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1 

Introduct ion [ l) 

l Th is s tudy investig ates the d etermi nants of UK manu factu r ed 

import prices and in p ar t icul a r  focuses on the r el at ive in f l uenc es 

of dome st ic and for e ig n  pr ices in the i r  format ion . Cons ide rable 

cont r ove rsy exists about the latte r . It i s  often ass umed that the 

Un ited K i ng dom is unabl e to inf l u e nce the pr ices of impor ted goods ; 

in other wo r ds ,  the domes t ic pr ice we ight in an equat ion exp l a i ning 

UK import pr i ces shou l d  be z e r o, in lin e w i th the ' l aw of one pr ice ' . 

On the other hand, ther e  is ev i dence to the contr ar y; for examp l e, 

Llewe l lyn ( 19 7 4 ) , and Llewe l lyn and Pes a r an ( 19 7 6 )  e s timated the 

domes tic pr ic e weight to be 40% i n  an equ at ion exp l ai ning the 

d ef l ator for imports of goods and s e r v i ces . At a m i cr o  level too, 

Is ar d ( 19 7 7 )  has found evide nce on US a nd We s t  Ge rman ma nuf actur ed 

goods pr ices sugge sting that at the level of th e mos t  d isaggr egated 

g r oup ings for wh ich s uch pr i ces ar e r e ad i ly avail abl e, the law of on e 

pr i ce doe s not hol d .  vPr k  ca r r ied out in the Bank le nds some 

suppor t  to th is v i ew that domest ic pr ices ar e imp o rt ant, and is 

exemplified by the Bank model equat ion, wh ere domest ic pr ices have a 

25% weight in th e determination of the dol l a r  UVI f or imports of 

Standa r d  Inte r n at ional Tr ad e C l as sif icat ion ( SITC) s ect ions 7+8+9 

( UMM$) • This s uppor t for at least some domestic pr ice we ight is, 

howev e r ,  by no means con c lu s ive . 

2 The s ubject of impo r t  pr ice determi nat ion is importa nt for 

s ev e r a l  r e as ons . F i r s t, it i s  centr a l  to the iss ue of the imp act of 

an exchang e r ate cha ng e  on domest ic pr ices and cos ts, competit iv eness, 

and th e cu r r ent ac count of the bal ance of p ayme nts because it i s  

w i d e l y  ag r eed th at it i s  thr ough chang es i n  import pr i ces th at an 

exchang e r ate cha ng e  f i r s t  ma kes its e l f  f e lt . [ 2 ]  Othe r th ings be i ng 

equal, the mor e an exchang e  r ate chang e r es ults in o f f s etti ng domes t ic 

[ 1 ]  I am g r a te f ul to R N Br own, P A Bul l, L A Dicks-M i r eaux, C A Enoch, 
M Pa n ib and I D Sav i l le for help f u l  comme nts on a previous v e r s ion 
of th i s  p ape r . 

[ 2 ] See B r own et a l . ( 19 80) f o r  a s ur vey of th is l iter atur e .  

5 



pr ice and cos t  cha ng es , the les s w i l l  compet it ivenes s an d th e cu r r ent 

a count be i n f l u enc ed by th e excha ng e  r ate7 a h igh for e ign pr ice 

in flu enc e on impo rt pr i ces is a nece s s a r y  r equ i r ement for th i s  to 

occur . Second , a number of s tud ies [ l ) h ave conc luded that the 

in f l u ence of fo r e ig n  pr i ces in the determi nat ion of manu f actu r ed 

expor t  p r ices is abou t 50% , wh ile oth e r s  have e ithe r as sumed or 

es timated the cor r espond i ng we igh t  fo r ma nuf actu r ed impo r t  pr ices to 

be un ity . [2) Such extreme asymmetry is d if f icu l t  to r at ional i s e ,  

sug g es ting a s  it does w ide d i f fe r ences between th e types o f  goods 

exported and impor ted , and cas ts doubt on one or oth e r  r es ult.  

3 This study , ther ef o re , attempts to ans we r the fol low ing quest ions : 

( i )  what a r e  the r el at ive weights of domest ic and for eig n pr ices in 

impo r t  pr i ce deter m i n ation , and have they cha ng ed ove r time; 

( i i) what a r e  th e l ags involved; a nd 

( iii ) d oe s  a ch ang e  in the exchange r ate have e ff ects d i f fe r e nt f rom a 

ch ange i n  domest ic pr ices? 

[l) Se e ,  for examp l e ,  Orme r od  (19 79 ) , Ba n k  of Eng l and (19 79) a nd 
HM Tr ea s u r y  (1979 ) . 

[ 2) Se e ,  f o r  exampl e ,  London Bus i ne s s  S chool ( 19 80) , National 
Inst itute of Economi c  a nd Soc i a l  Re search (19 79) , and Deppl er 
a nd R i pl ey (19 78) • 
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2 

Theor y  and mode l  

The mod e l  

4 The cha in o f  tr ans act ions f r om the pr oduct ion o f  a qood in a 

for eign countr y to its eventual pur chase by a UK con s um e r  can be 

thought of as involv i ng thr ee agents :  th e fore ign producer , th e UK 

importer and the reta il e r . Thes e ag ents ne ed not be separ ate: the 

retailer cou l d  impor t  dir ect, fo r examp l e ,  or the for eign pr onuc er 

co u l d  s et up h is own import ing s ubsin i acy and se l l  h is own pr oduct in 

the United K i ng dom ( c ar manufac tur er s ar e an obv i ou s  instance of 

th is ) . It he lps , howeve r ,  to th ink of the pr ocess in these thr ee 

st ag es when cons ide r ing how pr ice s  ar e se t .  

( i) The r eta i ler 

5 The r eta i le r  wi l l  obtain h is s tocks f r om many sou r ces: f r om 

who le s a lers , impor te rs , d i r ect f r om manu f ac tur e r s  and so on . Ther e 

wou l d  seem to be no c le a r  r eason wh y he sho u l d  have any pa r t i cu l a r  

in f l uenc e o n  th e pr ice h e  pays the importer wh ich he cou l d  not a l s o  

have o n  the p rice h e  pays f o r  the goods fr om any othe r source . The 

impo rter can th er efore compete ag a ins t th e wholesale pr ices ch arged 

by UK producers: th i s  be ing th� case , inc lus ion of wholes a l e  

s e l ling pr ices as the measu r e  o f  U K  domest ic pr ice s al lows u s  to 

dis reg a r d  the behav i ou r  of the r et a ile r - he has no spec ia l  ef fect 

on impo r t  pr i ces wh ich is not ad equ atel y  r ef l ec ted in OK wholes ale 

p r ices . 

( i i ) The UK impor ter 

6 The UK importer is  the intermed i ar y  between the for e ign produc e r  

a n d  the U K  ma r ket.  For th i s  ag ent to exist the r e  must b e  s ome 

d i f f e r ence between the pr ice at wh i ch he buys ( the impor t pr ice ) a nd 

s e l ls ( the who les a l e  pr ice ) ; th is provid es the income to cov e r  th e 

costs of h i s  intermed i ation and g en e r ates the prof its wh ich keep h im 

in the bu s in es s . 

7 The ma r g i n  between the impor te r ' s  buying and s el l ing pr ice s  is 

poten t i al ly important in impor t  pr i ce determi n at ion , for i f  it is 
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not a s imp l e  pe r cent ag e  of the buy ing pr ice it imp l ies that he can 

in f l u enc e the pr i ce at wh ich the for e ig n  p r oducer exports to the 

Un ited K i ng dom .  'l'he impor te r  m ight , for instance , be able to b id down 

the fo r e ig n  pr oduc e r ' s  pr ice and so ea r n  g r e ater prof its on h is 

i nterme d i at i on; thi s pr of it ma r g i n  might the r efo r e  f l uctuate with 

the chang i ng con d i t ions in the wo r l d  ec onomy . 

8 In th is pape r , a s impl i f y i ng ass ump t ion is made : the impor ter is 

r eg a r d ed as a pe r fect competito r ,  with the ma r g i n  between h is buy i ng 

and sel l i ng p r ices r ef l ec t i ng the ( low) c os ts of intermed i at i on and 

some m i n imum p r of it ma r g i n .  Two ar gume nts can be used to just i f y  

th is . F i r st ,  b ar r i ers to e nt r y  into the impor t i ng bus i ness are 

l ow ,  as no g r e at amou nt of phys ic al inve stment is r equ ir ed; i n  

addit io n , ec onom i es o f  sca le - once th e in it i a l  exp er ience is 

acqu ir ed - a re l i k e ly to be s l ight, in that the t ime and money t ied 

up in any one t r a nsact ion w i l l not depen d on the n umbe r of tr a ns act ion s 

c a r r ied out. Seco nd , both th e r eta i l e r  and - mor e pr oba bly - the 

for e ig n  pr oduc e r  may be much l arge r than the impor te r ,  and both have 

an inte r est i n  ma k i ng the importer ' s  ma r g i ns as low as poss ib l e. 

Any ex cess pr of i t  on h is pa r t  w i l l encourage e ithe r pa rty to acqu i r e 

the necessar y tr ad ing exp e rt ise thems e lv es; once acqu i r ed ,  s uch 

expert ise can be ma i nt a ined w i thou t  cos t. In s ho r t ,  none of the 

co nd i t i on s  usual ly assoc iated w i th imp e r f ect comp et i t ion a r e  p r e s e nt. 

( i i i )  The fo r e ign p r od ucer 

9 The for e ig n  pr oduc e r ' s  dec is ion can be exp r essed in a f a i r l y  

s impl e fo rm : c an h e  adjust h is pr i ces to s u it the pa r t ic u l a r  

ci r cumstan ces o f  the Un ited K i ngdom ,  or i s  he con s t r a i n ed i n  some way 

to s et th e same pr i ces in th e Un ited K ing dom as in oth e r  m a r kets? 

The c ir cumstances in wh ich s uc h  d iscr im i nation betwe en ma r kets may be 

possible are d i scussed be low; at th i s  stag e ,  we ne ed only note th at 

th is f o rm u l ati on conve n ie ntly sidesteps any d i scuss ion of the for e ig n  

pr oduc e r ' s  costs . Imp l ic itly , the ave r ag e  pr ice at wh ich he s e l ls 

to the r est of the wo r ld is ass umed to r ef l ec t  h i s  cos ts and prof i t  

ma r g i n ,  th e l ast o f  wh i ch i s  as s umed to b e  l a r g e  enough to permit the 

nece s s a r y  f l ex i b il ity for UK imp o r t  pr ice s to d iv e r g e  f r om wo r ld 

l ev e ls .  We th er ef o r e  av o id the nee d to exp l a in the for e ig n  pr oduce r ' s  

g e n er al p r ice-sett i ng beh av i ou r , and c an con cent r ate on just one 

spec i f ic asp ect of it : c an he d is c r im i nate betwee n  the Un ited K i ngdom 
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and othe r ma r kets by g iv i ng s ome we ight to UK pr ices in h i s  pr ice 

quotes? 

10 Exp r e s s ing the model in ter ms of the thr ee ag e nts involved, 

and add i ng the ass umption of per f ect comp et i t ion in the impor t i ng 

bus in es s, the for eig n pr oduc er natur a lly bec omes th e focus of attent ion. 

Th is be i ng so, it is s en s ible to con s ider the pr obl em f r om the 

for e ig n  produc e r ' s  poi nt of v i ew r a ther tha n as the impor ter sees it . 

Wh i le an importe r  might th i n k  pr ima r ily in ste r l ing te rms , conve r t ing 

f o r e ig n  cur r ency quotes into s te r l i ng and comp a r i ng them w i th UK 

whole s a l e  p r i ces, the fo r e i g n  p r oduc e r  is much more l i k e ly to th ink 

i n  for eign cur r en cy te rms , pr oba b ly in US dol l a r s. In o r d e r  to 

captur e th is, al l eq uat ions have bee n  est imated in dol la r  te rms. 

l l  Two det a i ls must, for comp l ete nes s ,  b e  added her e; both 

r e late to domest ic p r ices. F i r s t, as we ar e co ns ide r i ng p r ic i ng 

f r om  the for e ig n  pr oduc er ' s  po i nt of v i ew, ' domestic pr ice s ' o ught not 

to be thought of as thos e pr ices f aced by dome s t ic pr od uce r s  in th e 

Un ited K i ng dom; the f act that for e ig n  p r oduc ers f ac e  ta r i f f  bar r ie r s ,  

wh i ch in eff ect ch ang e  domes t ic pr ices as per ce ived f r om ab r oad , must 

a ls o  be tak e n  into cons id e r a t ion. If a ta r i f f  at r ate t is lev i ed 

on goods as they ente r th e Un ited K i ngdom, th e fo r e ig n  producer must 

cons id er the eff ect of this on the UK s el l i ng pr ice of his pr oduct. 

