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I am sorry there has been a misunderstanding about work on
Unit Labour Costs. I am, indeed, working on presentational
aspects of this matter with' Sir Keith Joseph, but had not
so far produced a proper study.

However the matter can be brought together without too much
difficulty and I have drawn up for You the attached interim
study of the basic facts. The technical excerpt from
"Economic Trends" is enclosed, not because You need to read
it, but in order to indicate the status of the underlying
statistical work.

Bt

Py CrOpper'




@ vir LABOUR CcoSTS

There are various ways of measuring a country's international trade
competitiveness. The share of world trade might be said to be an
indicator of competitiveness; when it increases, the nation must have
become more competitive by one means or another. However this is a
slightly circular argument.

A different approach is to look at costs rather than prices, and
within this to concentrate on the largest element, labour costs.

This is done in a series of statistics for relative unit labour costs
produced by the IMF. Research by the Bank of England and the Treasury
has found these series to be a good explanatory variable for changes
in exports and manufactures.

The attached tables provide, from 1975, series on unit labour costs
for the UK alone and, converted to a standard dollar basis, for five
leading industrial countries.

Exchange rates account for a significant part of the variatibns in
UK relative unit labour costs over the past six years. A fall in the
index (i.e. a movement towards greater competitiveness) took place in
1976. A peak was reached in the first quarter of 1981.

However the long term trend of UK unit labour costs over this period
has been highly disadvantageous. At 1981 (i), the UK index - with a
1975 base of 100 - had reached 216. At that time the USA figure was
142, the Japanese 147 and the West German 139.

The IMF figures are not available for periods later than the first
quarter of 1981. Estimates can be made, however, and these indicate
a sharp recovery in UK competitiveness accompanying the recent fall
in the sterling exchange rate. The estimated figures for 1981 (ii)
and (iii) on the attached table must be checked up to the moment
before being publicly used.

P J CROPPER
29 October 1981




Unit Labour costs index*

Japan France W.Germany

100 100 100
100 o4 96
115 100

144 130
135 146
131 158

106 104
108

Source: Economic Trends

* All the indices are in terms of the US dollar




IMF index of relative unit labour costs”®

UK

100.0
93.6
89.9
97.9

113%.0

138.9

89.1
88.3%
88.7
93.3

97.3
95.7
98.4
100.3

102.4
A12.0
118.7
119.0

126.4
1%6.0
143 4
149.7
156.2
152 (estimate)
135 (estimate)

Source: IMF

* A downwards movement indicates greater competitiveness




Aspects of United Kingdom trade

competitiveness

E. A. DOGGETT and J. C. CRESSWELL, Central Statistical Office

In the last year or two there has been an increasing interest
in ways of measuring the competitiveness of nations in
international trade. Many institutions, including the Inter-
national Monetary Fund (IMF) and the Organisation for
Economic Co-operation and Development (OECD) now
publish indicators of trade competitiveness.'-*** The reasons
for this interest are clear. Variations in the rate of inflation
and fluctuations in exchange rates make it difficult to assess
a country's competitive position at a time when the slow
rate of growth in world trade is making competitiveness
crucial. For the United Kingdom, which exports about a
third of the net output of its manufacturing industry, trade
competitiveness is clearly important. This article introduces
a new table of indicators which is to be published regularly
among the standing tables in Economic Trends from next
month.

Competitiveness is essentially a relative concepl. No
absolute standard of competitiveness exists. The indicators

are constructed by compiling an index to show how some
relevant characteristic of the UK economy has changed
over time, and then comparing the index with the corres-
ponding indices for other countries. A practical consequence
of this is that the indicators of competitiveness are restricted
by the availability of comparable data for other countries.

There can be no single comprehensive index of competi-
tiveness because of the variety of possible contributory
factors. The share of world trade at constant prices might
be said to be an indicator of competitiveness; when it
increases the nation must have become more competitive
by one means or another. However, it does not help to
determine by what means competitiveness has increased.
The first step in such an analysis is to distinguish between
price and non-price aspects.

