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Wages, Exchange Rates 
and Competitiveness

Frequently in phases of cyclically weak economic

growth the debate on the competitiveness of the German

economy raises its head once again. This occurred at the

start of the 1980s, in the years 1987/88 and again since

the last recession. As always the dispute as to the rela-

tionships between wage costs, exchange rates and com-

petitive position of a country has also experienced a ren-

aissance. An example is the frequently heard claim that

wage costs in Germany are excessively high. A more

highly differentiated analysis shows, however, that

wage growth in west Germany has almost always been

very much more closely oriented towards macroeco-

nomic productivity growth than in most of its competi-

tor countries.

It is a widely held view that excessive wage costs

compared with the rest of the world are the central cause

for the weakness of economic growth in Germany. For

example, in the Joint Declaration by Germany's two

leading employers' federations (Bundesverband der

Deutschen Industrie and Bundesvereinigung der Deut-

schen Arbeitgeberverbände) of 21 April 1996 we find: "In

an OECD-wide comparison unit labour costs of German

firms are around 20% higher than in the 11 leading com-

petitor countries".1 And also: "In order to create 2 mil-

lion new jobs by the year 2000 ... there is no alternative

to a perceptible reduction in labour costs."

These statements contain elements of truth and of

falsity. What is true is that it is not labour costs per

working hour or per employee that are decisive, but

rather unit labour costs, i.e. nominal labour costs with

respect to the real gross value added of a sector or the

real GDP of a country.2 Thus high productivity justifies

high wages. It is also correct that in comparing unit

labour costs across countries what is important is not

costs in the domestic currency, but those expressed in a

uniform currency. In other words exchange rate changes

need to be taken into account.

Yet the indicator used in the Joint Declaration is

dubious if it refers not to "firms" as a whole, but rather

only to manufacturing industry. Although this sector

produces the most tradable goods, i.e. those products

that are either to be exported or which compete with

imported goods, labour costs account for only a small

proportion of total costs in this sector. A significant pro-

portion consists of the cost of inputs procured from

other sectors, which in turn are largely due to wage

costs. Table 1 is illuminating in this context; it has been

derived from input-output tables of the Federal Statis-

tics Office for 1991. In manufacturing industry labour

costs amounted to 26.6% of the value of output, inputs

from other sectors for 24.6%. If instead of the value of

output, goods supply excluding own inputs _ which

incorporates the import of similar goods _ is taken as

the reference variable, the percentage shares for labour

costs are 31%, foreign inputs around 28% and imports

around 30%. This means that the overall costs of trada-

ble goods can be low in spite of high labour costs in the

manufacturing sector if inputs are correspondingly

"cheap". Internationally comparable data on the overall

costs in manufacturing industry are not available. There

is, however, an alternative able to generate robust

results: the analysis of macroeconomic labour and capi-

tal costs.

Macroeconomic cost factors

The view propounded here is that macroeconomic

labour costs are the central macroeconomic cost factor,

and movements in unit labour costs of central impor-

tance for changes in national competitiveness. It is often

objected that, in addition to labour costs, the costs of

capital constitute an important component of a country's

overall costs. The "income-expenditure" calculation for

1995 nominal GDP (cf. table 2) shows, however, that this

view is unfounded. Total expenditure amounts to DM

2.8 trillion. By far the greatest proportion of this _ DM

1.9 trillion or 68% _ consisted of labour costs. On top of

this comes the fact that capital costs in the form of

depreciation reflect in the main labour costs. They

encompass those costs incurred in the production of cap-

ital goods at an earlier date, which themselves at the

time consisted primarily of labour costs.