Fo r exampl e, i f  he want s  to comp ete w ith a UK domestic pr ice of P , 0 
h is bor de r pr ice P

1 
must r e f l ect th e f a ct that an amo unt t. P1 

w i l l  be added to it. If the UK s e l l i ng pr ice is to be P , 0 
th e bor de r pr i ce must be P / (1+t) ; 0 i t  i s  th is tar if f- adju s ted 

dome s t i c  p r ice ag a inst wh i ch the for e ig n  produc e r  is r ea l ly comp et i ng .  

Ch anges i n  tar i f fs shou l d  have the s ame eff ect on h is p r i c i ng 

behav i ou r  as cha ng es in UK d omes t ic p r ices, but of cou r se in the 

oppos ite d i r ect ion. 

12 The s econd deta il to be add ed is homogene ity. It is o f te n  

s uggested that the s um o f  the domest ic and for e ig n  pr i ce we ig hts i n  a 

model of th i s  sort s ho u l d  be un i ty. Th is so- c a l l ed  homog e n e i ty 

cons tr a i nt i s  bas ed on the p r opos it ion th at i f  wo r l d  and dome s t ic 

p r i ces of th e goods in que s t i on r is e  by , s ay; 10% , then import p r ices 

s ho u l d  also r is e  by 10% . Thoug h th is wou l d  undoubtedly be cor r ect 

for tr ue pr i ce i nd ice s ,  it nee d  not be t r u e  at an agg r egate level. 
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Fo r agg rega te ind ices { un i t  va lue ind i ces i n  t h i s  case) , the homogene i t y  

cons t r a i nt s hou l d  on ly be imposed i f  t h e  compos i t ion of t he domes t ic ,  

f o r e ig n  and impo r t  pr i ce s er ies is ident ic al; a ny compos it ion a l  

d i f fer ences - wh ic h ce r t a inly ex i s t  in p r act ice - i n t r oduce the 

po s s i b i l it y  that t he homogenei ty cons t r a in t  need not be s at i s f ied 

p r ec isely . 

Fac t o r s  a f fec t ing the f o r e ig n  p r oducer ' s  p r ic i ng behav iour 

13 If al l f i rms wer e  per fect l y  compet i t ive , there would be a s ingle 

wo r l d  pr ice for each good wh ich would r ef lect the m i n imum aver ag e 

cos t s  of the ma r g i na l  pr oducer . D iver ge nces between wo r ld ,  import 

and domes t ic pr i ces wo u l d  be the r es ul t  of compos i t ional d i f ferences 

between thes e  ag g reg a tes ; r el at ive movemen ts wou l d  be caused by 

s ubs t it ut ion ef fects ,  r ef lect i ng wel l- known i ndex n umber p r oblems . 

14 Fo r ma ny goods , however , some deg ree of monopo ly power can be 

exerc ised by pr oducer s .  Th is power may be of the t r ad i t i onal form , 

ex erc ised by a p r oducer w i th s o le r ig h ts to an essen t i al res ou r ce or 

tec h n iq ue; or it  may a r i se thr oug h les s  obv i ous forms of exc l u s ion 

s uc h  as those c reated by a comb in a t ion of p r oduc t d i f ferent i a t ion 

and econom ies of scale .  Between t h e  ext remes of pur e  monopoly and 

per fect compet i t ion w i l l  l i e the whole r ange of imper fect ly 

compet i t ive ma r ket s where sel l i ng p r ices w i l l  be determi ned not by a 

pr oducer's compet i t ive pr ices bu t by h i s  cos ts and chosen pr of i t  

ma r g i n .  However , even these con d i t io ns w i l l not perm i t  f i rms to 

d i sc r im i nate between market s ,  un less they can p r even t  the i r  produc t 

f r om be i ng so ld by o t hers t o  a d if feren t  ma r ke t .  I t  i s  onl y  i f  s uc h  

ar b i t r ag e  i s  pr even ted , o r  indeed i f  a deg ree of m a r ket separ a t ion 

a l r ead y ex i s ts { per haps bec ause con s umer preferen ces d i f fer between 

ma r ket s ) , t h a t  ther e is scope for the pr i ces of pr oduc t s  to d i f fer 

between ma r ket s and so for for e ig n  p r oducer s to take i n to accou n t  

in t hei r pr i c i ng beh av i ou r  t he pr i ces se t i n  t he U K  ma r ket by UK 

p r oducers ;  s uc h  sepa r a t i on c lear ly does ex i s t ,  espec i a l ly i n  the 

ca se of f in is hed goods , wher e examples of w i dely d i f fer ing pr ices f o r  

ident ic al p r oduc t s  i n  d i f fe r en t  cou n t r ies a r e  wel l  known { c ars a re 

an obv i ous ex ampl e) . 

1 5  Ther e a re thu s two d i s t i nc t  types o f  imper fect compet i t ion: 

one wh i ch r es ul ts f r om  t he org a n i s a t ion of t he indu s t r y , i ndependent 
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of the par ticu l a r  cha r acter i s t ic s  of the product be ing so ld; and 

the other r es ul t i ng f rom the sor t of p r oduct be ing sold i nd ependent 

of the org ani s at ion of the indus t r y. The ma r k et for any product 

c an be imp e r f ectly compet itive if co l l u s ive or monopol i stic fo r ces 

a r e  exerted by the f i rms wh ich s e l l the pr oduct; whe r e as the 

ma r k ets for some products - notably thos e wh ich are cha r acte r i s ed by 

h igh valu e-added and pr oduct d i f f e r ent i at i on - w i l l  tend to be 

imp e r f ectly compet it ive whatever th e mar ket structu r e. We wou l d  

th er efore exp ect th at i t  w i l l be i n  these l atte r mar kets ( typ ical of 

f in is hed ma nuf actu r es )  that domest ic pr ices w i l l  be mos t  impor tant, 

f o r  it is her e  that the pr oducts thems e lves ten d to mak e  the ma r kets 

non-competitive even w i thout ass istance f r om the s tr uct u r e  of th e 

indus tr y ,  and the r efo r e  whe r e  the pos s ib i l i t ies for ma r ket 

segme ntation are g r e ates t .  Fo r g oods s uch as bas ic mate r ials and 

pr ima ry commod ities ,  on the other han d, d omest ic pr ices w i l l  on ly be 

of impor tance if domest ic pr oduc e r s  have monopoly powe r in wo r l d  

ma r kets; th is is unl i ke ly to b e  the cas e f o r  any U K  f ir ms ,  an d 

wou l d  anyway conf l ict w i th the need to impor t i n  the f ir st place . 

Impact of the exchange r ate 

16 So fa r, d ome st ic pr ices have been under s tood as be i ng in do l l ar s .  

To a for e ig n  exporter, howeve r ,  UK p r i ces can be thought of as 

comp r is ing PD£, the s te r l i ng domes t ic pr i ce, and E R, the ster l i ng/ 

do l l ar exchang e r ate ( PD$ = PD£/ER) . An important cons ide r at ion 

r es ul t ing f r om th is i s  the pos s ib l e  d is t i nct ion between chang es in 

ster l i ng dome st ic pr ices an d ch ang es in the exchang e r ate. In the 

long r un, it would be i r r at iona l  fo r thes e fo r e i g n  s uppl ier s to 

r e ac t  d i f f e r ently to s im i l ar cha ng es i n  these two el eme nts of PD$, 

but in the s ho r t  r un s uch d if f e r ences a r e  not only pos s ib l e  but eve n 

l i kely . At le ast th r ee r e as ons can be s ug gested f o r  th is : 

( i ) In format ion - f or fo r ei g n  p r oduc e r s  to acq u ir e  in fo rmat io n 

about domest ic pr ices woul d  r eq u ir e  cons ide r ab l e  ef for t and 

expens e .  The exchang e r ate, o n  the oth e r  hand, i s  obs ervable 

co nt inuo u s l y  and at neg l ig i ble cos t. So though for e ig n  

s uppl ie rs w i l l occa s ion al ly s ampl e  domest ic pr ices to r ev i s e  

the i r  i nf ormat ion on PD£, this w i l l  b e  ca r r ied o u t  les s r eg u l ar ly 

and tho r oug h ly than the i r  exc hang e r ate i nte l l igenc e .  Th is 

imp l ies that, in the s ho r t  r un, chang es in ER may imp inge much 

mo r e  immed i ately on PD$ than chang es in PD£ . 
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( i i) Contr ac ts - these are l ik e ly to be t ied in s ome way to th e 

exc h ang e r ate, a nd woul d  p r ob ab ly be quoted as a f ixed bas ic 

s te r l i ng pr ice ( poss ib ly w i th adju stments for cha ng es in ER 

betwe en cont r act and del ive ry ( l ] ) .  Th is wou l d  en s u r e  for the 

for e ig n  s up pl ier at l ea s t  a deg r e e  of s ec u r i ty in h i s  do l l a r  

r ece ipts ( though the adjus tment is un l ik e ly to b e  s uch a s  i n  

e f f ec t  to f ix the pr i ce in dol l a r  te rms ) .  Ag a in, ex cha ng e 

r a te ef fects woul d  f eed th r ough mo r e  q u i c k l y  tha n  dome sti c  

pr ice ef fects, a s  th e latter coul d  on ly b e  taken i nto account 

wh en cont r act s  we r e  r enegot i ated. 

( i i i )  Va r iabi l ity - f o r e ig n  s uppl ie rs might r eg a r d  the exchang e  r ate 

as be i ng s ubject to r an dom d i s tur ba nc es and thu s not r e spond 

qu i c k l y  to chang e s  in th e rate . Oth e r  th ings be ing equal 

[ i. e. ig nor ing th e ef fect und e r  ( i ) a bov e ] , th is wou l d  tend to 

incr ease the s ho r t-r un r es ponse of f o r e i g n  expor te r s  to domest ic 

pr i ces r e l at ive to the i r  r es ponse to the exch ang e r ate. 

Al l the se pos s ible e f f ects wou l d  sug gest tha t it is unw i s e  to constr a in 

the s ho r t- r un r e sponse of impor t  pr i ce s  to chang es i n  PD£ and E R  to be 

the s ame, though the long- r un co ns t r a i nt should per h aps be imposed. 

17 It is ev ident f r om the above that the se exchang e-r ate 

cons id e ra ti on s  intr odu c e  the s ubject of invo ic ing po l icy. Though 

l og i ca l ly sepa r able f r om pr i c i ng p o l i cy as s uc h, th e two c an not be 

en t i r e l y  independe nt; f or example, i t  woul d  be odd for a fo r e i g n  

s u pp l ie r t o  g ive no we igh t  to UK domest ic pr i ces in h is pr i c i ng pol i cy 

and yet to denom i nate h is co ntr acts in s te r l i ng, thus expos i ng 

h ims e l f  to unnece s s ar y  excha ng e r ate r is k. Th is i s  not to s ay that 

th i s  cou l d  not h appe n  - i nde ed, the r e  ar e poss i ble r e as ons for s uch 

behav iour - but r athe r th at s uc h  a pa i r  of pol ic ies would not imply 

th e s ame v i ew about dema nd e l a s t i c i t ies, pa r t  of th e ba s is for any 

r at ion a l  pr ic i ng po l icy. 

[ 1 ]  To the extent that contr acts a r e  cove r e d  in the for e ig n  exchang e 
ma r ket r a th er th an i n  the con tr act itse l f ,  th i s  w i l l  not af fect 
th e p r ice of g oods tr aded under ex i st i ng a r r angeme nts. 
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Data sou rces 

Impor t pr ices 

1 8  Al l impor t pr ices have been obt a ined f r om the Depa r tme nt 

of T r ade. Un i t  v a l ue ind ices ( ba se-we igh ted p r ice s )  r e f lect i ng 

1 9 7 5  impo r t  patter n s  a r e  employed ; these a r e  not sea sona l l y  adjus ted. 

S e r ies wh ich incl ude the so-c a l led e r r at ic i tems [ l ]  have been u sed . 

