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Spot the odd one out: GDP almost 1% below its previous 
peak; interest rates cut to historical low; unemployment 
up to its highest on record; and a currency appreciation of 
almost 10%. The economics textbooks would tell us that 
the odd one out is the last one: you should not get currency 
appreciation with weak growth, low interest rates and high 
unemployment. Yet over the last six months this is exactly 
what the Eurozone has experienced.

The ECB has never explicitly commented on the exchange 
rate dynamics. In fact, some policy-makers, including ECB 
President Draghi, have even suggested that the appreciation 
of the euro (EUR) should be seen as a return of investor 
confidence in the Eurozone. In part this may be true – after 
all, the EUR started to appreciate after President Draghi 
promised to do “whatever it takes to save the euro” in July 
2012, many months before the first shots were fired in the 
supposed ‘currency war’.

The recent sharp rise in the EUR is hard to explain away as 
simply a return of confidence. Economic fundamentals are 
still too weak in the Eurozone to justify much strength in the 
currency. The recent rise in the EUR is more likely the result of 
the ‘currency wars’ (see Economist Insights, 28 January 2013). 
The ECB is seen as less dovish than the Federal Reserve, Bank 
of England and more recently the Bank of Japan. Both the UK 
and Japan consider exchange rates to be far more central to 
monetary policy – no surprise given that they are both very 
open economies.

In a recent press conference President Draghi mentioned 
that the level of the exchange rate is not a worry since the 

nominal effective exchange rate (the trade-weighted average 
of the exchange rate) is in line with its long-run average. If 
we exclude the first couple of years of the EUR when it saw a 
sharp depreciation as it arguably found its right starting level, 
then the nominal effective exchange rate is now pretty much 
right on its long-term level (see chart 1). 

President Draghi is perhaps a little blasé about the exchange 
rate. It is not so much the level of exchange rate that 
damages the economy in the short run, it is the speed and 
size of the appreciation. Indeed, the recent appreciation is 
one of the largest on record – of the same magnitude as 
that at the time of the Lehman collapse and, earlier, after the 
dotcom bubble in 2002.
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Source: Bank of England, UBS Global Asset Management. Exchange rate was 
rebased to average 100. 

The Eurozone has experienced rapid currency appreciation 
over the past six months, which is hard to explain away 
as simply a return of investor confidence. The recent 
‘currency wars’ have been having an impact too. While the 
level of the nominal effective exchange rate may not be  
a worry, the speed and size of the appreciation are more 
of a concern. Gradual movements in exchange rates are 
easier to adjust to. A rapid exchange rate shock is an 
unwelcome hit to the international competitiveness of 
some already fragile Eurozone economies and could weigh 
on the fragile recovery expected in the second half of 2013.

Chart 1: Risk appreciation
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Gradual movements in exchange rates are easier for an 
economy to adjust to. Firms can change their pricing 
gradually, or find alternative suppliers. They can change 
the mix of the inputs into their production process to 
accommodate changes in relative prices, reducing the impact 
on competitiveness. When exchange rates change quickly, 
contracts are already signed but there is no time to make any 
adjustments. The result is fewer exports and more imports. 
Given the already fragile state of some of the Eurozone 
economies, a rapid exchange rate shock is an unwelcome hit 
to their international competitiveness. 

One measure of that competitiveness is the monthly Economic 
Sentiment Indicator gathered by the European Commission. 
Within that survey there is a question that asks manufacturing 
firms about their perceived competitiveness compared to 
firms outside the EU. This perceived competitiveness may not 
be the same as the actual competitiveness that the firms will 
eventually find they do or do not enjoy, but these perceptions 
are still likely to be an important driver of firms’ investment 
and employment decisions. 

This measure of competitiveness can be used to tell us how 
much firms think that a rapid exchange rate appreciation 
affects their competitiveness, and hence how much they 
are likely to change investment or employment. As you 
might expect, a sharp appreciation of the nominal effective 
exchange rate is correlated with a decline in perceived 
competitiveness (see chart 2). So far so unsurprising, but of 
particular interest is the variation between countries.

The most striking result is that firms in France, Greece and 
Portugal see their competitiveness declining even when the 
effective exchange rate is in line with its historical average. 
Or to put it another way, they would need the exchange rate 
to fall simply to prevent their competitiveness deteriorating. 
The recent appreciation could kill off any hopes that these 
countries are going to export their way out of trouble. 

Italy and France appear to be the most sensitive to currency 
appreciation, benefiting from depreciations and losing out 
from appreciations. For most of the countries, the loss from 
an appreciation is much larger than the benefits from a 
depreciation of the same amount. This suggests that their 
exports are subject to a lot of competition, so relative prices 
are an important factor. Alternatively it may also suggest that 
their products are primarily home grown – the contrary case 

is an exporter that uses a lot of imported inputs, which will 
become cheaper when their currency appreciates, mitigating 
much of the effect. 

Spain also appears to be suffering from an underlying 
deterioration in perceived competitiveness even when the 
exchange rate is stable. But unlike Portugal and Greece, 
Spain seems to be better able to deal with fluctuations in the 
exchange rate than even France and Italy. 

Germany is the most immune to the vagaries of the 
currency market. One reason lies in the verticalization of 
the production chain in Germany, with many firms having 
relocated the lower part of production outside the country. 
The other could be that German products are less price 
sensitive – when buyers want to buy German, they buy 
German regardless of the price. No wonder, then, that 
the Bundesbank is far more worried about the inflationary 
consequences of a currency war that leads to looser 
monetary policy than it is about the value of the exchange 
rate. No doubt Greece and Spain would heartily disagree.

The views expressed are as of February 2013 and are a general guide to the views of UBS Global Asset Management. This document does not replace portfolio and fund-
specific materials. Commentary is at a macro or strategy level and is not with reference to any registered or other mutual fund. This document is intended for 
limited distribution to the clients and associates of UBS Global Asset Management. Use or distribution by any other person is prohibited. Copying any part of this publication 
without the written permission of UBS Global Asset Management is prohibited. Care has been taken to ensure the accuracy of its content but no responsibility is accepted 
for any errors or omissions herein. Please note that past performance is not a guide to the future. Potential for profit is accompanied by the possibility of loss. The value of 
investments and the income from them may go down as well as up and investors may not get back the original amount invested. This document is a marketing communication. 
Any market or investment views expressed are not intended to be investment research. The document has not been prepared in line with the requirements of any jurisdiction 
designed to promote the independence of investment research and is not subject to any prohibition on dealing ahead of the dissemination of investment research. The 
information contained in this document does not constitute a distribution, nor should it be considered a recommendation to purchase or sell any particular security or fund. 
The information and opinions contained in this document have been compiled or arrived at based upon information obtained from sources believed to be reliable and in good 
faith. All such information and opinions are subject to change without notice. A number of the comments in this document are based on current expectations and are considered 
“forward-looking statements”. Actual future results, however, may prove to be different from expectations. The opinions expressed are a reflection of UBS Global Asset 
Management’s best judgment at the time this document is compiled and any obligation to update or alter forward-looking statements as a result of new information, future 
events, or otherwise is disclaimed. Furthermore, these views are not intended to predict or guarantee the future performance of any individual security, asset class, markets 
generally, nor are they intended to predict the future performance of any UBS Global Asset Management account, portfolio or fund. 
© UBS 2013. The key symbol and UBS are among the registered and unregistered trademarks of UBS. All rights reserved. 22829

Source: European Commission, BIS, UBS Global Asset Management.

Chart 2: Losers and big losers
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