference period, because at the time
the US dollar was clearly overvalued.

2. Calculation and application of trade weights
(that transform the bilateral exchange rates into effective exchange rates)

The trade weights used are double export weights. This implies that the bilateral
exchange rates between the currency of a given country and the currencies of its
competitor countries are weighted according to both:

(N the competitors' share in the total supply of competing goods (including the
supply by domestic producers) in each market separately; and
(2) the relative share of each market in the total exports of the given country.

The weight matrices of year t-1 are used to calculate the change in the effective exchange
rate between the year t and t-1. If no weights are available for the year t-1, the weights of
the latest year available are used instead.

3. Price and cost deflators
(to transform the nominal exchange rates into real rates)

Five real effective exchange rates (each based on a different deflator) have been
calculated in order to provide a comprehensive assessment of a country's price and cost
competitiveness. The following deflators have been used:

(1) the Consumer Price Index (CPI);

(2) the GDP deflator;

(3) the price deflator of exports of goods and services (PX);
4 Unit Labour Costs in Economy as a whole (ULCE); and
(5)  Unit Labour Costs in Manufacturing (ULCM).



4. Additional indicator of competitiveness

The relative export profitability of an economy is defined as the ratio of the relative
export price deflator (PX) and relative unit labour costs in the economy as a whole
(ULCE). Both deflators are expressed in national currencies. This profitability measure
can be viewed as an indicator of relative profit margins for producers of export goods
and services in the various countries considered.

. German unification

The competitiveness indicators presented in earlier reports reflected developments in
western Germany only and did not describe the changes occurring in the eastern part of
the country. The current report, on the contrary, uses pan-German data wherever
possible. In practice, this means that pan-German data are used to calculate the weight
matrices from 1991 on and the deflators from 1995 on. Consequently, the transitional
high rates of inflation observed in the new German Lander immediately after unification
(i.e. between 1991 and 1994) are not reflected in the real effective exchange rate of the
German mark as presented in this report. The introduction of pan-German data causes a
break not only in the German series, but also in all other series of effective exchange
rates because of Germany's role as a competitor. However, a break in the series is
technically unavoidable and a reflection of reality.

DATA SOURCES
1. Nominal bilateral exchange rates and deflators

Exchange rate data are taken from the TXI (DGII) data base. TXI contains the official
daily rates recorded at 14.15 hours. Monthly figures are calculated as the arithmetic
mean of the daily rates. Quarterly and yearly data are geometric means of these monthly
figures.

Annual figures on the deflators (including Commission forecasts for the current year)
come from the AMECO (DGII) data base. As the calculation of real effective exchange
rates requires a full data set, missing data have been estimated. The annual figures have
been transformed into quarterly data by applying a straight-forward spline method.

2. Weight matrices:

The double export weight matrices are derived from trade matrices with domestic
production for the home market on the diagonal. The source of data on bilateral exports
is the DoT (IMF) data base. The source of data on domestic production (defined as GDP-
exports) is national accounts' data from AMECO.

The definition of domestic production for the home market 1s a simplification of the
definition used in earlier reports. This simplicity, however, has allowed us to calculate
more recent double export weight matrices. In previous reports, the latest weight matrix
used was from 1986. For the current report, the 1994 double export weight matrices were
already available. This has the great advantage that the most recent changes in trade
flows are reflected in the effective exchange rates presented here. Table H in Part 2 of
the report reproduces the latest weight matrices available.



COUNTRY COVERAGE
1. Competitors

The report presents nominal and real effective exchange rates relative to a group of 23
industrial countries (IC23), relative to the European Union as a whole (EURI15) and
relative to the group of countries participating in the Exchange Rate Mechanism.

IC23 consists of the 19 economies for which competitiveness indicators are calculated
(see Introduction) plus Mexico, New Zealand, Turkey and Switzerland. The increase in
the number of industrial countries from 20 in earlier reports to 23 in the current report
has important implications. It permits a more balanced evaluation of changes in price and
cost competitiveness affecting in particular the United States, Canada (Mexico being
their partner in NAFTA) and Australia (given its proximity to New Zealand). The
coming into force of the customs unions between the European Union and Turkey in
January 1996 will likely raise the weight of Turkish competitors in EU markets. This rise
in the number of competitor countries, however, has certain disadvantages. As both
Turkey and Mexico have experienced quite high rates of inflation in recent years, their
currencies have depreciated rapidly at times. It is for this reason that other countries'
currencies show a rate of nominal appreciation relative to IC23 significantly above their
rate relative to the IC20. This might even be the case if the trade weights of Turkey and
Mexico are relatively modest. Care should therefore be taken in interpreting the changes
in nominal effective exchange rates relative to IC23. A similar caution is not necessary if
one looks at real rates, because price and cost inflation will largely offset the effects of
the depreciation of the Turkish lira and Mexican peso.

2. Markets

Besides the countries considered as competitors, the following markets are distinguished:
other Europe (including the Central and Eastern European Countries and the countries
that used to be part of the USSR), other Asia/Oceania, other Western hemisphere, Africa,
the Middle East and the rest of the World (including North Korea and Cuba). The
conventions used in DoT/IFS (IMF) are followed strictly with two exceptions: (1) the
industrial countries are not treated as a separate category; (2) the former East and West
Germany are considered as a single entity: Germany.

In previous reports, the OPEC countries were treated as a separate market. However, in
view of the lack of homogeneity of the OPEC Member States, these countries have been
partitioned according to their geographical location. The majority of OPEC Members
have been classified under the Middle East heading.
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