Impor t t a r i f f s  

1 9  Ther e a r e  two pos s ible w ay s  t o  meas u r e  t a r i f f  r a tes by SITC 

sect ion . On the one hand , i t  would be pos s i ble to obt a i n  data on 

tar i f f  r ates for i nd i v idual t a r i f f  he ad i ngs , and then - tak i ng account 

o f  exemp t ions and other spec i a l  a r r ang ements - comb i ne these rates 

us ing app r opr i ate t r ade w e i gh t s . On the othe r , r ece ipts o f  tar i f f  

r evenue could be mea s u red and d iv ided by the appropr i a te t r ade f lows . 

G iven the mu l t i pl ic i ty of ta r i f f  r ates and exempted categor ies o f  

t r ade , t h e  second o f  these methods i s  s impl er , a n d  i s  fol lowed h e r e . 

20 Ave r age r evenue inc i dence f ig u r e s  ( r evenue col lected a s  a 

p r opo r t ion of the v a l ue of impo r t s )  a r e  ava i l able i n  the annual 

r eports o f  the HM C u s toms and Exc i se on an S ITC ( R) b as i s [ 2 ]  s ince the 

f i scal year 1 9 6 6 /6 7 , but bef o r e  that date a r e  on ly ava i lable on a 

tar i f f  chapter bas i s  at two- d i g i t  l eve l. Fo r the per iod pr ior to 

1 9 6 6 , these t a r i f f  c hapt e r  d a t a  have been agg r egated in a w ay cons i s te n t  

w i t h  the l a t e r  f ig ur e s  u s i ng t ar i f f  c l as s i f i c a t ion i n fo r ma t ion at 

four-d ig i t  leve l , t h u s  ta k ing i nto account the fact that many t a r i f f  

chapt e r s ,  though ma i n l y  a s soc i a ted w i t h  a s i ng le SITC sec t ion , a r e  

a l so r ep r e s en ted i n  othe r s .  F r om i n fo r ma t ion at the four - d i g i t  

leve l , a propo r t ion of each o f  these ' sp l i t ' c hapt e r s  has been 

as s i g ned to i t s  cor r ect S ITC sect ion , t he propor t ion be i ng de te r m i ned 

by the sha r e s  of r even ue go i ng to the S ITC s ec t ions in 19 6 5. [ 3 ] T h i s  

[ l ] S h ips , Nor t h  S e a  p r od uct ion i n s t a ll a t ions ,  a i r c r af t  and p r ec ious 
s tones. 

[ 2 ] The r e v i s ed S ITC , r e ce n t l y  super seded by S ITC ( Rev 2 ) .  

[ 3 ] The d a t a  u sed i n  t he se ca l c u l a t ions we r e  obt a ined f rom HM C u s toms 
and Exc i s e  ( 19 6 5 ) .  
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obv i a t e s  the nece s s i ty for agg r egat ing a t  the fou r - d i g i t  leve l 

for eve r y  year , but of cour se int r od uces the pos s i b i l i ty of er ror in 

that the p r opo r t ions may have changed ove r  t ime .  Categor i e s  

r epr esent ing o n l y  a sma l l  amount o f  r e venue ( gene r a l ly, less than 

£0 . 0 5  m i l l ion in 1 9 6 5 )  have been ignor ed; and the agg r egat ions 

employed f o l l ow the S I TC ( R) c l ass i f icat i on as it app l i ed in 19 7 7 . 

Beca use on ly annua l  d a t a  a r e  ava i lable, q ua r te r ly se r i es have been 

ob t a ined by i n t e r po l a t ion. 

2 1  Th i s  agg r eg a t i on h a s  been car r i ed out for the whol e  per iod 

1 9 5 9 - 7 7 , so for the s ub-per i od 1 9 6 6 - 6 7  to 19 7 3- 74 - whe r e  d a t a  

b y  SITC sect ion o n  a f iscal y e a r  bas i s  ar e also ava i lable - i t  i s  

pos s i b l e  t o  a s s e s s  the acc u r acy o f  t h e  p r ocedu r e . Table A below 

r e co r d s  the mean d i f f e r enc e s  be tween the c a l c u lated S I TC sect ion 

r ece i p t s  and the i r  r ecorded v a l ues for the e ig h t  yea r s of ove r l ap. 

As can be se en, t h e  degree of acc u r acy i s  r e a sonable. 

Table A 

Agg r eg a t ion e r r or s  1 9 6 6 - 6 7  to 1 9 7 3-74 

£ mi l l ion 

S I TC Mean d u t i e s  Mean 
r ece ived 

------

5 2 3 . 5  +0.0 
6 54 . 3  -0 . 1  
7 110 . 8  -0 . 5  
8 44 . 5  + 1 . 1  
5 + 6 7 7 . 8  -0 . 0  
7 + 8 1 5 5 . 3  +0 . 6  
5 to 8 2 3 3 . 1  +0 . 6  

( a) Ca l c u l a ted l e s s  r ecor ded. 

er r o r ( a) 

Per cent 

+0 . 1  
-0 . 1  
-0 . 6  
+ 3 . 1  
-o.o 
+0 . 5  
+0 . 4  

2 2  The e r r o r s r e f lect not only e r r o r s  i n  the p r opo r t ions used i n  the 

al loc a t i on o f  spl i t  chapt e r s, but a l so t h e  om i s s i on of those wh ich we r e  

i gno r ed because of the i r  sma l l  contr i b u t i on ( th e  former i s  pa r t i c u l a r l y  

se r io u s  f o r  S I TC 8 ,  t h e  l a t te r  f or SITC 6 ) . Both these e r r o r s t end t o  be 

r ed uced by agg r eg a t i on; for i f  a chapter i s  spl i t  be tween SITC 7 and 

S ITC 8 ,  s ay , and e i th e r  the p r opo r t i on of the spl i t  i s  wrong or the t a r i f f  

ch apte r i s  s o  poo r ly r ep r esented i n  one o f  the sect ions that i t  i s  i gnored 

t h e r e  and i nc l uded ent i r e l y  in the o th e r ,  the chap t e r  i s  automa t i c a l l y  

cor r e c t l y  a l located when t h e  two SITC sec t ions a r e  comb i ned. 
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Domes t ic pr ices 

23 Dome s t i c  pr ice s have be en mea s u r ed by the Cent r a l  S t at is tic a l  

Of f ice ( CSO) wholes a l e  se l l i ng pr ic e index f o r  manu fac tur ing ou tp ut , 

bo th inc lud ing and exc lud ing food , d r in k  and tobacco . Th is is a 

19 75 -b ased un it-va lue ind ex ,  and is not s ea sonal ly adju s t ed; i t  is 

based on o r de r  pr ice s r a ther than on del ive r y  pr ice s .  An at temp t 

has a ls o  been mad e to con s t r uc t  who le s a l e  s el l ing pr ice ind ice s  fo r 

fin i shed and s em i-man u f ac tur es sep ar a tely , these be i ng mo re app r opr iate 

for some of the r eg r es s ions . CSO d at a  r ead i ly av a i l abl e we re us ed , 

w i th r es c a l ed 19 63-based values be ing emp l oyed fo r the pe r iod pr ior 

to 19 6 8 . Fo r f in is hed manu f ac t u r es , the ind i ces for eng ineer ing 

( S IC [ l) Or d e r s  VI I to X I I )  and c lo t h ing and footwear ( S IC Orde r XV) 

we r e  comb ined , us ing 19 7 5  impor t values of S I TC 7 (mach ine r y  and 

t r anspor t  equ ipment ) and S ITC 8 4+ 8 5  ( c loth ing and f ootwe ar ) as 

we ig h ts . Thoug h t h is is a somewhat c r ud e  pr oxy for the requ i r ed 

domes t ic pr ic e va r iable , i t  is the bes t th a t  c an be con s t r uc ted 

s imp ly . For s em i-man u f ac tur es , the ind i ces for chem i c a ls ( S IC Or de r 

V) , pap e r  ( ML H [ 2) 4 8 1 - 4 ) , s teel ( ML H  311+312) , t imber ( S IC Or de r 

XVI I )  and tex t i l es ( S IC Or de r X I I I )  we r e  comb i ned , aga i n us ing 

appr opr i a te impo r t  we igh t s . 

For e ign pr ices 

2 4  Al l for e ign pr ices have been t a ken f r om the Monthly Bul l e t in of 

Stat i s t ics pub l i s hed by th e Un i t ed Na t i ons . Th e bas ic f o r e ign pr ice 

v a r iable is the qua r te r ly ser ies for expor t s  of manu f ac t u r es ( S ITC 5 

to 8 )  o f  'd eveloped a r eas to deve loped and deve lop ing a r eas'; as f ar 

as can be asc e r t a ined , th is agg r eg a t ed s e r ies is con s t r uc ted f r om 

UVI .  I t  does , howeve r ,  p r esent some t h ing of a problem ,  because i t s  

cove r ag e  ma kes i t  not ent i r ely su i t ab l e  for u s e  w i th s ep ar a t e  f in is hed 

and sem i-ma nu f ac t ur es equa t ions . When used in t h i s  contex t ,  an 

adju s tment has been mad e ,  mak ing use of th e ( ann u a l )  d a t a  on S I TC  5 ,  

7 and 6 +8 ava il abl e f r om t h e  s ame sou r ce; t he der iva t ion of , and 

r a t i onal e fo r ,  th is adju s tment ar e d i scussed in t he app r opr ia te par t 

of th e nex t  sec t i on .  

[ l) S t anda r d  Indu s tr i a l  C l as s i f ic a t ion. 

[ 2) M i n imum L i s t  Head i ng . 
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Res u l t s  

25 The r es ul ts r epor ted in thi s  s t udy a r e  f rom equat ions o f  the 

' f l exib le par t i al adj u s tment' t ype made pop ul a r  by Hend r y  and others, [ l ]  

in pa r t  bec au s e  i t  was found that ord ina r y  levels or d if ferenced 

eq ua t ion s  ( wi th al l va r i a bles in logs ) wer e  ent i r ely uns a t is factor y ,  

g iv i ng ver y  l ow D u r b in-Wa t son s t a t is t ics . Th is s or t of equa t ion can 

int u i t ivel y be thoug h t  of in two par ts: one in f ir s t  d if ferences , 

r e f l ect ing imp act eff ec ts ,  and one in l agged levels , mode l l ing the 

long - r un equ il i br ium . In an equat ion such as: 

a r epr esents the impact e f f ec t, and B
1

;8
0 

the event ua l equ il ibr ium 

ef fect , of t he ind ependent var i able B; 8
0 

is the speed of adjus tment 

to equ i l i br ium . 

Dol l a r  UVI for impo r ts o f  f in is hed man u f ac t u r es ( S I TC 7 +8) 

26 The f ir s t  s tag e of es t ima t ion concent r ated on a ba s ic equ at ion 

in wh ich the impor t OVI wa s r el a ted to f o r e ign and domes t ic manuf ac t ur es 

pr ices . Cons t r a i n i ng the r esponse of impor t p r ices to exchang e r at e  

movemen ts t o  be t he s ame a s  the i r  r es ponse t o  chang es i n  domes t ic pr ice s  

g ave the coe f f ic i ent s i n  the fol low ing equat ion: 

60 78$ = 0 . 02+0 . 53 6PF$+0 . 41 6PD$ 

-2 
R = 0 .  737 
SE = 0 . 01 6  
e

_1
= 0 . 03 ( 0 . 1) 

( 3 . 0) ( 4 .9) ( 5 . 2) 

- 0 . 24 0 7 8$
_1

+0 . 11 PF$
_1

+0 . 1 5  PD$
_1 

(2 . 5) ( 1 . 6) ( 2 . 8) 

Es t im a t ion per iod l9 63Q4- 19 78 Q 4  

t s ta t i s t ic s  ar e i n  b r ac k e t s  beneath coef f ic i ent es t ima tes . 

[1 ] Hend r y  and M i zon ( 19 78) ; Dav i d s on et a l . (19 7 8) . 
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Whe re : U impor t unit value ind ex ( 7 8  r ef ers to SITC 7 + 8 ) ; 

PF wo r l d  pr ice of manu f actur ed expor ts; 

PD = dome stic se l l i ng pr ic e of manu f actur es ( net of taxes ) ;  

e
_ 1

= l agged e r r or ter m . [ l ]  

As can be s een, a l l  the coe f f icients ar e s ig n i f icantly di f fe r ent 

f r om zero and have the expected sig ns .  Th e dome stic price weight 

i s  s ur pris ing ly high, at 6 3 . 3%; a nd the s um of the for e ign and 

dome st ic price we ights in the long r un is wel l above un i ty, at 

1 . 09 9 .  

