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Key points
• A critical aspect of monetary policy is the ability to distinguish between generalised inflationary pressures and individual relative price shifts.
• The task of controlling inflation is complicated by practical issues arising from
its measurement, in particular the collection and aggregation of microeconomic
price data.
• Collection frequencies, methods of aggregation, weighting and the treatment of
outliers all affect interpretations of different inflation series, potentially driving
discrepancies between them.
• The process of constructing an aggregate inflation measure can influence its properties and there is evidence of aggregation bias in measures of the persistence of
price changes.

The importance of measuring inflation
Inflation, along with other macroeconomic variables such as GDP growth
and unemployment, is one of the key indicators that policymakers seek
to influence. After periods of very high inflation during the 1970s, and
to a lesser extent in the late 1980s, monetary policy generally focused
on the goal of achieving low, stable inflation rates. In the UK, this policy
was formally adopted in 1992 following sterling’s exit from the European
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Exchange Rate Mechanism, and was subsequently delegated to the Bank
of England when the independent Monetary Policy Committee was
established in 1997. While inflation has recently been somewhat higher
than in the early years following Bank of England independence, inflation
in the UK economy has remained relatively contained, at least compared
with the 1970s (Figure 1).
Inflation measures the change in the general price level in a given
economy or region. High inflation matters because it swiftly erodes the
purchasing power of money – an
Does an observed move in
annual inflation rate of 10% means
an inflation measure reflect
that a given nominal sum of curgeneralised inflationary
rency will buy roughly 10% fewer
pressure or a one-off
goods and services in a year’s time.
relative price shift?
In that sense, inflation is truly a
monetary phenomenon, although changes in individual prices – or relative price shifts – can also drive shifts in measured inflation in the short to
medium term (see Mumtaz et al. 2009). But the process by which inflation
is measured is far from simple; and, even within a developed economy

Figure 1: UK RPI inflation
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