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The recent “Annual Report on the Euro Area-2006” by the European Commission has stated the following: 
“A major characteristic of persistent growth differences within the Euro Area is that price and cost competitiveness have tended to adjust too slowly in some Member States” and that “while fluctuations in intra-euro-area competitiveness are to be expected in the short term, the persistent deterioration of competitiveness in some slow-growing Member States suggests a failure to adjust to economic shocks” 

The above-mentioned Report contains a graph (3.18, page 34) which shows how the real effective exchange rate (based on unit labour costs) of Germany has depreciated from an index of 100, in 1999, to 89 at the end of 2005, thus, achieving an improvement of its cost competitiveness against the other 11 members of the Euro Area (EA) of 11 percentage points. By contrast, at the other extreme, Ireland has suffered a loss of competitiveness of 11 percentage points versus the rest of the members and 22 percentage points against Germany, Italy a loss of 10 percentage points against the rest and 21 percentage points versus Germany, and the Netherlands, Spain and Portugal a loss of 8, 7.5 and 7 percentage points, respectively, against the rest of the EA members and of 19, 18.5 and 18 percentage points, respectively versus Germany. Other members which have improved their competitiveness have been Austria 5, France, 2 and Belgium 1 percentage points respectively versus the rest of the EA members. 

Are, these apparently large competitive divergences within the EA, going to cause problems for EMU? It all depends of what are their main causes for the appreciation in some cases and the depreciation in others, of their real exchange rates. Given that the nominal exchange rates cannot be adjusted in EMU, the only way to gain cost and price competitiveness within EMU is through a relative reduction of unit labour costs and profit margins versus the other member countries. This can be achieved either by increasing productivity faster than the other Member States or by lowering real or nominal costs, that is, wages and non-labour costs as well as reducing profit margins on sales of goods and services.
          How to gain (or not) cost and price competitiveness

Competitiveness should only be defined as “the capacity of an economy to compete internationally while, at the same time, maintaining increasing and sustainable standards of living”.  This definition means that any country is not increasing its real long term price and cost competitiveness in the following cases: 

First, if it is often depreciating its currency versus the others trading countries, because, in an integrated world, it means deteriorating its terms of trade and reducing the purchasing power and the standard of living of its citizens. Second, if it is subsidizing its exports, because it means misallocating its public resources to non competitive activities, while distorting investment decisions of its economic agents. Third, if in order to compete, it is cutting down the real incomes of its workers and, therefore, its disposable income and its domestic demand. 

The first two ways of achieving price and cost competitiveness cannot be done in EMU, the first because of its impossibility (by having a single currency) and the second because it is forbidden by the EU directives and regulations of the Single Market. But the third way can be done at EMU, and this is what, for instance, Germany and Spain have tried to achieve in the last seven years with different results. On the one hand, Germany has been able to negotiate successful wage reductions at the level of the firm, not only thanks to existence of the Supervisory Boards, where company workers are well represented, (avoiding national negotiations with the unions), but also thanks to the fear by workers of seeing their jobs being outsourced or off-shored to Eastern Europe and Asia. But, at the same time, Germany has been able to increase its productivity per worker and per hour, thus, improving its long term competitiveness. 

On the other hand Spain, which has also been able to achieve a negative real wage rate of growth to try to compensate for its relative high inflation and its very low relative productivity growth, (the lowest of the Euro Area) has not been able to improve cost and price competitiveness. These ways of trying to gain price and cost competitiveness, as an alternative to reduce over-regulation and to increase productivity, should be only a “second best” solution and it should only be used temporarily, (forced by growing foreign sector disequilibria) when other alternatives are not institutionally or politically feasible. 

Moreover, such a way of doing a real devaluation of its exchange rate when changing the nominal exchange rate is not feasible, could be also viewed sometimes as a contradiction. For instance, in the case of Germany, to resort to real (and even nominal) wage reductions when its inflation rate has not been its main problem but, rather, its low internal demand growth which depends, basically, both on its wage and employment rates of growth. As a matter of fact, a recent studiy, by the Bundesbank about the effects of cost and price competitiveness in Germany (Stahn, 2006) shows that the German export improvement, both in the Euro Area and in foreign markets, has been due much more to an increase of rate of growth of its exporting markets than to an increase in its cost and price competitiveness within them.