An additional cost factor is interest payments. The

fact that interest _ unlike in the case of investment deci-

sions3 _ plays only a subordinate role in cost calcula-

tions is confirmed by the profit and loss accounts of

1  It must be assumed that by "firms" manufacturing industry is

meant; this is suggested at least by a study by the Institut der deut-

schen Wirtschaft, a research institute close to the employers' federa-
tions. 
2  Labour costs are composed of gross wages and salaries plus
employer social insurance contributions. These social insurance contri-
butions are normally termed "indirect wage costs". Yet this term does

not alter the fact that these "indirect" costs are nonetheless genuine
labour costs, no less than wages themselves.

3  One aspect not discussed here is the role of interest as a yardstick for
the profitability of real capital investment and its significance in deter-

mining the ratio in which the factors of production _ labour and capi-
tal

 _ are deployed.
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west German firms as compiled by the Bundesbank. On

the average for the years 1993 to 1995 gross interest

expenditure amounted to just 7.5% of labour costs. If

just net interest payments are considered, i.e. allowing

for the fact that interest can be not only expenditure but

also _ albeit "extraordinary" _ income, the relative figure

is lower still, at 4.7%.

Yet there is another central reason why the costs of

money capital as a factor of production are not a rele-

vant factor in international competitiveness: in contrast

to labour, capital is an extremely mobile factor of pro-

duction. In other words, the capital market interest rate

is primarily determined on the global capital market.

Debtors with the same credit rating and with the same

country-specific risk pay for loans of the same maturity

the same or a similar rate of interest.4 Nor are exchange

rate risks based on differences in inflationary expecta-

tions, of themselves, a competitive factor. Although a

high nominal rate of interest in domestic currency com-

pared with that abroad appears at first sight to impose a

4  Clearly, in spite of deregulation the global financial markets are not
a perfect market. Barriers to mobility remain, such as institutional bar-
riers and the lack of information; these provide a basis for certain dif-
ferentials between national interest rate levels. To the extent that these

factors vary between countries, they constitute competitive advan-
tages and disadvantages, and are thus competitive factors.

relatively heavy and immediate burden on domestic pro-

ducers, if this high interest rate reflects an expectation

of relatively high inflation and a corresponding risk of

devaluation, the interest burden, i.e. the relationship

between nominal interest costs and nominal turnover, is

no higher over the medium term than in a situation in

which the expected rate of inflation and the depreciation

risk and correspondingly nominal interest rates are low.

This is because higher nominal interest rates in domes-

tic currency _ or the higher cost in domestic currency

required to serve a nominally low-interest rate foreign

loan due to currency depreciation _ is in line, on average

for the economy as a whole, with the higher nominal

turnover due to inflation

Long-term unit labour cost trends: Com-
petitive advantages for west Germany…

In most years wage trends in west Germany have

been oriented towards macroeconomic productivity

growth to a far greater extent than in most of its com-

petitor countries. Over the medium and long term west

German unit labour cost trends have not damaged the

country's competitive position, but strengthened it.

Table 1

Input-output Table for 
West German Manufacturing Industry, 1991

Inputs and value added DM bill. %3) %3)

Own inputs 824 38.6

plus: external inputs 524 24.6 28.2

Provisional balance I:

Inputs 1 348 63.2

Depreciation 87 4.1 4.7

plus: labour costs1) 567 26.6 30.5

plus: income from 
entrepreneurial activity2) 132 6.2 7.1

Provisional balance II:
Gross value added 786 36.8 42.3

Provisional balance III (I + II):
Value of output 2 134 100.0

plus: imports of similar goods 550 29.6

Total: goods supply 2 684

memo item: goods supply 
excluding own inputs 1 860 100.0

1) Gross wage and salary income. — 2) Including income from property and
assets. — 3) Columns may not sum to totals due to rounding.
Source: Statistical Yearbook for the Federal Republic of Germany, 1996, pp. 666/
667, values in columns 3 to 8.

Table 2

Nominal GDP in Germany, 1995

DM 1000 
bill.