27  Retain ing the same pr ice var iables, the fi r s t  modif ication 

was to r el ax both the short- r un and long-r un constr aints imposed to 

e ns ur e  th at domestic pr ices and th e excha ng e r ate have ident i c a l  

e f f ects . In other wo rds , PD$ was separ ated into its compone nts 

PD£ and ER ( the £/$ e xchang e  r ate) both in fir s t  d if f e r ences and in 

lagged level s . We wou l d  expect, as bef ore, a posit ive coe f f ic ient 

on PD£; but E R  s ho u l d  have a neg ativ e  coe f ficient because PD$ equa l s  

PD£/ER. This res ulted in the fo l lowing equation : 

6U7 8$ = 0 . 04 +0 . 5 9 6 PF$-0 . 3 9  6 PD£-0 . 40 6 ER 
( 4 . 2 ) ( 5 . 8 ) ( 1 . 5 ) ( 5 . 2 ) 

- 0 . 4 1  U7 8$
_ 1

+0 . 3 3  PF$
_1

+0 . 10 PD£
_ 1

-0 . 08 E R
_ 1  

( 4 . 0 )  ( 3 . 6 )  ( 1 . 3 ) ( 1 . 3 ) 

'R 2 
o . 7 8 5  

SE 0 . 01 4  
e

_ 1
= 0 . 1 1  ( 0 . 4 )  Es timat ion pe r iod l9 63Q4- l 9 78Q4 . 

( 2 )  

2 8  On e not ab l e  f eatu r e  o f  this equ ation is that the short-r un 

coef ficient on dome·s tic pr ices is per ve r se ly signed; th is,  i f  

t r u e, impl ies th at the s ho r t-r un r es ponse of imp o rt p r i ces to the 

exch ang e  r a te is d i f f e r ent f r om thei r re spons e to domestic pr ices : 

r emembe r i ng to chang e  the s ig n, the coef ficient on 6PD£ is sig n i f ic antly 

d if fe r ent f r om that on 6ER . The long-r u n  coef f ic i ents are, howev e r ,  

n o t  sig n i f ic antly dif f e r ent; th is is what we wou l d  expect, and 

[ l ]  Dur b in-Watson statist ics are mis l eading for th i s  form of equat ion; 
the coe f f ic ient and t s tatistic on the l ag g ed er r or ter ms ar e 
ther ef ore quoted . It s houl d  be noted that th e other coe f fic ien ts 
we r e  obtained without the i nc lu sion of th i s  te rm . 
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ju s t i f i e s  the impos i t ion o f  the long- r un con s t r a i n t . I t  should a lso 

be not ed t h a t  equat ion 2 imp lies a much l ower equ i l ibrium weigh t  

o n  domest ic pr ices: i t  h a s  bee n  r ed uced to 25. 0%, under h a l f  that 

obt a i ned w i th both const r ai n t s  imposed . 

29 The mai n  di f fic u l ty wh ich emer ged was find i ng r e a listic 6PD£ 

and lagged- l eve l s  coe f fic i e n t s . The coe f ficient on 6PF$ was 

consis t e n t l y  about 0 . 6 , and that on 6ER about - 0 . 4, with no longer 

dif f e r ences 6 ( wh e r e  6 i s  the change be tween now and n pe r iods 
n n 

ago )  be i ng sig n i fican t .  Both the se coe f ficients a r e  eminen t l y  

p l a u sible . Sen s ible coe f f i c i en t s  o n  6
2

PD£ ( i . e . , PD£
0

- PD£
_2

) 

cou ld be found, b u t  any o t h e r  t e r m  i n  6PD£ was eit h e r  tot a l ly 

i n s i g n i fica n t  o r  w r ong ly sign ed; howeve r ,  t h e  p l a usible 6
2

PD£ 

coe f f i c i en t s  we r e  inva r iably accompanied by ins i gnificant PF$
_ 1 

and 

an u n r ea l i s t i c a l l y  high domestic pr i c e  weigh t  i n  the long r un .  W i th 

a con s t a n t  incl uded, 6
2

PD£ ceased t o  h ave the cor r ec t  p r oper t ies . 

The speed o f  adj u s tmen t  ( the coe f f i c i en t  on U 7 8$
_ 1

) was typic a l ly 

a r ound 40% per qua r te r ,  a nd t h e  long- r un domestic price weigh t  in the 

r egion of 30% . 

30 The f a i l u r e  o f  the s e a r c h  to i dentify any impac t e f fec t o f  

dome s t i c  prices o n  t h e  impo r t  UVI is r e f lected in t h e  fol lowing 

equ a t ion: 

6U7 8 $  = 0 . 03+0 . 52 6PF$-0 . 46 6ER 

-2 
R = 0. 7 7 7  

( 5 . 9 )  ( 5 . 4 )  ( 6. 5 )  

- 0 . 30 U7 8 $
_1

+0.22 P F$
_1

+0 . 1 1 PD$
_1 

(3 . 5 ) (3 . 6 )  (2 . 1) 

SE = 0. 0 1 5  
0 . 07 ( 0 . 3 )  e = 

- 1  
Es timat ion per iod 1 9 63Q4- 1 9 7 8Q4. 

( 3) 

The r emova l  of the s ho r t- r un exchang e r a t e/domestic p r ice cons t r aint 

i n  th i s  p r e f e r r e d  equ a t ion r es u l t s  in a long-r u n  domestic pric e  

we i g h t  o f  3 5 . 0%, sl igh t ly o v e r  h a l f th at o f  equation 1; and the 

sum of t h e  for e i g n  and domes tic p r i c e  weigh ts is c loser to u nity, a t  

1 . 084 . T i s  s uggests that the con s t r ai n t  invalid ly imposed in 

eq u a t ion 1 i n t r oduces a siz a b l e  b ias to t h e  domes tic p r ice weig h t . 
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It s houl d  be not ed t h a t  th e other coef f ic ients ar e l i t t l e  ch anged, and 

that the f it of the equ at ion is imp r oved . 

31 So f a r ,  no attemp t has been made to impr ove the spec if ic a t i on 

of the va r iables in t he equ a t ion . As has al r eady been po inted ou t, 

t he coverage of both pr i ce var iables is manu f ac t u r es as a who le ( not 

f in ished manuf ac tu r es a lone) ; f ur thermo r e, account oug h t  also to be 

t aken of UK import tar if fs, and th e we igh t ing of the for eign coun t r ies '  

expor t  UVIs to con s t ruc t th e fo r eign pr ice va r iable.  

d i sc u ssed below . 

The po ints are 

3 2  Th e wo r ld tr ade pr ice va r iable us ed so f a r  has been the pub l is hed 

Un i t ed Na t i ons ser ies r ef er r ed to in par ag r ap h  24, wh i ch we igh ts 

togethe r - us ing wo r ld t rade sha r es - t he UVI s e r ies for expor ts of 

man u f ac t ur es ( S ITC 5 t o  8) for th e ma in developed countr ies . [1] It 

woul d  c le a r ly be mor e appr opr iate to use a ser ies cons t r uc ted w i t h  UK 

impor t  we igh ts, for then the ind iv idual coun t r y  ser ies w i l l  be 

we igh t ed acc o r d i ng to th e i r  impor t ance in UK impo r t  pr ices . Ther e 

a re two pos s i b le we igh t ing pa t t er ns wh ich coul d  be used . The mos t 

obv i ou s  woul d be 19 75 impor t s h a r es ,  bec ause a l l  the other s er ies ar e 

19 7 5-we igh ted. However, thes e  we igh ts are not neces s ar ily idea l, 

bec au s e  t he UK impor t pr ice s er ies us es con s t an t  goods weigh ts but, 

imp l i c i tly, c u r r ent coun t r y  we igh ts; there is thus an arg ument for 

us ing cu r r ent impor t sha r es - i n  other wo rds ch ang i ng the coun t r y  

we igh ts ove r  t ime . 

33 Un fo r tunately, th ere is no a p r ior i r eason why one of t hese 

opt ions i s  to be pr efe r r ed ove r the o t he r . 19 7 5  impor t we ig h ts 

a r e  i n  er r o r  to the ext ent to wh ich imp o r t  s ha r es have ch anged over 

t ime . Cur r ent impo r t  we igh t s, on the other hand, a r e  in er ror to 

t h e  ext ent to wh ich the goods we ig h t s  in t h e  ind iv i d u a l  cou n t r y  

s er ies d i ff er; f o r  i f  t hey do, then chang es in the co unt r y  we igh ts 

w i l l  inev i tab ly ch ang e the imp l ic it goods we igh ts in the ag g rega t e  

s er ies . FOr th is r ea so n, both ser ies have been emp l oyed, though 

only r es ul ts us ing th e la tter ar e repo r ted fo r the p r esent; t he 

d i f fe r ences between the two s et s  of r es ul ts w i l l  be d i scussed l ater . 

[ 1 ]  Bel g i um/Luxembourg,  Fr ance, Wes t Germany, I taly and the Neth er l ands ;  
Canad a, J apan, Sweden, Swi t zer land and the Un i t ed  S t at es .  
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34 Table B below shows the 'cu r rent impor t' weigh t s  which have been 

used, and the s h a r e  of the t en countr ies in UK manu f ac t ur ed impor ts 

from a l l  sou r ce s  in each of th e ye ars chos en. Th e mos t noticeable 

gen e r a l  t r end is t h e  s hi f t  towa r ds t r ad e  wi th EEC c oun t ries; in 

addi tion, th e s ha r e  of the United Kingdom's manu f ac t u r ed impo r ts 

coming f r om Japan incr eases pa r tic ul a r ly ma r ked ly, and t h a t  f r om th e 

Uni ted S t ates and Canada f a l ls s t r ong ly. Th e f ig u r e  for Switze r l and 

is dis to r ted by th e l a r ge amoun t  of t r ade in pr eciou s s tones inevi t ab ly 

includ ed in t h e  to t a l. 

Table B 

Manu fac tur ed impor t weig h ts 

Per cent 

1 9 63 1 9 6 5  1 9 6 8  1 9 70 1 9 73 1 9 7 5  1 9 7 8  

Belgi um/Lux embou r g  5. 73 6. 1 6  5. 2 5  5. 1 6  5. 8 1  7. 4 3  8 . 05 

Franc e 8 . 3 1  7. 80 7. 70 7. 5 7  10. 40 1 1. 8 5  1 2. 6  5 

We s t  G e rmany 1 7 . 60 1 6 . 2 5  1 6. 2 5  1 6 . 4 8  20. 6 1  1 9 . 5 8  2 1. 5 5  
I t aly 6 . 30 5 . 4 5  5. 80 5. 5 7  6. 23 7.07 8. 1 5  

N e th er la nds 7. 7 4  7.00 7.33 7. 8 3 7. 7 6  8. 8 7 7. 6 9  

Ca nad a 1 4 . 02 1 2 . 2 8  9. 8 3  1 1. 3 1  5. 7 5  4. 4 8  2. 70 

Japan 2. 4 7  3. 06 3. 2 1  3. 5 1  6. 7 8  7. 04 6. 5 2  

Swe den 6. 4 6  6. 9 2  7. 1 9  7. 7 9  7. 9 9  6. 90 5. 5 2  

Swi t z e r l and 5. 39 5. 2 6  5. 7 5  6. 1 8  9. 4 5  7. 7 2  1 1. 1 5 

Unit ed S t a tes 2 5 . 9 8  2 9 . 3 2  31. 6 8  28. 60 1 9 . 2 2  1 9 . 06 1 6 . 02 

S h a r e  of t he s e  
impo r ts in total 6 6. 8  6 5. 6  6 4. 6  6 6 . 3  6 8. 2 7 1. 2 7 2. 8  

Th e s ha r e  of tot al ma n u f ac t u r ed impo r ts r epr es ented by th es e count r ies 

is cu r rently abou t 70%; t hough this cove rage is pe r h aps a lit t l e  

l ow, l ac k  o f  d a t a  pr events the inc l u s ion o f  other coun t r ies. 

35 Subs ti tu tion of the r eweig h ted fo r eign p r ice va r iable gives the 

following equ ation: 

6U 7 8$ = 0. 03+0. 5 4 6PFA$-0. 4 76ER 
{ 6 . 1 )  { 5 . 7 )  { 7 . 2) 

- 0. 3 8U7 8$
_ 1  

+ 0. 2 6PFA$
_ 1  

+ O. l 4PD$
_ 1  

{ 4 . 0 )  { 4. 2 ) { 2. 7 ) 

- 2  
R = 0. 7 8 6  
SE 
e = 

- 1  

0. 0 1 4  
0. 1 1  { 0. 4 ) Es tima t ion pe r iod 19 63Q4 - 1 9 78Q4 

wh e r e  PFA = c u r r en t  impo r t- weig h t ed f o r eign p r ices. 
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The dome st ic pr ice we ight is two pe r ce ntag e po i nts highe r than in 

equat ion 3 ,  at 37 . 0%; and th e sum of the for e ign and domest ic 

pr ice we ights is a l ittl e clos e r  to un ity , at 1 . 073. Though these 

change s ar e not lar ge, the y do imp r ove the f it of the equat ion 

ma r g i nal ly; and the spe ed of adjustment is inc r eas ed by nea r ly a 

qua rter. 

