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Measuring the general price level 
Peter Smith 

The Getting started column on p. 5 of this issue of ECONOMIC REVIEW discussed ways in which we can 
try to monitor the performance of an economy. An important part of this is to monitor the rate of 
inflation, which in turn requires us to have a way of measuring the overall price level in the economy. 
This brief article is to bring you up to date with some recent changes that are being introduced. In 
particular, the Office for National Statistics (ONS) has launched two new price indices, known as CPIH 
and RPIJ. 

The consumer price index 
The most important general price index in the UK is the consumer price index (CPI), which has been 
used by the government in setting its inflation target since the beginning of 2004. This index is based 
on the prices of a bundle of goods and services measured at different points in time. A total of 180,000 
individual price quotes on 680 different products are collected by the ONS each month — by 
telephone, visits to shops, and using the internet. Data on spending from the Household Final 
Monetary Consumption Expenditure survey is used to compile the weights for the items included in the 
index. These weights are updated each year, as changes in the consumption patterns of households 
need to be accommodated if the index is to remain representative. 

Although this index has been in use for some time, it has not been without its critics. One particular 
criticism has been that it does not take into account the housing costs of owner-occupiers. The 
argument here is that house owners face costs in connection with their housing that are not reflected 
in the index. A substantial item is of course mortgage payments, but there are other costs such as 
maintenance and renovation costs and dwelling insurance costs. This means that the CPI is not truly 
representative of the cost of living.  

The way that the ONS attempt to measure this is by a device known as rental equivalence. In other 
words, for an individual owner occupier, this would be the answer to the question ‘how much would I 
pay in rent to live in a house like mine?’.  

In March 2013, the ONS launched a new index, known as CPIH, which factors in this rental 
equivalence and which carries an expenditure weight of 12% in the overall index.  

Figure 1 shows inflation, as measured by the annual percentage change in CPI and in CPIH on a 
yearly basis since 2006. You can see that the CPIH has increased rather more slowly than CPI over 
this period. 
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The retail price index 
The traditional measure of inflation in the UK for many years was the retail price index (RPI), which 
was first calculated (under another name) in the early twentieth century to evaluate the extent to which 
workers were affected by price changes during the First World War. When the Blair government first 
set an explicit inflation target, it chose the RPIX, which is the RPI excluding mortgage interest 
payments. This was felt to be a better measure of the effectiveness of macroeconomic policy. It was 
argued that if interest rates were used to curb inflation, then including mortgage interest payments in 
the inflation measure would be misleading. 

The CPI and RPI differ for a number of reasons, partly because of differences in the content of the 
basket of goods and services that are included, and partly in terms of the population of people who are 
covered by the index. For example, in calculating the weights, the RPI excludes pensioner households 
and the highest-income households, whereas the CPI does not. There are also some other differences 
in the ways that the calculations are carried out. 

There has also been a new variant of the retail price index introduced at the same time as CPIH. This 
is known as RPIJ. The reason for introducing this new index is a technical one. Following a 
consultation process, the National Statistician concluded that the existing formula used to calculate the 
RPI did not meet international standards.  

Some of you may wish to know the details of this, but some of you may prefer to jump to the next 
paragraph. For those who do wish to know, the so-called ‘Carli’ formula calculated the average of 
price relatives, based on an arithmetic approach that overstated the rate of inflation. The new 
approach, known as the ‘Jevons’ approach, calculates a geometric mean. 
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The ‘new’ approach is named after William Stanley Jevons, an early economist who set out the basis 
of the approach in a paper presented to the Statistical Society in May 1865.  

Figure 2 shows the inflation rate calculated from RPI and RPIJ annually since 2006, showing that 
inflation was lower than we had thought it was. 

 