% %

Expenditure

"Labour costs": 
Gross wage and salary income 1.9 54 68

Depreciation 0.5 14 18

Indirect taxes minus subsidies 0.4 12 14

Total expenditure 2.8 80 100

"Profits": Gross income from entre-
preneurial activity and property 0.7 20

GDP 3.5 100

Income

Private consumption 2.0 57

Public consumption 0.7 20

Total consumption 2.7 77

Investment 0.8 23

Net exports 0.0 0

of which: Exports 0.8 23

Imports –0.8 –23

GDP 3.5 100

Source: Federal Statistics Office, Fachserie 18 of the national accounts.
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From the collapse of the Bretton Woods system of fixed

exchange rates in 1973 to the mid-1990s, the index of the

wage costs per employee measured in national currency

increased in other countries5 from 100 to 553, whereas in

west Germany the increase was from 100 to just 285.

Thus labour costs rose abroad almost twice as much as

in Germany (cf. figure 1: nominal labour cost differen-

tial6). The comparison of long-term productivity growth

also goes in Germany's favour. During the period 1973

to 1995 the productivity index in west Germany rose to

144, but in the other industrialised countries to 139.

The labour cost and productivity trends are reflected

in a positive evolution of unit labour costs from the Ger-

man perspective (cf. figure 1). Between 1973 and 1995

the index of unit labour costs abroad rose from 100 to

399, whereas in Germany it increased to just 198, i.e. by

only half as much. Thus the index of the unit labour cost

differential (other countries minus Germany) doubled.

5  18 other industrialised countries. Internationally comparable figures
are not available for labour costs and productivity per working hour.
6  Here and in the following the differential is calculated by dividing
the foreign and domestic indices. The base value is set at 100.

...even allowing for exchange rate changes

The above calculation, though, is to reckon without

one's host, in this case in the form of the foreign

exchange markets. The significant differential in unit

labour costs could never have arisen within the Bretton

Woods system of fixed exchange rates. This has only

been possible since the start of 1973 when western

Europe went over to exchange rate systems _ until the

end of 1977 the "snake" and subsequently the European

Monetary System (EMS) _ with variable and fixed-but-

adjustable parities respectively, allowing exchange rates

against third country currencies to float. In this way the

trend towards an improvement in west German compet-

itiveness was countered by a substantial appreciation of

the D-Mark. This occurred only to a certain extent, how-

ever, so that a competitive advantage remained. As was

shown above, between 1973 and 1995 the unit labour

cost differential (industrialised countries minus Ger-

many) doubled. During the same period the nominal

external value of the D-Mark rose by 84% (cf. figure 2).

The real external value (nominal external value divided

by the unit labour cost differential) has thus declined by

almost a tenth. To put it another way: allowing for

Figure 1

Nominal Labour Costs per 
Employee and Productivity: Industrialised 
countries1) minus Germany Differential

Figure 2

Nominal and Real External Value1) of the 
D-Mark and Unit Labour Cost Differential 
Industrialised Countries Minus West Germany

1) Compared with the currencies of 18 industrialised countries. — 2) Weighted geo-
metrically. — 3) On the basis of unit labour costs.
Sources: OECD; German Bundesbank; Federal Statistical Office; DIW calculations.

1) 18 industrialised countries excluding Germany, geometrically weighted average
using Bundesbank weightings.
Sources: OECD; Federal Statistical Office; DIW calculations.
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exchange rate movements, unit labour costs abroad rose