   Determinants of different export performance and total growth rates

The best analysis available about how, against an overall sluggish economy in the Euro Area in recent years, the external sector has performed very differently among its four largest members is the IMF Country paper by Allard et al. (2005) which stresses both the cyclical and the structural factors which jointly determine their developments in prices and volume of trade and their impact on their total growth rates. 
First, In EMU, where there are no national monetary and exchange rate policies, the adjustment to different cyclical positions in demand or to different output gaps is expected to be associated with changes in relative competitiveness. Countries facing a comparatively weak cyclical position will experience relatively low price and wage inflation and enjoy an improvement in competitiveness, which will curb imports and boost exports.

Second, among the structural factors, different degrees of labour and product market flexibility will also affect the responsiveness of individual economies to shocks, and different paces of structural reform will affect to country specific dynamics in competitiveness and trade.

Third, pricing behaviour plays a role as well. Importers tend to fully pass through changes in exchange rates into their prices and exporters, conversely, have to move their export margins across countries in response to developments in the exchange rate or the productivity, affecting export volumes.

Given these three factors, each country’s total rate of growth can be affected by the contribution of the external trade results. For instance, in the period 2001-2004, Germany, where domestic demand was very weak, the external sector contributed positively to growth throughout the period. By contrast, in Spain, the country with the highest GDP and domestic demand growth rates, the external contribution to GDP was negative during the whole period achieving a cumulative -6.1 per cent. France’s pattern followed the Euro Area average, that is, from a marginally positive contribution in the first two years to a marginally negative in the next two. Italy, which was the exception to the rule, its very weak domestic demand, especially of investment, could not prevent the external sector from detracting growth since 2002. 
Although for imports the relative import content of domestic and foreign demand still plays the most important role in trade, while price and cost competitiveness play a secondary role, for exports, both roles are primary so differences in cost competitiveness are more important than in imports, Germany’s recent export boom is a good example of the importance of both factors and Italy and Spain are by contrast a good example of the contrary, their export markets were growing but exports were severely affected by their competitiveness loss. 
Even if all four countries benefited from the appreciation of the euro, through reducing their import bill in euros: on the one side, all of them were adversely affected by the oil price hike given its magnitude. On the other side in spite of the euro appreciation, France, Italy and Spain’s non oil trade balance deteriorated less than expected because they were able to pass through the increases in their unit labour costs to export prices, mostly within the Euro Area, and Germany’s non oil one trade balance improved less than expected from the performance of its net export volumes and its competitiveness. 

Therefore, price and cost competitiveness is important to explain the large disparities in export performance by the four countries. Even if they share a common currency, in effective terms, their unit labour cost-based real exchange rates have behaved differently, depending on their trade volumes, relative costs and productivity growth between Germany and France on the one hand and Italy and Spain on the other. While the appreciation of the euro has had a limited impact on its real exchange rate, owing to its productivity growth and labour cost reductions, France saw only a modest real exchange appreciation, whereas Italy experienced a very high appreciation ot its real rate, due to a falling labour productivity growth and increases in labour costs and, finally, Spain did experience an even larger real appreciation due to labour cost increases being higher than productivity growth. 
There are also global structural trends in trade and sectoral composition of exports that contribute to disparities in export performance. On the trade side, in general, emerging economies that are integrating in the world trade tend to undergo an income “catch up” process leading to along run increase in their global share of trade to the detriment of more advanced economies as the four largest members of the EA, which should show an underlying trend of decline in their own share. Nevertheless, even among them the less developed of the four, Spain, was less affected by this secular phenomenon given that he had still to catch up 15 per cent its GDP per capita to match the other three EA members.  
On the sectoral side, Germany has beneficiated by its traditional specialization in manufactured capital goods, which have gone through cyclical upswing by the high growth of some emerging countries. France and Italy, by contrast, which are more specialized in consumer goods, have been more vulnerable to competitive pressure from emerging countries. Spain, very specialized in manufactured goods has suffered the most of competitive pressures coming form emerging markets in Europe, Asia and Latin America.

