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What is an index?

An index is a statistical device use to illustrate trends in time series data. In order to calculate an index a base year has to be chosen. The base year index number is then set to equal 100. The remanding index numbers within the index series are then calculated by relating the raw value to be indexed back to the value of the variable in the base year.

What is the RPI?

The RPI is an example of a weighted index. Weighted indexes are composed of more than one variable. In the case of the RPI each variable is the price of a particular good or service. The RPI is composed of over 700 of these variables. Together these 700 or so items form “an average basket of goods”. Inflation is calculated by monitoring the percentage change in cost of this average basket of goods over time. 

Why is it necessary to use a weighted index when measuring inflation?

The RPI is designed to accurately reflect the UK’s rate of inflation. Inflation increases the cost of living. Therefore, it is necessary to give each item within the RPI a weight. The weight given to individual items is designed to reflect just how important this item is within the average household’s budget. Items that the average household spends a lot on are given much higher weightings than items that households spend relatively little on. The underlying principle is that a 5% price rise on a good that is bought frequently will have a much bigger impact on the cost of living (inflation) than a 5% price rise on a product that is bought infrequently. The weightings given to each good and service are designed to take this into account.  

What is the difference between the headline rate of inflation and the underlying rate of inflation?

The headline rate of inflation includes mortgage interest as one of the items within the average basket of goods. The underlying rate of inflation excludes mortgage interest from the calculation of inflation. Economists might opt to use the underlying rate of inflation rather than the headline rate of inflation in two situations. The first is when economists are concerned that the current state of the housing market is not a fair reflect of what is happening within the rest of the economy. For example, between 2000 and 2002 house prices in the UK increased dramatically. However, during the same period prices in other sectors of the economy were hardly increasing at all. Therefore, it could be argued that during the period 2000 to 2002 the underlying rate of inflation would be the better measure to use because it would exclude the potentially distorting effects of a highly unusual house price boom from the calculation of inflation. Economists might also opt to use the underlying rate of inflation immediately after the Bank of England has changed the UK’s interest rate. An increase in interest rates will push up the headline rate of inflation because building societies tend to increase their mortgage rates immediately after the Bank of England has increased interest rates.

What are the weaknesses of the RPI as a measure of inflation?

There are several weaknesses of the RPI as a measure of inflation. The first is that the basket of goods selected by the Government must reflect what the average householder buys. In practice, different households buy different goods and services and in different quantities. So who exactly, is this average person or household? If the average basket of goods selected to measure inflation does not match with what the typical person buys the change in the cost of this average basket of goods will not be a fair reflection of the true rate of inflation. The second problem is that tastes change over time. Most products only have limited life spans in the market. Consequently, even if it is possible to select a representative basket of goods today this does not guarantee that this basket of goods will continue to be representative in the future. This problem can be overcome by updating the average basket of goods from time to time. However, if this is done a new problem will be created, an inability to compare like with like over time. Thirdly, individual items within the index will have to be weighted according to how important each of these items is within the average householder’s budget. Different households are bound to spend differing amounts of their incomes on different goods and services, so how can we decide upon the right weights to use? Periodic changes in consumer tastes that occur over time will also mean that we will have to change individual item weightings over time. However, if we change the weightings a certain amount of comparability will be lost. The final problem of using the RPI to calculate inflation concerns the fact that the price of the same good or service can vary greatly from region to region within the UK. The RPI is designed to show the average rate of inflation across the whole country. Consequently, the decision we make as to where we collect our price information from will also have a dramatic impact on the final RPI figure.