Non-price competitiveness consists of factors such as
quality, product design, reliability, salesmanship, delivery
times and after sales service. These factors are important,
but are intangible and difficult to measure. For example,
though delivery times are in principle measurable, it would
be difficult and expensive to do so in practice, and even
harder to establish comparable statistics for other countries,
The indicators that are published here and elsewhere are
therefore of price, and of cost, competitiveness. Neverthe-
less, the price and non-price factors are interdependent;
high profitability can stimulate improvement of the non-
price factors, and improvement in quality, etc., can usually
be obtained at a cost. ;

When comparing prices or costs, coverage should ideally
be confined to tradable items. Many of the indices avail-
able for international comparison of price changes are too
wide in scope. The implied deflators for gross domestic
product and consumer prices are widely used as indicators of
inflation, but they include large elements which are not

directly relevant to international trade, for example housing
and other construction work and the provision of many
services. It is not possible to avoid these difficulties com-
pletely, but many of the problems of comparability can be
eliminated by confining consideration to manufactured
goods*. These comprise about two thirds of UK exports and
about half of UK imports of goods and services. Limiting the
coverage in this way also facilitates comparability of cost
and price indices for the United Kingdom and statistics
for other countries generally, although the comparability
is not perfect. '

A major factor in competitiveness is the exchange rate.
The rates at which settlements take place are often deter-
mined by long term contracts, or by forward currency
market transactions. Nevertheless, movements in the spot
rate which is used in compiling the indices are a guide to
the effect on competitiveness. The basic indicators of costs
and prices have been converted to US dollars and therefore
reflect changes in the exchange rate of the domestic currency
with the dollar, but comparing the corresponding series for
different countries will give an indication of changes in
their relative trade competitiveness. The summary measures,
being ratios, are independent of the currency employed in
the calculation,

For some time now Economic Trends has published an
index of relative exporl prices, and this is to be continued
in the new table. This index would appear to be the natural
measure of competitiveness and it is readily defined and
compiled. Nevertheless it has certain limitations; it takes
no account of goods which are not exported because their
prices are too high; and it is based on unit values as a
proxy for price. It also reflects changes in profitability and
costs, and does not cover the competition with domestic
production in the countries to which the United Kingdom
exports nor the competition with imports in the UK
domestic market. To cover these points a range of indi-
cators is to be published.

To broaden the scope of the price competitiveness mea~
sures, an index of relative wholesale prices has been con-
structed. For the commodities covered, it reflects the prices
of all goods rather than merely those that were actually sold
abroad, Its weaknesses are that the coverage is not restricted
to export sales, and therefore does not allow for the pos-
sibility of manufacturers taking a different margin of profit
on exports or producing to different specifications for the
export market. In fact, the UK index relates strictly to
home sales, and an index of profitability of exports relative
to home sales based on movements in the export unit value
index and the wholesale price index is also shown in the table.
The coverage and methods of calculation of wholesale price

* Defined as in sections $ 10 & of the Standard Internationdl Trade Claswfication.
Revimion 2 (51TC Rev 2), Food, drink, tohacco and fuely are the principal exclusions
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indices vary from country to country. For the United King-
dom, the index covers the output of all manufacturing
industry, which, apart from including the food, drink and
tobacco and fuels industries, is broadly comparable with the
coverage of the SITC definition of manufaciured goods.

A different approach is 1o look at costs rather than prices.
Data limitations restrict the comparison io labour coslis,
and this will usvally overstate the amplitude of movements
in total costs. Nevertheless, the IMF index of relative
normal unit labour costs which is included in the new table
has been found in research by the Bank of Englandf and
the Treasury to be a good explanatory variable for changes
in exports of manufactures.

Further discussion of the relative merits of the different
indices can be found in the Bank of England Quarierly
Bulletin for June 1978, and the Treasury's Economic Pro-
gress Report for February 19784,

The table shows five summary measures of UK trade
competitiveness together with sets of indices of three of the
relevant factors for the United Kingdom and four other
countries.

The following are brief descriptions of the methodology
used in the construction of the summary indices, together
with notes on sources of the data. .

Summary measures of the relative position of the United
Kingdom

The index of relative export prices is the unit value index of
UK exports of manufactured goods divided by a weighted
average of competitors’ export price indices for manufac-
tures, all expressed in US dollars. The index is prepared by
the Department of Trade using, in addition to the unit value
index for the United Kingdom, indices published by the
United Nations for the other main manufacturing coun-
tries}. The index is chain weighted. The weight given to
cach country reflects the relative importance of that country
in the United Kingdom's overseas markets weighted by the
importance of that market 1o the United Kingdom.§ A
table showing for each country the unit value index and the
overall weight given is published quarterly in Trade and
Industry®.