36 Potent i a l ly mor e impo rt ant than th i s  we ighting pr obl em is 

the cor r ect ion requ ir ed for the commod ity cove rage of the f o r e i g n  

pr ice va r iable. As was po inted out i n  par ag r aph 2 4 ,  no qu arte r ly 

pr ice s e r i es is ava i la b le for trade in f in is hed ma nuf actur es w ith a 

cove r ag e  comp a r ahle to the Un ited Nati ons s e r ies for SITC 5 to 8 ;  

i n  o r de r  th er efore to proxy fo r e ig n  pr ices f o r  SITC 7 + 8  s ome form 

of app r ox imation is r equ ir ed. 

37 The exped i ent adopted he r e  is to ma ke u s e  of the ( a nnu a l) 

count r y  d ata on expor t  UVI for SITC 5 ,  7 a nd 6 +8 pub l i s hed by the 

Un ited Nat i ons. Fr om thes e, we can co ns tr uct pr ox i es for SITC 5+6 

a nd 7+8 , n ame ly P'5 6  a nd P'7 8 r espectivel y : in we ight i ng togeth e r  

SITC 5 and 6 f o r  example, SITC 6 +8 c a n  - w i th the str ong as s umpt ion 

that the r e  is no d if fe r en ce betwe e n  th e expo r t  UVI of SITC 6 a nd 

8 - be us ed in p l ac e  of SITC 6 .  Quar te r ly ser ies ar e th en obt a i n ed 

by inte rpolat ion. Thes e p r ox i es are not, however, us ed as th ey 

stand; r ath e r ,  an attempt is made to mi n im is e  the er r o r  such 

c r ud e  s e r i es wou l d  intr oduce by us ing them to con struct an adj u s tment 

for PF. To do th i s ,  it is pre sumed that the r a t io between P'5 6 and 

P'7 8 i s  r e lated to the r at io betwe e n  the co r r espond i ng tr ue fore ig n 

p r ice s e r ies: 

(PF56) 
PF7 8  

= s
(P' 5 6) Y 

'p• 7 8  

Us ing th is r e la t io n s h ip, and the UVI ide nt ity 

PF - OPF7 8+ ( 1 - a) PF5 6  

( wher e  a is the sha r e  ,of f in is hed manuf actur ed expor ts i n  a l l  

ma nuf actur ed exports i n  19 7 5 ,  the bas e ye ar)  a r educed form c a n  be 

d • d • h • h 
pI 5 6  

• h 
• 

d • ( d • 1 )  e r 1ve 1n w 1c 
P,7 8 

1s t e app r opr 1ate a Jus tment s ee Appen 1x ; 
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un der the two as s umption s  us ed i n  the de r ivat ion - both of wh ich 

seem f a ir ly wea k ,  g iven th e re lat ive mag n itudes of P'56 and P'7 8 -

th is ad justme nt term , ADJ , is in lev e ls , n ot logs . 

3 8  F r om the r educed form , pr ior informat ion can be obt a ined on 

th e exp ect ed coe f f ic ient on ADJ. It depen ds l a r g e l y  on two th ings : 

the coe ff ic i ent on the for e ig n  pr ice ter m  and th e sh ar e a of f in ished 

m a n u f ac tur es in for e ign exports of a l l  ma n u f actu r es ;  ass um i ng 

B a nd y i n  the exp r es s ion above to be un i ty , it r educes to 

- b  ( l -a) • [ 1/ ( a+ ( l -a) ADJ) J. ADJ , the me an val u e  of ADJ , i s  

about 1 . 007 f o r  the est imat i on per iod; the value of a in 1 9 75 f o r  

OECD countr ies was 0. 59; a nd b i s  the coef f ic ient o n  for e ig n  pr ices. 

Th e coeff ic i ent s ho u l d  the r efo r e  be about -0. 40b , or  a l i ttle ove r  

o n e  thi r d  o f  the coe ff ic ient on for e ig n  pr i ces ( w ith the oppos ite 

s ig n) • 

3 9  The inc lus ion of ADJ i n  both f i rs t  d i f fe r ences and in l ag ged 

levels in equat ion 4 was not wholly s at i s f ac to r y , in th a t  th e 

co ef f ic i ent on the f ir s t d if f e r ence te r m  6ADJ was wr ong ly s ig ne d  

( bu t  not s ig n if ic ant) . Th is is however not s ur p r i s i ng :  bec ause 

ADJ h as been int e r po l ated f r om annu a l  data , its qu arte r ly movements 

ar e not par t i cu l a r ly me an i ng f ul an d ce rta i nl y  cou l d  not be expected 

to p ick up s ho r t-term d iv e rg enc es betwe e n  movements in s em i-

manuf actur es pr ices and f in ished manuf actur es pr i ces. Om i tt ing 

th is term h ad l ittl e ef fect beyond inc r e as ing the coef f ic i ent on 

PF$ s l igh tly , and gave the fo l low i ng equat ion : 

6U 7 8 $  = 0. 1 1  +0 . 5 36 PFA$ -0. 456ER 
( 3. 0) ( 5 . 7) ( 6 . 6) 

-0. 4 8U7 8$
_1 

+0. 3 5PFA$
_ 1  

-0 . 08 ADJ
_ 1  

+O. l 4 PD$ 

( 4 . 4) ( 4. 3) ( 2 . 2) ( 2 . 7) 

-2  
R = 0.  7 82 
SE 
e = 

- 1  

0. 0 1 4  
0 . 1 1  ( 0. 4) Es t imat ion pe r iod 1 9 63 Q4- l 9 7 8 Q l. 

Th e coe f f ic i e nt on ADJ
_ 1 

i s  s ig n if icant and cor r ect ly s ig n e d: 

though it i s  somewhat lowe r th an expected , at -0.2 3b. 
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40 Two po i nts a r e  worthy o f  note i n  th i s  imp r oved equat ion. 

F i r st ,  the sum of the for e i g n  and domestic pr ice we ights is yet 

c loser to unity ,  at 1. 027 ; and s econd , the domestic pr ice wei g ht 

itse l f  i s ,  at 2 9 . 1% ,  some e ight pe r centage po i nts lower than before 

the i nc lu s ion o f  ADJ. The former feature i s  part icula r ly e ncour ag i ng , 

as it suggests that th i s  i s  a better spec i f ication of the for e ign 

pr ice var i able. 

4 1  The f in a l  po i nt to con s ide r i s  the dome st ic pr ice var i able. As 

noted in par ag r aph 2 3 ,  a p roxy for domestic wholesale sel l i ng pr ices 

of f in i shed manu factu r e s  w as constructed , we ighting togethe r  (w ith 

19 75 imports va lues as w e ig hts) CSO s e r i es for eng i n ee r i ng and for 

cloth i ng and footwea r .  Substitut ion o f  th i s  for the 'a ll manu factur es' 

dome stic pr ice var i able , to r e f lect mo r e  c losely the pr ice of compe t i ng 

dome st ic good s , p r oduces l itt le change f r om equat ion 5 ,  i nc r eas i ng 

the long- run domest ic pr ice w e ight by only one pe r centage poi nt. 

The further adjustment for tar i f f  e ffects howeve r made mo r e  d i f fe r ence , 

r a is i ng the we ight to 3 1. 1% a nd lower i ng st i l l  further the sum o f  

the long - r un domestic a nd for e ig n  pr ice weights , to 1. 0 1 4 .  Though 

ta r i f f s  we r e  not s ig n i f icant when separ ated f rom the dome s t ic pr i ce 

var i ab le , it was felt that the i r  i nc lus ion - constr a i ned to have the 

same long- r un coe f f ic i ent as domestic pr ices - could be just i f i e d  on 

theo r e t i ca l  g r ound s ( see above) ; aga i n ,  the use of an i nte r po l ated 

s e r i es may be partly r e spon s ible for the problem. 

equation reco r d s  the f i n a l  r esults: 

The follow ing 

6U7 8 $  = 0. 08+0.52 6PFA$-0. 4 7 6ER 

-2 
R 0. 7 7 5 
SE 0. 0 1 4  

( 2 . 2 ) ( 5. 9 )  ( 6 . 6 )  

- 0. 4 2U78$
_1

+ 0. 3 0PFA$
_1

- 0. 05ADJ_1
+ O. l 3 PD4$

_1 
( 4. 1) ( 3 . 7 )  ( 1. 3 )  ( 2. 4 ) 

e
_1

= 0. 05 ( 0. 2 )  Est imat ion per i od 19 6 3Q3- 1 9 7 8Q l  

whe r e  PD4 = dome st i c  p r i c e s  adjusted f o r  U K  impor t  tar i f f s. 

4 2  For completeness , equat ion 6 h a s  also been run i n  two oth e r  

forms. As noted i n  p a r ag r aph 3 3 , v a r i ab l e  countr y  we i ghts for 

the for e i g n  pr ice var i able a r e  not necess a r i ly co r r ect; a 19 75 

impor t-we i ghted ve r s ion h a s  the r e f o r e  been tr i ed , w ith r esults 

( 6) 

2 3  



b r oad ly s im i lar to tho s e  ju s t  quot ed. 

coef f ic i en ts a r e  comp a r ed in Table C. 

Fo r comp ar i so n, two key 

Tabl e C 

Compar ison of coef f ic ients obta i ned w i th d if f e r en t  for e ig n  
pr ice var iables 

Var i ab le we ig h ts 
1 9 7 5  we igh ts 

Pr ice we ights 
Domes t ic For e ig n  

3 1. 1% 
25. 7% 

71. 5% 
7 4 . 3% 

Sum 

1. 014 
1. 000 

Though some s l igh t  d i f f e r ences ar e appa r ent, the r e  is unf or t un ately no 

a p r ior i me a ns of dec id i ng which ve r s i on of the for e ig n  pr ice var i able 

i s  t o  be pr e fe r r ed. 

4 3  In ad d i t ion, an a l t e r n a t iv e  form of ADJ h as been us ed. Ra ther 

than cons t r uc t ing p r ox i es for PF56 a nd PF7 8  f r om p ub l is hed da t a  for 

ot he r  indus tr i a l  coun t r i es, as was don e above, UK expor t UVIs have 

been u s ed. Thes e have the advant ag e  that they are ava il abl e 

on a qu a r te r ly b as is, bu t s uf f er two d i s ad va n t ag es : f i r s t, UK 

expo r t s  in thes e ca tegor ies may not be typ ic a l  of wo r ld expo r ts, 

e i th er i n  compos it ion or i n  pr i ce; and s ec ond, the r a t io be twe en 

t he two may be r e la t ed to UK d ome s t ic pr i ces, because domes t ic 

pr ices may have a d i f f e r en t  we igh t  i n  the det er m i n a t ion of e ac h. 

Desp i t e  the s e  pot ent i al ly s e r iou s s hor tcom i ng s ,  i t  was f e l t wor thwh i le 

to ma k e  u s e  of th is pr oxy; a nd i t  was found that the coe f f ic ie n t s  

on both 6ADJ a nd ADJ
_ 1  

we r e  c lo s e r  t o  the i r  expect ed v a l u e s ,  

w i th t h e  dome s t ic pr i ce we igh t s  somewhat lowe r t h a n  bef o r e. 

r es ul t s  a r e  s umma r is ed in Table D. 