Asymmetrical developments in domestic demand have also impacted import performance, given the trend correlation between domestic demand growth and import growth, except in the case of Italy. Spain which has had a 3.75 annual average growth in internal demand has had a high import growth and the contrary has happened to Germany, the only exception is the large import growth of Italy in spite of its very low internal demand growth. 

Finally, the model or the structure of economic growth in each country also affects competitiveness. Over the period 1999-2005, Spain has been the fastest growing country of the four, both in terms of real annual average growth (3.63 per cent) and in terms of GDP per capital annual growth (2.4 per cent) which may be normal in a process of catching up. The reasons for that have to do with another way to increase cost competitiveness: i.e. a huge reduction in the cost of capital since joining EMU, due to the fall in country risk and the correspondent increase in debt rankings achieving, in the last five years, an extremely low (or even negative) level of real interest rates. This drop in the cost of capital has made possible to have the highest investment rate level (29 per cent of GDP) and the highest employment growth (3.5 per cent on annual average) of the four large member countries. 

Thus, Spain has been able to grow so fast mainly out of labour and capital accumulation, helped by zero or negative real interest rates, which have also fuelled a high internal consumption and investment demand, high consumer inflation, and a housing price bubble, but at the expense of a very low productivity growth (the lowest of the four). As a result, it shows the highest current account deficit in the EA and the largest negative contribution by the external sector to GDP growth. This trend growth model shows that no country can grow in the long run out of productive factor’s accumulation only. If it is not accompanied by increasing labour and total factor productivities, major internal and external disequilibria will build up and jeopardize its future growth. 

By contrast, Italy is again the exception. It has also enjoyed a huge drop in the cost of capital when joining EMU, but it shows three apparent contradictions: First, a relatively high inflation rate with the lowest economic growth rate of the four. Second, a low employment average annual growth rate (1.5 percent) and a low level of capital accumulation (19 per cent of GDP) in spite of very low interest rate levels and, third, the largest drop of the four in its level of labour productivity per person employed (-15.4 percentage points, although gaining a small increase of 2.4 percentage points in its hourly productivity) over the seven year period.



        Inflation differentials in EMU

Inflation differentials within EMU have not been large, but they are still persistent, thus affecting also competitiveness within the EA. Their causes may be the following: First, a Balassa-Samuelson effect (1964), that is, differences in productivity gains in the tradable sector versus the non-tradable sector, producing a dual inflation, higher in the non tradable sector. Second, a “catching up” effect by less developed member countries converging toward the most developed ones, given that by growing at a faster rate than developed ones they tend to have higher inflation pressures than the latter. Third, a “shock effect”, that is, different impact of external shocks in different countries, such as the recent boom in energy prices and other commodities, given that some countries have a higher dependency and vulnerability than others. Fourth, a “cycle effect”, that is, different cyclical positions in different EA countries although trade and financial integration is reducing them. (Alberola and Tyrväinen, 1998) (Alberola, 2000)   

Such persistent differentials, under a common monetary policy, will result in countries with below average inflation rates facing above average short-term real interest rates, while countries with above average inflation rates facing below average real interest rates. This implies that, under a single monetary policy, countries growing faster and with higher than average rates of inflation would enjoy a further stimulus and those growing slower and with lower inflation rates would enjoy a further weakening. 

But, fortunately, this self-exciting effect of persistent inflation will be counterbalanced by a self-correcting real exchange rate effect. 
Countries with lower than average inflation rates will enjoy a real depreciation versus its EA counterparts, gaining competitiveness and increasing exports to them more than imports from them, thus, increasing the contribution of the external sector to their growth rate. By contrast, countries with higher than average inflation rates will enjoy an appreciation of their real exchange rate and a loss of competitiveness vis-à-vis their EA counterparts, reducing the contribution of their external sector to the growth of their GDP. As the real exchange rate depends on relative levels of domestic and foreign prices, the effects of inflation differentials on an economy’s international price competitiveness tend to accumulate over time, so that the real exchange rate effect should, at some point in time, dominate the real interest rate effect and trigger a reversion back to equilibrium (Hofmann and Remsperger, 2005)