The index of relative wholesale prices is the UK wholesale
price index for home sales of manufactures (including pro-
ducts of the food, drink and tobacco industries) divided
by a weighted average of the indices of competitors’ whole-
sale prices all expressed in US dollars. The index is prepared
by the Department of Trade using national indices made
available by the IMF. With three exceptions they refer 1o

1 The relatinve normal unit labour costy index was compared with the mdes of relative
eaport prices, relative profitability, unnormalised relative unit labour costs, and onher
medsures of trade competininveness over the period 1967 1o 1977 (2nd quarter). The
process of normalising the relative unit lubour costs indes 1o remove cxclical eflects
!lgnlﬁ‘ranllp improsed s contribution 1o explaming changes i esporis o manulac-
ures -

* Canada, the United Stanes, Japan, Sweden, Swiicerlund, Belgiom!Luxembourg,
France, the Federal Republic of Germany. ltaly and the Netherfands
t Hased on an esport matris, The 1otal UK export market is divided into 11 areas
Arca A, Tor example, receines '8 per cent of the Uik tonal eaports of manufuctures. The
ren eompetitor countrics hsted above al sport 10 arca A, and of their toal exporis
of manutactires 1o ares 4 37 per cent came from the United States. The weight given
1o the Uimited States as g result of this transaction is
R A7
(L1 (L1
The 1otal weight grven 10 the United States i the index s obtained by adding 1o this
the weighis similarly derved for the United States in ithe other 10 market arcas

NS 16

the manufacturing or industry component of the wholesale
or producer price index. For ltaly the *finished goods’ compo-
nent and for Switzerland the *home goods’ component of the
wholesale price index is used. The French index i1s not a true
wholesale price index but is the manufactured goods com-
ponent of their consumer price index. The competitor
countries included in calculating the index, and the weighting
given to each, are the same as for the relative export prices
index.

The index of relative normal unit labour costs is an index
of normal labour costs per unit of output in the United
Kingdom divided by a weighted geometric average of
competitors’ normal unit labour costs adjusted for exchange
rate changes. The normalisation of the basic indices is an
attempt to allow for short term variations in productivity
from 1ts long term potential. || The index, which relates to
manufacturing industry, is calculated by the research depart-
ment of the International Monetary Fund. The weighting
used by the IMF in constructing the indices for relative
normal unit labour costs is somewhat different from that
used in the relative export price and relative wholesale price
indices described above, in that it attempis to take account
of competition with domestic production in particular
markels as well as competition with third countries.

The index of relative profitability of exports is the ratio
of the UK export unit value index for manufactured goods
(sections 5 to 8 of the Standard International Trade Classi-
fication, Revision 2) to the UK wholesale price index for
home market sales of the products of manufacturing indust-
ries, other than the food, drink and tobacco manufacturing
industries. Although the range of products covered by the
two indices is much the same, the weighting pattern of the
wholesale price index reflects the net sales in the base year
of the constituent industries, whereas the weighting of the
export unit value index reflects the export pattern in the
base year. There is also a difference in timing, in that whole-
sale prices relate largely to quotations for orders in the
period. while unit values reflect the price of goods leaving
the country in the period. These differences may on occasion
lead 1o movements in the index which do not reflect changes
in profitability.

The index of import price competitiveness is the UK whole-
sale price index for home market sales of manufactures
other than products of the food, drink and 1obacco industries,
divided by the unit value index of imports of finished manu-
factures (sections 7 to 8 of Standard International Trade
Classification, Revision 2). There are problems of weighting
and timing, similar to those for the index of relative pro-
fitability of exports. Semi-manufactured goods have been
excluded from the import unit value index because they
form a large part of imports of manufactures but only a
small part of the net sales of manufacturing industry, on
which the wholesale price index is based. In the case of
exports the disparity is much smaller. The eflect of tariff
changes has not been taken into the calculation.