Do l l a r  UVI f o r  impor t s  o f  a l l  manu f ac t u r es ( SITC 5 to 8) 

Thes e 

4 4  The r es ul t s  repo r ted above for f i n i shed manu f ac tu r es ,  though 

f a i r l y  s a t i s f ac to r y ,  are no t conc l u s ive ev i d ence for a domes t ic 

pr ice we igh t  in the r eg i on of 20%-30%. The f a i lu r e  of ADJ ( b as ed 

o n  fo r e i g n  pr i ce s) t o  p r ov ide a s a t i s f ac to r y  co r r ec t ion for the 

m i ss pe c i f i c a t i on of the for e ig n  p r i ce var iable - and the ext ent 

to wh ich ADJ l owe r s  the domes t ic pr i ce we igh t  - s ug ges t th e pos s i b i l it y  

o f  m i ss pe c i f i c a t ion i n  equat ion 6. The UK expor t UVI v e r s i on of 

ADJ, a nd the lowe r es t im a t ed dome s t ic pr ice we igh t i ts i nc lu s ion 
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Table D 

Compa r ison of coe f f ic ients obt a i ned w i th a l t e r nat ive form o f  ADJ and 
the d i f fe r e n t  for e ig n  pr ice var i ables 

P r ice weights ADJ coe f f ic i e n t/fo r e ign 
pr ice coe f f ic ie n t  

Var i ab le we ights 
19 75 we ights 

Domest ic 

2 3 . 8% 
20. 2% 

For e ig n  

75. 7 %  
7 8. 8% 

Sum 

0. 9 95 
0. 9 90 

Shor t r un Long r un 

-0. 4 1  -0. 3 6  
-0. 4 3  -0. 4 1  

b r i ngs about, r e in for ces th is impr ess ion . As a check on th is r esu lt,  

it  se emed adv isable to test for  the existence of a s ig n i f icant domes t ic 

pr ice we ight i n  an equat ion for a l l  manu factures, whe r e  the spec i f icat ion 

problem assoc i ated w i th the for e i gn pr ice var i able w i l l  not ar ise . 

45 In 1 9 7 5, the UK impor ted f i n is hed manu fac tures we r e  valued a t  

£6 , 906 m i llion, and semi-manu fac tur es a t  £6 , 059 mi l l i on. The we ight 

of the impo r t  UVI for f in i shed manufactures in the impor t UVI for al l 

manufac tures is the r e fo r e  53. 3%; so even i f  i t  we r e  the case that 

domest i c  pr ices had no e f f ec t  at a l l  on semi-manufactur ed impor t p r i ces, 

one would s t i l l  expec t to f ind a domes t ic pr i ce we igh t  above 10% i n  an 

' a l l  manu f ac tures ' equat ion. Anyth i ng subs tant i a l ly less than th i s  

would c as t  s e r ious doubt o n  the r esults o f  the prev ious sect ion. 

4 6  An equat ion for al l manufactures ( SITC 5 t o  8) was the r e fo r e  es t imated, 

fol low i ng c lose ly the form of equat ion 6 .  Domes t ic who lesale se l l ing 

pr ices o f  manu f ac tur es ( exclud i ng food, d r i nk and tobacco), cor r ec ted for 

t a r i ffs, we r e  used as the domes t ic p r ice var i ab le; a nd the f o r e i g n  p r ice 

var i able was the �va r i ab l e  count r y  we igh ts' ver s ion des c r i bed e a r l i er. 

The fol low i ng equa t ion records the r esults: 

6 U58 $  = 0. 01+0. 7 2  6 PFA$-0. 4 2  6ER+0. 2 6  6 PD4£ 

-2 
R = 0. 8 45 
SE 0. 0 1 2  

( 1. 3) ( 7. 7) ( 6 . 6 )  ( 1. 6) 

- 0. 4 2U58$
_ 1

+0. 3 6 PFA$
_1 

+0. 04PD4$_1 
+0. 3 8 e

_1 
( 2 . 3) ( 2 . 5) (0. 7) ( 1. 5) 

Est imat ion per i od l9 6 3Q3-l97 8Q4. 

( 7) 
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Th i s  eq uat ion g i ve s a long- r un weight of 10. 7 %  to dome s t i c  pr ices , and 

the s um of the dome s t ic and for e i g n  pr i c e  weights i s  0. 9 7 0; r emoval 

o f  the lagged er ror term however reduces the dome s t ic pr i c e  we ight to 

on ly 2 . 5 % . [ 1 ) Th i s  would be con s i s te n t  w i th the e s t imated we i gh t  of 

dome s t i c  pr ices i n  impo r t  pr ices o f  f i n i shed goods on ly if  the impo r t  

pr i c e s  of sem i-manu fact u r e s  a r e  a lmo s t  who l ly for e i g n  de termi ned. I t  

i s  inte r e s t ing t o  no te that , con t r a r y  to the f i n i shed manu f ac t u r e s  

r e s u l t s , the w e i gh t  g iven i n  the shor t r un t o  dome s t ic pr i ces i s  not 

s i gn i f i c a n t ly d i f fe r ent f r om that g i ven to the exchange r ate. 

4 7  The r e  a r e , however , seve r a l  pr oblems w i th th i s  equat ion which 

r e d uce the we ight wh ich can be p laced upon i t. The f i r s t  i s  that 

the s tanda r d  er r o r  on the long- r un domes t ic pr ice coe f f i c i ent is s uch 

that it i s  not pos s i ble to d i s t i ng u i sh be tween a l te r na t i ve hypothes i s  

a bout t h i s  long-r u n  i n f luence. [ 2 ] The second , and mor e  wor r y i ng , 

prob lem i s  th at though the lagged e r r o r  term i s  bar ely s ig n i f icant , 

i t s  i nc l u s ion i nc r ea s e s  the domes t ic p r ice we i ght f r om only 2 . 5 %. 

I n  othe r wor d s , i t  i s  only the i nc l u s i on o f  an i n s ign i f icant lagged 

e r r o r  t e r m  wh ich g i ves a r e s u l t  conce i vably cons i s tent w i th a dome s t ic 

pr i c e  we ight of 20% to 2 5 %  on f i n i shed manu f ac t u r ed impor t pr i ce s. 

Both these pr oblems po i nt ed s t rong l y  t o  the adv i sa b i l i ty o f  complet i ng 

the p i c t u r e  by look ing at semi-manufac t u r es. 

Do l l a r  UVI for impo r t s  o f  s em i -manu f ac t u r e s  ( S ITC 5 +6) 

48 Only a dome s t i c  pr i c e  we ight c lo se to z e r o  on sem i-manu f ac t u r e s  

wou ld b e  con s i s tent w i th the r e s u l t s  obta i ned so f a r  in t h i s  paper .  

Once aga i n , the r e for e ,  the form o f  equa t ion e s t imated w a s  s im i l a r  

t o  those a l r eady enco u n t e red. A proxy for dome s t ic whole s a le 

s e l l i ng p r ices of sem i -manu fac t u r e s , cor r ected for t a r i f fs , was u sed 

( see pa r ag r aph 19) ; the expec ted coe f f i c i e n t  on ADJ i s  now +0. 40 

t imes the f o r e i g n  pr ice coe f f i c i e n t  ( i t wou ld be the s ame as before 

if we r ed e f i ned ADJ a s  P'7 8 /P ' 56 ) . 

the r e s u l t s  obt a i ned: 

The fol low i ng equ a t ion r ecor d s  

[ 1 ]  

[ 2 ]  

2 6  

S ubs t i t u t ion o f  the or i g i na l  wor ld e xpor t we i ghted ve r s ion o f  the 

for e i g n  pr i ce var i ab l e  for the v a r i ab l e  cou n t r y  we ight s r e s u l t s  

i n  a long- r un dome s t ic pr ice weight o f  o n l y  0. 6 % , w i th a t va lue 

of 0. 0 3 .  

I t  shou ld be noted that the s t a nd ar d  e r r o r  o n  the dome s t ic pr ice 

we i g h t  ( i. e. t he SE on �:��) is even lower - see W i c k e n s  ( 19 7 8 ) . 



6 U56$ = -0 . 09 +0 . 58 6 PFA$+0 . 8 4  6 ADJ-0 . 40 6 ER+0 . 4 3  6 PD4 £ 
( 1 . 8) ( 4 . 6) ( 6 .0) ( 4 . 8) ( 2 . 4) 

-0 . 2 4U5 6$
_ 1

+0 . 2 4PFA$
_1

+0 . 09 ADJ
_1

-0 . 0lPD4$
_ 1  

( 3 . 3) ( 3 . 2) ( 1 . 8) ( 0 . 3) 

R.2 
o . 8 2 4  

S E  = 0 . 015 
e = 

- 1  
o .  2 6  ( 1 .  3) Es t imat ion pe r iod 19 6 3 Q3-1 9 77Q4 . 

( 8) 

As w i th equ a t ion 7 ,  the s ho r t-r un coef f ic ients on the exchang e r at e  

a nd o n  dome s t ic pr ices ar e no t s ig n i f icantly d i f f e r ent ; a nd though 

t he coe f f ic ient on 6 ADJ is much l a r g e r  than expect ed, the r emova l of 

the term has no s ig n if ic ant e f f ec t  on the domes t ic pr ice we ight,  wh ich 

r ema ins ind i s t ingu ishab le f r om z er o .  Th is acc o r ds we l l  w i th a p r ior i 

exp ec t a t i ons,  and comp l et es a cons i s t en t  p i ct u r e  of manu f ac tu r ed 

impor t  pr ice s e t t ing . 

Chang es over t ime i n  t he dome s t ic pr ice we ight 

4 9  It is pos s i ble th a t  the we ight of domes t ic pr ices in impor t pr ice 

d e t e rm i na t i on has bee n chang i ng in recent yea r s .  In add i t ion, the 

exchang e r a te r eg ime has changed s ig n i f icantly d u r i ng the pe r iod; 

th is may we l l  have inf l u e nced th e way in wh ich pr ices ar e s e t, at 

l e a s t  in the shor t r u n .  It is the r e for e  wo r t h  inves t ig a t ing the 

pos s i bi l it y  th at the s ame r e l a t ions h ip has no t ope r a ted th r oughout 

th e per iod 1 9 6 3 - 78 . Thes e changes a r e  no t eas y  to inves t ig a te 

t hough, bec a u s e  a ch ang e  in any on e of the coef f ic ients in the 

equ at ion may we l l  imp ly ef fects on o th e r s .  Fo r examp le, a ch ang e i n  

t h e  f o r e i g n  pr ice coe f f ic i en t wo u l d  be expect ed to a f f ec t  the 

co ef f ic i en t  on ADJ ; a nd a ch ang e in the imp act e f f ec t  of the exchang e 

r a te m i g h t  be accomp a n i ed by a chang e i n  the lon g - r un domes t ic pr ice 

coef f ic i en t  if it r ef l ec ts a d i f fe r e n t  pe r ce p t ion of the sen s i t iv i t y  

o f  s al es i n  the Un ited K i ng dom t o  domes t ic pr ice s . Clea r ly, 

the data may no t be a bl e  to d is t i ng u i s h  be twe en the many comp l ex 

types of chang e wh i ch m i g h t  have occ u r r ed ;  we w i l l  the r efo r e  

r es tr ic t at tent ion i n  the f ir s t  i ns t a nce to one s imp l e  po s s i b i l i t y, 

th at pr ice s e t t ing behav io u r  in the f ixed exchang e r a te per iod pr ior 

to l 9 7 2 Q3 d if fe r s  f r om that in the s ub s equen t f l e x i b le exchang e 

r at e  r eg ime . 
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50 The r o l e  of the exchange r a t e  i n  impor t pr ice determi nat ion 

was d i sc u s s ed in gener a l  terms in parag r aphs 1 6  and 17 . The 

cons ide r a t ions ou t l ined the r e  sugges t  tha t  f lex i b l e  exchange r at e s  

m i g h t  l ead to d i f f er ent pr i c i ng behavo u r , o r  at leas t r e s u l t  i n  

changes t o  i n vo ic i ng pol i cy : the p r ospect o f  g r e a t e r  movemen t s  i n  

the exchange r a te , a n d  inc r e ased unce r t a i nty abou t d o l l a r  r ece i p t s  

i f  pr ices we r e  t o  b e  f ixed i n  s t e r l ing , s hou ld b e  taken i nto account 

by for e ig n  expor ter s .  S epa r a t i ng the two per iods m ight add i t ion a l l y  

throw some l ight on other factor s ,  f o r  example the speed o f  re spon se 

in the 19 70s , and the long- r u n  sen s i t iv i ty of impo r t  pr ices to dome s t ic 

prices. As far as the exchang e r a t e  i s  concer ned , i nvo i c i ng 

con s ide r a t ions might lead one to expec t a lower coe f f ic ient on �ER : 

with g r ea t e r  var i ab i l i ty o f  ER , i t  is to be expec ted - g i ve n  that l i t t le 

a t te ntion i s  appa r en t ly pa i d  to UK domes t ic p r ices - that the burden 

o f  exchange r ate unc e r t a i n ty wou ld be sh i f ted away f r om for e ig n  

expor ter s b y  an incr eased t e ndency to denom i na t e  cont r ac t s  i n  dol l a r s .  

