


SPECIAL FOCUS Economy & Markets 05/2008

22

Contribution of determinants to export increase 2004-2007 in %

Merchandise exports Services exports
Real world trade 271 273
Nominal effective exchange rate of the euro 2.7 33
Difference unit labor costs Germany and euro area 14.8 103
Statistical difference due to estimation inaccuracies 0.1 5.6
Export increase (total) 39.1 287

2.1 Trend in unit labor costs buoys export success

As can be seen from the table, by far the largest contribution to the rise in
merchandise and services exports comes from world trade which expanded by
around 30 % from the beginning of 2004 to end-2007. However, given only this
development, the share of German exports in world trade would have fallen further
between 2004 and 2007.

A key contribution to Germany’s success on the export front (growing share in
world trade) comes from the favorable trend in German unit labor costs compared
with the euro area.

Unit wage costs in Germany and in the euro area
Q12004 =100

110

2004 2005 2006 2007

— Germany —— Euro area

In Germany the trend has been heading slightly south since 2004, whereas the euro
area (excluding Germany) has seen a further increase. Up to the end of 2007 the gap
versus the euro area has widened by around 9 percentage points. This gave German
exporters increased scope in setting export prices, providing an additional boost to
exports. All told, the trend in unit labor costs played a significant part in the rise in
exports (15 % merchandise, around 10 % services) and thus provided a major
contribution to the increase in German exports’ share of world trade in the period
under review.

2.2 Exchange rate effect overestimated

Swings in the USD/EUR exchange rate have a key influence on the trend in the
nominal effective exchange rate of the euro on the basis of 24 countries. For the
analysis period our calculations show an elasticity of the USD on the nominal
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effective exchange rate of the euro of 0.45. Nonetheless, despite a substantial rise in
the euro against the US dollar between 2004 and 2007 of around 20 % the curb on
exports over the whole review period was insignificant at 2.7 % (merchandise) and
3.3 % (services). A major reason for the minor impact of the euro‘s rise against the
US dollar on German exports is the fact that some 43 % of German exports now go
to to the euro area where, since the launch of EMU, exchange rate fluctuations
against the US dollar no longer play a role. In the decades prior to monetary union
an appreciation of the DM against the USD usually prompted a rise against other
European currencies as well, such as the French franc, the Italian lira and the
Spanish peseta, which exacerbated the dollar impact.

The high proportion of German exports to the euro area is also certainly one of the
reasons for the relatively low elasticity of the nominal effective exchange rate and
thus also of the US dollar on German exports, which is significantly below the
elasticity of the other two determinants. This suggests that the impact of
fluctuations in the euro-dollar exchange rate on German exports is often overstated
in the policy debate.

2.3 Structural changes boosting merchandise exports

Since 2006 the estimating equation for merchandise exports has been moving at the
upper limit of the confidence interval (see chart). This indicates that in recent years
German merchandise exports have received an additional boost from structural
factors. From 2005 to 2007 merchandise exports to other EU countries (non-EMU
countries) recorded above-average growth of 30 % compared with a 23 % increase in
total trade. The rise in exports to EMU countries was slightly below average in the
same period. Eastward enlargement of the European Union in 2004 is evidently
starting to percolate through to German exports. In particular, exports to the Czech
Republic (+36.8 %) and Poland (+61.5 %) thrived.

German exports by country and region 2005 to 2007 (special
trade, nominal, increase in %)

Total EMU  Other EU CzechRep. Poland  Russia  China USA

But German exporters do not only benefit from trade with EU countries. Buoyant
growth in Russia — bolstered by the high price of crude oil — and China contributed
to the above-average growth in exports to these countries (see chart). As a rule,
humming emerging markets are hungry for capital goods — a factor which works in
favor of German industry. Taken together, the share of China and Russia in German
exports at 6 % is only slightly behind that of the USA (7.6 %).
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3. WILL THE SUCCESS CONTINUE IN 2008 AS WELL?

In all likelihood the overall backdrop for German exports is unlikely to be as
favorable as it has been in the preceding years.

— Growth in real world trade of 5 to 6 % will be on a par with 2007.

— At the end of 2008 the euro is likely to have fallen back again somewhat against
the USD. This means that the euro’s effective exchange rate will be more or less
at the level at the beginning of the year. Nonetheless, due to the time lag, the
trend in price competitiveness outside the euro area will put a slight brake on
exports.

— In all likelihood the favorable trend in German unit labor costs compared with
the euro area will not continue in 2008. Somewhat weaker economic growth
compared with 2007, coupled with healthy labor market performance and wage
settlements to date which are well above the increase in previous years, will
conspire to push up German unit labor costs by around 2 %. In the euro area we
expect an increase of a similar order. By way of comparison: in 2007 the increase
in the euro area excluding Germany was around 11/, %, in Germany unit labor
costs stagnated. This year German exporters will not be able to benefit from any
additional competitive advantages on the costs side.

— The high oil price, ongoing growth in China and the further integration of the
new accession countries in the European Union point to a positive structural
impact on German exports in 2008 as well.

Model forecast: Merchandise and services exports
y/y, in percent

2004 2005 2006 2007 2008

I Total exports I Merchandise exports B Services exports

All in all, the purely econometric forecast model produces the following result: in
2008 real merchandise exports will rise by a good 31/, % and real services exports
by 3.7 %. Overall exports will expand by 31/, %. German exports are evidently set
to take a breather this year. However, the bulging order books of German exporters
and the favorable export structure with its capital goods bias point to brisker export
demand. For this reason our economic forecast for 2008 shows a higher increase in
real exports.