by almost a tenth more than in west Germany.7

The trend of German unit labour costs is evidence of

a generally moderate approach to wage bargaining in

west Germany. Many critics suffer from the fact that the

present, in this case the early 1990s, looms dispropor-

tionately large in their thinking. They tend to overdram-

atise deviations from the trend caused by shocks or

cyclical factors and to see them as a "sea-change". A

shock of this type was German unification which led to

a major upturn in the west German economy. In the

wake of this boom, wage costs in west Germany also

grew strongly, whereas in many other countries wage

growth was already under the shadow of recession. In

the statistics this was initially reflected, particularly in

1992, in a fall in the index "unit labour cost differential

industrialised countries minus Germany" (cf. figure 4,

lowest curve). Yet a recession set in the west German

economy in the course of 1992. This forced a change in

the collective bargaining system which dampened the

rise in unit labour costs and finally, in the course of

1996, contributed to a decline in unit labour costs. By the

mid-1990s the index "unit labour cost differential indus-

trialised countries minus west Germany" had once again

returned to its 1991 level. Thus the cost disadvantage

resulting from unification has been made good once

more. This is reflected, among other things, in the fact

that since mid-1996 exports have once again expanded

strongly. 

If in spite of this the sales conditions for German

exporters and for domestic firms competing with foreign

competitors became more difficult, this was due not

least to the fact that the nominal _ and with it the real _

external value of the D-Mark increased significantly

between the summer of 1992 and the spring of 1995. On

7  This does not mean that in absolute terms the D-Mark is underval-

ued by 10%, because in the base year (1973) the D-Mark was probably
overvalued so that a revision of the original data series "unit labour
cost differential industrialised countries minus Germany" would be
necessary to identify the level of the real external value of the D-Mark
(cf. figure 3).

This estimation is based on purchasing power parity theory which is

considered to hold, if not in the short run, then at least over the
medium and long term. Thus the DIW assumed that on the average
for the entire period 1973 to 1986 _ across two business and interest
rate cycles _ the nominal external value of the D-Mark was equal to
consumer purchasing power parity. The difference between the two
averages amounts to 12½% (cf. "The Widening of EMS Bands: A

Necessary but Temporary Measure", in: Economic Bulletin, vol. 30, no.
11, November 1993) Yet it would seem appropriate to adjust the differ-
ential of 12½% to allow for the "structural" (i.e. largely due to statisti-
cal and institutional factors) difference between the wage share in
Germany and the average share abroad. Making a broadly estimated
deduction for this of 3%, the index series "unit labour cost differential

industrialised countries minus Germany" needs to be adjusted down-
wards by 9½%.

annual averages it was 11% higher in 1995 than in 1991.

In the course of 1996 the nominal external value

declined once more, but the annual average figure for

1996 was still 9% higher than in 1991.

Should wage bargaining be oriented 
towards exchange rate fluctuations?

Does this have conclusions for collective wage bar-

gaining? Should not the change in the course of wage

growth have been far more energetic? Those taking this

view argue that wages should adjust to exchange rates.

Yet this would be to stand the economy on its head,. and

amounts to a misinterpretation of purchasing power

parity theory. In a system of absolutely fixed exchange

rates _ the gold standard and, broadly speaking, the

Bretton Woods system _ it is readily apparent that only

goods prices and unit labour costs, i.e. collective wage

bargaining, could perform the task of adjusting national

price and unit labour costs levels to one another. A unit

labour costs differential such as has arisen between

west Germany and the rest of the world since 1973 could

never have occurred under the previous systems. Inter-

Figure 3

West Germany: External Value of DM and 
Unit Labour Cost Differential to Industrialised 
Countries:1) Original and Adjusted values2)

1) 18 other industrialised countries. — 2) Adjusted to purchasing-power parity and
structural wage-share-differential.
Sources: OECD; German Bundesbank; Federal Statistical Office; DIW calculations.
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national competition ensured that deviations in the

domestic levels of prices and unit labour costs from

those abroad were temporary, so that only minor differ-

ences resulting from national specificities remained.

Those calling for the replacement of the Bretton Woods

system by a system of flexible exchange rates argued

primarily that it should be exchange rates _ and not the

relatively rigid wages and prices _ that should perform

the adjustment function. Yet it has become evident in

practice that flexible exchange rates also have serious

weaknesses. Although on longer-term averages

exchange rates reflect purchasing power parities _ and

thus also cost parities _ rates have repeatedly suffered

from undershooting and overshooting lasting several

years. In very many cases these fluctuations do not

reflect any corresponding change in relative scarcities

between the domestic and the world economy; thus to

this extent they fail to perform a reliable steering func-

tion. An immediate adjustment of wages throughout an

economy to the changes in foreign trade conditions

caused by exchange rate movements would conse-

quently lead in all such cases to distortions in relative

prices and costs and thus to a misallocation of the fac-

tors of productions.