Th i s  wou l d  lowe r the extent to wh ich the i r  dol l a r  pr i ces ( and the r e fo r e  

r ec e i pts) we r e  changed by shor t-term exchange r ate f l uc t u a t ions. 

51 The two equa t i on s  below r ecor d t he re s u l t s  of th i s  s impl e  spl i t  

per iod t e s t. F i n i shed man u f ac t u r es w e r e  chosen , a s  i t  was the r e  that 

the s u ppo r t fo r a pos i t i ve domes t ic p r ice weight was s trong e s t  for 

the p e r i od a s  a whol e .  

�U7 8 $  = 0 . 2 1+0 . 0 1  �PFA$-0 . 5 1  �ER 

-2 
R = 0. 4 8 7  
SE 0. 0 1 4  

( 1 . 8 ) ( 0. 0) ( 3 . 6 ) 

-0. 56U7 8$
_1

+0 . 3 3 PFA$
_1

-0 . 2 9 ADJ
_1

+0 . 0 4 PD4$
_1 

( 3 . 5) ( 3 . 1) ( 1. 5) ( 0 . 4 ) 

e 
_ 1 

0 . 06 ( 0 . 2 ) E s t ima t ion p er iod 1 9 6 3Q3-19 7 2Q 2 .  

�U7 8 $  = 0. 2 4+0 . 70 �FA$-0 . 4 3  �ER 

R2 o .  9 19 

SE = 0 . 0 1 1  
2 8  

( 3 . 4 ) ( 6 . 6) ( 5 . 8 )  

-0. 7 0U7 8$
_1

+0 . 4 4 PFA$
_1

-0 . 2 0ADJ
_1

+0. 2 9 PD4$
_1 

( 4. 1) ( 3 . 4) ( 2 . 9 )  ( 3 . 7 ) 

E s t ima t ion p e r iod 19 6 3 Q3 - 1 9 7 2Q l  

( 9a) 

( 9b) 



Equat ion 9 a  i s  no t pa r t i c u l a r ly s a t is f ac tor y ,  ano cou l n  p r oba b ly he 

imp r oved u po n ; howev e r , i t 1 c an be comp a r e d  e a s i l y  w i th e q u at ion 9 b  

i n  th i s  form . Th e l at t e r  exh ib i ts a long - r un dome s t ic p r ice 

we'igh t  of 4 1 . 1 % ,  and a s wn of l ong - r un pr ice we ig h ts of 1 . 0 5 0 ; the 

coef f i c i en t  on ADJ _ 1 is v e r y  c los e  to i ts expect ed v a l u e  at -0 . 4 5 

t imes the for e ig n  pr ice coe f f ic i ent . As an t i c i pa t ed , d o l l a r  imp o r t  

pr ice s ar e l es s  s e ns i t iv e  t o  s ho r t- r u n  excha ng e  r a te c h a ng es i n  th e 

f l oat i ng r a te per iod , thoug h not s ig n i f i c a n t l y  so ( th is imp l i es that 

s te r l i ng impo r t  p r i c e s  ar e co r r es po nd i ng l y  mor e s e ns i t i v e ) . A l s o  

not i c e ab l e  i s  t h e  much l a r ge r immed i at e  ef f ec t  o f  f o r e i g n  p r i c e s  on 

UK impo r t  pr i ces in the r ec e n t  pe r iod ; t h is , too , i s  not unexpec te d . 

A Chow te s t  of t he h yp o th e s i s  tha t th e r e la t ions h ip has indeed 

c h ang ed betwe e n  th e two per iods wa s c a r r ied ou t and an F s t at i s t ic o f  

2 . 3 2 w a s  obt a in ed . Th is is j u s t  s ig n if icant at t he 5 %  l ev e l  ( t h e  

c r i t ic al v a l u e  is 2 . 2 3 ) , conf i rm i ng t h a t  th e r e l a t ion s h ip h as not 

ope r a ted u n ch a ng ed thr oug h ou t  the pe r iod . Ch a r t  A ( o n  pag e 3 1 ) 

g iv e s  v i su al con f i rma t ion of t h i s : i t  s hows th e t r ack ing pe r f o r mance 

o f  the t h r ee equ at ions for the f in i s hed man u f ac t ur es impor t UVI . 

Th e equ a t io ns f o r  the par t pe r iods b r o k e n  at 1 9 7 2 02/Q3 do s eem to 

pe r f o r m  bet te r th an the f ul l  per iod equat ion , pa r t ic u l ar ly s i nc e  th e 

1 9 6 7  d eva l u a t io n .  

5 2  Th is ev i d e nce t h a t  ch ang e s  h av e  occ u r r ed i n  p r ic i ng b e h av io u r  

ove r  t h e  per iod ex am i ned , a nd i n  p a r t i cu l a r  tha t t h e  we igh t g iv e n  to 

d omes t ic pr i c e s  ha s be en h ig h e r  i n  t he pos t- 1 9 7 3  wo r ld of f l oat i ng 

e x c h ang e r a te s  th an bef o r e  t he n ,  sug ge s ts tha t a f ur the r s imp l e  tes t 

to s ee whe th e r  or not th i s  we igh t has i nc r e a s ed s t e ad i ly ov e r  t h e  

p e r iod wou l d  be us ef ul . Two hypoth e s e s  \'/e r e  te s t ed . F i rs t ,  t h a t  

th e r a t io o f  th e lo ng - r un dome s t ic p r i c e  we igh t ,  a ,  t o  i t s  for e ig n  

coun t e r pa r t ,  b ,  wa s a l i n ea r f u n c t ion o f  t ime : a/ b = K0+ K 1T ;  

s e cond , t ha t th e lo ng - r un dome s t ic p r ice we igh t was l in e a r ly d ep end e nt 

In both c a s e s , th e s um of the coe f f ic i e n t s  

o n  t he l ag ged l ev e ls o f  fo r e ig n  a nd dome s t ic p r i c e s  wa s con s t r a i ned 

to be con s t an t ,  an d th e coef f ic i en t ,  c ,  o n  the l ag g ed ad j u s tme n t  

f ac t o r  ADJ_ 1 
w a s  cons t r a i ned to f o l low t h e  s am e  p a t h  a s  t h a t  o n  l ag g ed 

for e i g n  p r i c e s : c = M b .  0 

5 3  Su r p r i s i ng ly ,  max imum l i ke l ihood e s t ima t es of K
l 

and L
l 

we r e  

f ou nd t o  be comp l e t ely ins ig n if ic ant , both f o r  t h e  f u l l  p e r i od a nd 

2 9  



a l so for the sho rter pe r iod s l 9 6 9Ql to l 9 7 8 Q l  and l 9 7 2Q3 to 19 7 8Ql ; 

only over the most recent pe r iod was any s uggestion of such an ef fect 

found , and then it wa s if anyth i ng i n  the d i r ection oppos ite to that 

ant i c i pated , i . e .  towa r d s  g iv i ng a lower we ight to dome stic pr ices by 

19 7 8  than in 19 7 3 . Th i s  s uggests both that the move towa rds g i v i ng 

su bstant i a l  we i ght to dome stic pr ices was not cont i nuous thr oughout 

the f u l l  per iod exam i ned , and a l so that the long- r un dome stic pr ice 

we ight of 40% evident in equat ion 9b does not conceal a steady 

i n c r e ase d u r ing the l a st s i x  year s .  Though a sha r p  change i s  

unl i k e ly to have occ u r r ed ,  a mor e  p laus i ble explanat ion to f it 

th i s  ev idence i s  that a r e lat i ve l y  r ap i d  adjustment to a s ubstant i a l  

w e i g ht occu r r ed d u r i ng the per iod, p robably in the ear ly 1970s . 

Ef fects o f  mar ket cond i t ions 

54 None of the equat ions esti mated so f a r  h a s  tak e n  any acco unt of 

the pos s i b i l ity that ma r k et cond i t i on s  may i n f l uence pr i c i ng behav iour . 

Th i s  i s  a d i f f icult pos s i b i l ity to handle, and br i ng s  to the s u r face 

a pr oblem f aced by any model of pr i c i ng by f i rms in impe r f ectly 

compet it ive ma r k ets , that pr ic i ng dec i s ions cannot cor r ectly be 

con s idered sepa r ately f r om quantity dec i s ions :  i f  mar ket cond i t ions 

a f fect pr ic i ng, th i s  can only be beca use of some cor r e spond i ng 

dec i s ion taken on i ntended s a l e s  vo l ume . S in g l e  equat ion est imat ion 

techn iques a r e  thus somewhat inappropr i ate for estab l i s h i ng the 

ex i stence of the pos s ible e f f ect on p r i c i ng of ma r ket cond i t i on s . 

55 Neve rthe l e s s ,  it seemed worthwh i le to c a r r y  out a test of the 

s i mple hypothes i s  th at the we i g ht g i ven to UK domest ic pr ices by 

for e i g n  produc e r s when sett i ng the i r  p r i c e s  for the UK mar ket m ight 

depend on the cyc l i c a l  pos it ion of the U n i ted K i ngdom r e l at ive to the 

r e st of the wor ld . I f  the UK mar ket i s  buoyant r e l at ive to the r est 

of the wor ld , for e i gn producer s m ig ht be expected to g i ve mor e  we ight 

to UK pr i c e s  than on ave r age; i n  othe r  wor ds,  they m ight d i sc r imi nate 

mor e  strongly between the i r  typ i c a l  wor ld pr i ces and the i r  UK pr ices, 

in order to extr act a s  much a s  poss ib l e  f r om the r e l atively buoyant 

mar ket . Conve r se l y , i f  wor ld mar kets a r e  boom ing r e l ative to the 

Un ited K i ngdom , the for e i g n  p r od uce r s  m ig ht have l e s s  i nte r e st in 

d i sc r imi nat i ng betwe en the U n i ted K ingdom a nd oth e r  mar k ets : they 

sho u ld be able to secu r e  adequate s a les w i thout pay i ng undue attent ion 

to i nte r -m a r ket d i sc r imi nat ion . 

30 
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56 I n  o r d e r  to test thi s  suggest ion , a var i able r e f l ect i ng cond it ions 

in wor ld mar kets r e lat i ve to tho se in the U n ited K i ngdom is needed . 

P r oduct ion and demand data have been used he r e  to constr uct such a 

cyc l i c a l  i nd icator: dev i at ions f rom tr end o f  each var i able can be 

taken as a pr oxy for the cyc l i c a l  pos i t ion in the r e l evant mar kets . 

I n  the UK's case , both manu f actu r i ng product ion and demand for 

manufactu r e s  have been used . The se two measures can of cour se 

d i f f e r  substant i a l ly for a smal l ,  open economy such as the United 

K i ngdom , because of t r ade l e a kages . For the r est of the wor ld , OECD 

i ndustr i a l  p r oduct ion has been employed; thi s  should s e r ve equa l ly 

wel l a s  a mea sur e of demand or p roduct ion , because the t r ade leakages 

w i l l  to a large extent cancel out at thi s  agg r eg ate leve l . 

57 To con struct the r equ i r ed cycl i c a l  i n d i c ator s ,  time tr ends we r e  

f itted t o  the data . Seve r a l  pos s i b i l it i e s  w e r e  tr ied , i nc lud i ng a 

s in g l e  tr end and va r ious spl it tr end s; a s i ngle br eak in 197 3Q2 /Q3 , 

r e f lecting the depr e s s ing e f fect on p roduct ion of the o i l  c r i s i s , 

g ave the most useful ind icator s w ith c lear ly de f i ned cyc l e s  and 

l itt l e  appa r ent r e s idual t r e nd . [ l ] The two r esult i ng r e l at i ve 

ac t i v ity s e r i e s  - one w ith the UK p r oduct ion measure of cyc l ical 

pos it ion a s  d enom i nator , the othe r w ith the demand measure - are 

br oad l y  s im i l a r , and can r oughly be char acte r i sed a s  show i ng the 

wor ld to have been boom i ng r e l at i ve to the Un ited K ingdom betwee n  

about 1 9 6 6  and 19 7 3  ( pe a k  d iver gence i n  1 9 6 9 )  and f r om 1 9 7 7  t o  the 

p r e sent day , the r eve r se befor e 1 9 6 6  and between 1 9 7 3 and 19 7 6  ( w ith 

the tr ough at the end of 1 9 7 4 ) . Thi s  patte r n  i s  l e s s  sha r ply 

de l i ne ated i n  the p r oduction ver s ion of the var i able than i n  that 

us i n g  UK demand . 