Sets of indices for competing nations i
Export price index for manufactures D

The export unit value index for the United Kingdom is
calculated by taking a wide selection of closely defined

Based on 1he fnnng of Cobb-Douglas production functions *
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relatively homogeneous trade headings, and within each of
these trade headings calculating the average value (i.e. the
ratio of value to quantity). The average values for selected
headings are weighted together (with fixed weights) to cal-
culate aggregate unit value indices. The unit value index
differs from a true price index to the extent that the average
values for the selected headings differ from prices. Each
country calculates its own indicator of export price changes
and the methods vary in the degree of detail employed in
the calculation and ‘in the choice of weights. The UK
weights reflect the pattern of exports in the base year (1975).
Those for France and West Germany are current year
weighted, while the United States and Japan employ chain
linked Fisher indices. The unit value indices for all countries
covered by the index of relative export prices are published
quarterly by the Department of Trade.*

Wholesale price index

These indices, which are derived from national sources, are
supplied by the IMF in national currency terms and con-
verted by the Department of Trade to a US dollar basis.
As indicated earlier, the precise coverage of the indices
varies from country to country.

Unit labour costs index

These are basic (i.e. unnormalised) unit labour costs indices
as published by the OECD in Main Economic Indicators
for each country except France. They represent changes in
the actual labour costs per unit of output converted to a
US dollar basis. Labour costs cover principally wages and
salaries and employers’ social security contributions. The
index for France has been provided by the Institut National
de la Statistique et des Etudes Economiques, and converted
to US dollar terms by the CSO.

Recent movements

The charts show movements in the indicators of trade
competitiveness which are to be published in Economic

The various measures of competitiveness show some
prominent similarities. The sharp improvements in the
third quarter of 1973 and throughout 1976 reflect declines
in the effective exchange rate for sterling. Between these
periods there was loss of competitiveness in early 1974
associated with an increase in the exchange rate, followed
by a year and a half of stable or slowly deteriorating com-
petitiveness, when increases in export prices were to a large
extent offset by a steadily declining exchange rate. During
1975, costs (adjusted for exchange rate changes) increased
by no more than those of our competitors, and by the end
of the year the relative profitability of exports was slightly
higher than at the beginning.

The decline in the exchange rate in 1976 brought with it
an improvement in competitiveness and at the sametime a
significant improvement in the profitability of exports rela-
tive to home sales. The relative profitability of exporting
reached its peak in the fourth quarter of 1976, but has
remained high ever since. The 10 per cent appreciation of
sterling between the fourth quarter of 1976 and the first
quarter of 1978 brought with it general losses of competi-
tiveness, but the extent of the losses shown by different
indices varied. In terms of domestic prices, relative normal
unit labour costs rose only slightly faster than those in the
rest of the world, whereas export prices and 'wholesale prices
rose much faster in the United Kingdom, so that when the
effects of exchange rate changes are added in, the loss of
competitiveness was quite sharp. In the second quarter of
1978 there were large recoveries in price competitiveness,
and a smaller recovery in cost competitiveness. For the
latter half of 1978 information is incomplete, but sterling
has strengthened somewhat, tending to worsen UK com-
petitiveness, particularly in relation to the United States,
where the dollar has been weak.

€ This conclusion is necessarily tentative. Little is known yel about the performance
of other countries over the period.

Trends, together with the UK share in exports of manu-
factured goods by the main manufacturing countries of the
world, and the effective exchange rate index for sterling.
A decline in an indicator of competitiveness signifies an
improvement in that aspect of the UK competitive position.
A decline in the profitability index signifies a deterioration
in relative profitability of exports.

ies (IMF) Kl

*The i jonal competiti of sel 4 OECD countries’, OECD Economic
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3 ‘Meavures of competitiveness in international trade’, Bank of England haarterl]
Bulletin, June W?spt ok Byl Y

+ Economic Progress Report, February 1978 and Seplember 1978, HM Treasury

i - ic indicators of the industrial countries: quarterly analysis’, Trade and
Industry (most recently in the issue of 2 December 1978)
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10 DOWNING STREET

From the Private Secretary : 2 November 1981

The Prime Minister was most
grateful for your letter of 30 October
with the attached work on unit labour
costs. This is very useful material
to back up arguments which have been
used by the Prime Minister and other
Ministers in recent weeks about
competitiveness.

»i. C. SCHOUAR|

P, J. Cropper, Esq.