The real external value of the D-Mark has been sub-

ject to substantial fluctuations. What are the major fac-

tors behind this? Some light is shed on this by figure 2.

With the exception of the mid-1980s and the start of

1990s, the unit labour costs differential has widened rel-

atively constantly. Although the nominal external value

of the D-Mark has also increased markedly, it has at the

same time been highly volatile. This was due less to

changes in the parities between the currencies remain-

ing within the exchange rate mechanism of the EMS,

but rather to fluctuations of the floating currencies, in

particular the US-dollar and the Japanese yen. In other

words, it was primarily exchange rate changes and not

changes in the unit labour costs in national currencies

that have led to the sharp fluctuations in market shares

and in Germany's trade balance or current account (cf.

figure 5).

The volatility of the nominal external value of a cur-

rency has undesirable consequences both for the coun-

try in question and the world economy as a whole. Let

us consider an example. One economy achieves faster

productivity growth thanks to innovation and stabilises

unit labour costs by reaching wage settlements in line

with productivity, whereas unit labour costs rise in part-

ner countries. This widens the unit labour cost differen-

tial "rest of the world minus domestic economy". If, in

reaction to this, the external value of the domestic cur-

Figure 5

West Germany: Real External Value of the 
D-Mark1) of the Basis of Unit Labour Costs and 
Current Account Position of  Other Countries

1). Compared with the currencies of 18 other industrialised countries: geometrically
weighted
Sources: German Bundesbank; DIW calculations.

Figure 4

Unit Labour Cost Differential Industrialised 
Countries1) minus West Germany and Exter-
nal Value of DM, 1991 to 19962)

1) 18 other industrialised countries, geometrically weighted average value. — 2) Unit
labour costs: provisional estimate.
Sources: OECD; German Bundesbank; Federal Statistical Office; DIW calculations.
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rency rises, after a while, to a greater extent than the

unit labour costs differential, firms and workers are

deprived of the fruits of productivity growth and moder-

ate wage growth. As foreign sales decline so do profita-

bility and employment. The other side of the same coin,

which also has negative consequences for the world

economy, is that firms and workers abroad suffer no

sanctions for sub-optimal entrepreneurial and collective

behaviour in the form of falling profits and nominal

wages.

Conclusion

Wage growth in west Germany8 has, over the longer

term and with few exceptions, been far more closely ori-

ented towards macroeconomic productivity growth than

in the majority of its competitor countries. Even after

adjusting for exchange rate movements, it is evident

that unit labour costs in west Germany have, in general,

grown significantly less strongly and in most cases are

lower in absolute terms than abroad. The fact that, in

spite of this, Germany has repeatedly faced foreign

trade problems, is due to the volatility of exchange rates.

The demand _ in such cases seemingly self-evident,

although usually not explicitly formulated _ that collec-

tive wage bargainers ought to orient wage growth not

only towards productivity growth but also towards

exchange rates would mean standing the economy on its

head, however. A rational alternative to this is to stabi-

lise exchange rates or indeed their partial abolition, as is

the aim of European Monetary Union. It would be irra-

tional, on the other hand, to abolish the wage determina-

tion system which, on the whole, has proved its effec-

tiveness in orienting average wage increases towards

macroeconomic productivity growth.

Reinhard Pohl

8  This is not true of east Germany, where collective bargaining has
been oriented, albeit less strongly in recent years, towards an adjust-

ment of nominal wages to west German levels above and beyond the
rate of productivity growth in eastern Germany.