58 The r e l at ive act iv ity var iables w e r e  inc luded separ ate ly i n  an 

equat i on s im i l a r  to equat ion 9 ,  i n  such a way that the coe f f ic i e nts 

on l agged pr ices va r i ed l i near l y  w ith r e l at i ve act iv ity but in 

oppo s ite d i r ect ions; the i r  sum was con str a i ned to be constant . 

Us ing the UK demand ve r s ion of the r e l at i ve act i v ity var i able , the 

fol l ow i ng equat i on r e sulted: 

[ 1 ] The e st imated equat ions a r e  l isted i n  Append ix B .  

3 2  



- 2  
R = 0 .  7 8 6  

wher e  RACT 

6U78$ = 0 . 11+0 . 5 3  6 PFA$-0 . 4 7 6ER 
( 2 . 7 )  ( 5 .  7 )  ( 6 . 9 ) 

-o . 4 6U78$ + aPFA$
_ 1

+ B PD4$
_ 1

+ YADJ
_ 1  ( 4 . 4 ) 

- l  

a =  0 . 3 2 ( 1+ 1 . 9 5 RACT) 
( 4 . 0) { 1 . 5 ) 

B = O . l4 { 1-4 . 3 7RACT) 
{ 2 . 5) 

y = -0 . 07 {a /0 . 3 2 ) = -0 . 2 4a 
{ 1 . 8 ) 

Estimat ion per iod 1 9 6 4Q2 - 1 9 7 8Ql 

cyc l ical pos ition of wor ld pr oduction r e l at i ve to the 
cyc l ical pos it ion of UK demand . 

RACT h as a r ange of about +0 . 06 to -0.09, so wh i l e  th e coe f f ic i ent 

{ 10) 

on it may look lar ge, its ef fect i s  r e l at ive ly sma l l  - the domest ic 

pr ice we ight for ex ample has a r ange of about 2 3% to 4 1% ( Cha r t  B 

i l lustr ates th e var i at ion of th i s  weight ove r th e est imat i on per iod) . 

Inc lus ion o f  the UK product ion ver s ion of RACT produced ve r y  s im il a r  

r e sults . 

59 Because equation 10 h a s  been est imated us i ng a max imum l i k e l ihood 

techn i que, th e t stat i st ic s  { wh ich a r e  mor e  cor r ectly r e fe r r ed to a s  

coe f f ic i e nt/standard e r ror stat i st i c s  i n  th i s  i nstance) may be 

b i a s sed ; normal tests o f  s ig n i f icance cannot the r efore str ictly be 

app l i ed. Howeve r ,  th e s ig n  of th e coe f f ic i e nt on RACT con f i r m s  that 

i f  th e wor ld i s  boom ing r e l at i ve to th e Un ited K ingdom, the for e ign 

pr ice we ight is somewhat high e r  th an ave r age. It is wor th not i ng 

th at th e ave r age va lue of th e domestic pr i ce weight i s  l ittle ch anged 

by the i nc lus ion of th e new var i ab le, a r eas sur i ng r esult. 
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5 

Conc lus ions 

60 The ev i dence presented in the p r eced i ng section sugg ests that UK 

impor t  pr ices , for f i n i shed manufactur e r s  at least , are not dete rm ined 

wholly by fo r e ign pr ices . Th i s  ev idence i s  pe r haps less str ong than 

m ight have been expected , g i ve n  the r e sults of the m ic r o  stud i e s  

noted in the i ntroduct ion , and p r obably r e f lects - a t  least i n  p a r t  -

the ef fects of agg r eg ation [ l ] and the assoc i ated d i f f iculty o f  

obt a i n ing appr opr i ate pr ice d ata . Th i s  appea r s  to have been tr ue 

only s ince the e a r l y  1970s , f o l low i ng the abandonment o f  a f i xed 

exchange r ate reg ime , and co inc ides w ith the gene r a l  acce l e r at ion of 

in f l at ion at the t ime . The r e  i s  no conc lus ive ev idence that the 

we ight g iven to domestic pr ices has changed ove r the l ast few year s .  

6 1  The magn i tude of the dome s t ic pr ice we ight i s  d i f f icult to 

establ i sh p r ec i se l y ,  i n  part because the spec i f icat ion of the 

pr ice va r i ables ( in p a r t i cula r , of for e ign pr ices) a f f ects 

it . Howeve r ,  a we ight in the reg ion of 40% for the pe r iod 19 7 2  to 

19 7 7  can be regarded a s  a centr a l  est imate for f i n i shed manu factu r e s ; 

wh i l e  the sho r t- r un e f f ect o f  the exchange r ate d i f fe r s  f r om that o f  

dome st ic pr ices , the i r  eventua l  long-run e f fects a r e  not sta t i st ic a l ly 

sepa r able . In contr ast , no we i g ht appear s to be g ive n to domes t ic 

pr ices by for e i g n  exporte r s  when they set pr i ce s  on semi-manufactu r es 

for the U K  ma r ket . 

6 2  The tr ac k i ng r ecor d over the last two yea r s  of an equat i on for 

manu f actured impo r t  p r ices r e f lec t i ng these r e sults was d iscussed i n  

Bond and B r own ( 19 8 0) . Th i s  r evea led that , though the equation 

expl a i ned a f a i r  p r opor t ion of the r i se i n  pr ices ove r the pe r iod , 

the r e  wa s ev idence of g r ow i ng unde r pr ed iction s ince the end of 1 9 7 8 ; 

subsequent r ev i s ions to rel evant wor ld pr ice data , howeve r ,  have 

l a r g e ly el im inated th i s  und e r pr ed i ct ion . I t  wa s po i nted out that 

the exc lu s i on of the long- r un dome st ic pr ice we ight r e sulted i n  a 

( 1 ]  It i s  pos s i ble to constr uct examples i n  wh ich the law of one 
pr ice ho lds at an agg r eg ate level but not at the leve l of ind i v idual 
commo d it i e s , and v ice v e r s a , depend i ng on the match between the 
compos it ion of the f or e i g n , import and dome st ic pr ice agg r eg ates . 
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poo r e r  explanat ion of the d ata , and that the gap between the p r e fer red 

equat ion and th i s  var i ant was w iden i ng . Though lack o f  d ata pr events 

exam i nat ion of the r ecent tr ac k i ng r eco r d  of an equat ion for f i n i shed 

manu factur es a lone , these r e s u lts are encou r ag ing, and add fu r ther 

s u ppo r t  to the a r g ument that domest ic pr ices do have some i n f l uence 

on U K  import pr ice s . 

6 3  The imp l i cat ion s  of these r es u lts can p e r h aps most r e levantly be 

expr essed i n  te rms of the impac t they s uggest o f  an exchange r ate 

ch ange on th e cu r r e nt account . As was noted i n  the i ntroduct ion , a 

su bstant i a l  f o r e i g n  pr ice i n f l uence on impor t  pr ices i s  a necess a r y  

r equ i r eme nt f o r  pr ice competi t i vene s s  a n d  the c u r r ent accou nt to be 

l itt le a f fected by the exchang e r ate ; i n  add it ion , the mor e  w i l l  the 

exc h ange r ate be able to help to contro l  the r ate of i n f l at ion , 

bec a u s e  i mpo r t  pr i ces w i l l  adjust by the s ame amount a s  the exchange 

r ate . Though a 40% domestic pr ice w e ight on f in i shed man u f actur e d  

impor t  pr ices a lone does l ittle to wea ken the stand a r d  l aw o f  one 

pr ice conc l u s ions with r eg a r d  to i n f lat ion ( f i n i shed manu f actu r e s , 

a fter a l l , compr i s e  only one th i rd o f  total i mports o f  goods) , it 

does imp l y  that pr ice compet i t i vene s s  - i f  only the f in i shed 

manufact u r e s  component - and the c u r r e nt account can i ndeed be 

d i r ectly a f fected by the exchange r ate. 
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Append ix l 

Cor r ect ion o f  for e ign pr ice var iab l e  for use i n  U7 8 $  equa t i on 

F r om ( 2 ) : 

So ( 1 ) : 

Th us : 

So ( 3 ) : 

PF5 8  -

PF56 
-- =  
PF7 8 

UM7 8 $  = 

PF56 

PF5 8 

whe r e  A 

UPF7 8 + ( l  - Ci.) PF56 

(P 1 5 6) y 
B P 1 7 8 

b d OPF7 8 • ( • • •  ) 

f3PF7 8 ( . )  y 

Ci.PF7 8 + ( 1 - Ci. )  PF7 8 ( . ) y 

Ci.P F7 8 [ 1  + A ( . ) y ] 

PF7 8 Ci. -�PF5 8 [ 1  + B ] - l  

whe r e  B = A ( . )  y 

UM7 8 $  -b b -b d OCi. . PF7 8 [ 1  + B] • ( • • •  ) 

-b b �b d 
= Oa . PF58 [ 1  + B '  + B - B ' ]  . (  . . . ) 

whe r e  B 1 i s  a typ ic a l  val ue of B 

b b b r, B - B � -b d oa- . ( 1 + B I ) - . PF58 t + 1 + B '] • ( • • •  ) 

B - B 1 • Now a s s ume that 1 + 8 1  1s smal l ,  and take logs : 

But : 

l nUM7 8 $  lno - b l na - b l n ( l  + B 1 ) + b l nPF58 

B - B 1 
- b 

1 + B 1 + d l n  ( • • •  ) 

= K + blnPF58 - b[l z B 1] ( . )  y + d ln ( • • •  ) 

( . ) y � + (::�: - Jr 

( A l ) 

(A2 ) 

(A3 ) 

( A4 ) 

(AS ) 
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. P 1 5 6 As sum 1 ng t h a t  P 1 7 8 - 1 i s  sma l l , we the r e fo r e  have : 

So : l nUM7 8 $  

(P 1 5 6) ( . )  y = ( 1 - Y ) + y p I  7 8  

K + b l nPF5 8 

bA . ( 1 - Y) 

( 1  + B 1 ) -

( bA . y j (P I 5 6_\ -
1 + B 1 } ' P 1 7 8) 

+ d l n ( • • .  ) 

+ d l n  ( • • •  ) 

I n  t h e  equat ions above : PF for e ign expo r t  un i t  v a l ue i ndex ; 

3 8 

P 1 proxy for P F ;  and 

UM UK i mpor t un i t  v a l ue index . 

(A6 ) 



Append ix 2 

Cycl ical dev i a t ions of product ion and demand f r om t r end 

The selec ted equat ions used to calcul ate cyc l ical dev i a t ions from t r end 

we r e  a s  fol lows . 

For the wor ld 

ln W I P  = 4 . 07+0 . 01 37 Tl-0 . 00 8 3  T2 

SE = 0 . 0 3 3  

Whe re W I P  

( 4 17 . 1 ) ( 3 8 . 9 )  ( 9 . 9 )  

Est imat ion per iod 1 9 6 3Ql- 1 9 8 0Q l . 

OECD industr i a l  p r oduct ion ( 19 7 5 = 100) � 

Tl = t ime tr end s t a r t i ng i n  19 6 3Q l �  

T2 t ime t r e nd s t a r t i ng i n  19 7 3Q3 . 

For the UK 

ln MPRO = 8 . 5 3+0 . 0070 Tl-0 . 00 8 2  T2 
( 9 3 1 .  9 ) ( 2 1 .  1)  ( 10 • 5 ) 

( B l )  

( B 2 ) 

SE = 0 . 0 3 1  

Whe r e  MPRO 

E s t imat ion per iod 1 9 6 3Ql- 1980Q l . 

manufac tu r i ng prod uct ion ( £  m i l l ions , 1 9 7 5 pr ice s ) . 

ln MND = 8 . 9 6+0 . 008 6  Tl-0 . 005 7  T2 

SE = 0 . 03 1  

( 805 • 4 )  ( 2 2 . 2) ( 6 • 8 )  

Es t imat ion per iod 1 9 6 4Ql- 1 98 0Q2 . 

( B 3 ) 

Whe r e  MND = demand for man u f ac t u r e s  ( £  m i l l ions ,  19 7 5  pr ices ) . 

Dev i a t ions f r om t r end a r e  d e f i ned a s , for exampl e :  

DWI P _ EXP ( l n WIP - 4 . 07-0 . 01 3 7  Tl+0 . 008 3 T2 ) 

and so a r e  based on u n i ty . 

va r i ab l e  RACT i s  d e f i ned a s : 

The r e l at ive dev i a t ion f r om t r end 

RACT :: ( DWI P) - 1 
DMND 

and so i s  zero when the wor ld and t h e  U n i ted K ingdom a r e  equa l l y  

d i s tant f r om t r end . 
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