There may also be a situation of endogeneity with respect to the persistence of inflation differentials in the EA as it may be the case in optimum currency areas (De Grauwe and Angeloni, 2004). Inflation persistence tends to be significantly lower in the group of countries which have already experienced comparably low and stable inflation rates in the past, while it tends to be rather high in those countries with a history of high inflation rates before joining EMU. Given that monetary policy by the ECB is geared to delivering and maintaining low and stable inflation rates in the whole of the EA and to minimizing the deviations of average area-wide prices from their long-run values is likely to lead also to low cross-country inflation differentials and persistence should also tend to decrease in the latter countries. Nevertheless, the persistence of inflation differentials in the EA may tend to stay longer the more number of new entrants join the euro (Angeloni and Ehrmann, 2004). 

          Other, and better, forms of gaining long term competitiveness 
Nevertheless, we should not forget that cost and price competitiveness are not either the only way to compete or the most efficient one. This form of competitiveness is based on the neoclassical models of perfect competition in international trade and it is still valid in the case of basic commodities (oil and gas, gold, metals, soybeans, coffee, maize, wheat etc.) and some perfectly homogeneous products (some iron and steel products, basic chemicals and even some textiles) which are mostly quoted at international or local exchanges. In these basic homogeneous products, the relative levels of production costs and final prices determine a large part of their competitiveness. 
Nevertheless, many decades ago, Nicholas Kaldor (1978) did show already that he could not find a clear correlation between the reductions in relative costs and prices of an economy and its market share or competitiveness in international markets (the so-called “Kaldor Paradox”). Later, in the seventies and eighties, new theories and models of international trade, developed by Paul Krugman (1980), Elhanan Helpman and Paul Krugman (1985), Avinash Dixit and Joseph Stiglitz (1977), Avinash Dixit and Victor Norman (1980) and Wilfred Ethier (1982), gave an answer to that paradox by showing that international trade and competitiveness were increasingly based on the existence of increasing returns to scale in production and distribution, as well as on product differentiation and on their level of quality, design, innovation, embedded technology and brand recognition. That is, there are today other forms and ways, even more efficient than costs and prices, to compete in foreign and domestic markets for heterogeneous goods and services.

Today, most heterogeneous manufactures compete internationally based mainly on these new parameters and not on their relative cost or price. This form of “imperfect or monopolistic competition” is highly important and growing among very similar economies in terms of income levels, tastes and revealed comparative advantages and even more between these type of countries when they have a single currency or a peg to a major international reserve currency, where each competing economy cannot have any recourse to competitive nominal exchange rate depreciations. It is also very important in the case of “intra-industry” and “intra-firm trade”, where trade flows are exchanged among a single industrial sector in the first case, or different companies or subsidiaries belonging to the same company or group of companies, which already represent 40 per cent of the total world trade in manufactures. 
Finally, a clear distinction is being made increasingly today between a country “external competitiveness”, based exclusively in short term trade results or export market shares and its “long term global competitiveness”, mainly based on its relative levels of productivity. Any country productivity is determining, in the long term and in the last instance, not only its relative level of competitiveness but also its potential GDP growth, its real wages and its wellbeing. This latter concept is the one used by the World Economic Forum or by IMD to make their annual Global Competitiveness rankings. In their rankings, China, for example, is not considered a highly competitive country, given that it is only very competitive in labor-intensive manufactured products, given that it has lower wages (because of its lower relative productivity) and because it has still a medium level technology (but growing fast) and an artificially depreciated currency. By contrast, Germany and Japan are ranked as very competitive countries, because they are able to compete internationally in spite of their appreciated currencies and higher costs and wages, showing that their productivity, technology and innovation levels are higher than in many other developed countries. 

Technically, the only way that productivity and competitiveness may differ is when a country’s purchasing power grows at a slower rate than its output or, what amounts to be the same, when its terms of trade deteriorate, that is, when the average price of its imports becomes higher than the average price of its exports, which means that its purchasing power and its standard of living are deteriorating, when they should not be one of the main results of trading internationally. Nevertheless, this has not been the trend among developed countries until now since their terms of trade have followed an improving long term trend, in spite of their temporary short term falls, due mainly to energy shocks. 
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