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THE EFFECTIVE RATE OF INFLATION

J. I. Wittenberg*

At a time when a high rate of inflation is affecting almost
all the developed nations in the world, the author feels
that some modification should be made concerning the
concept of the rate of inflation so as to reflect more
accurately the effect of inflation on different individuals
and social groups.

The index of retail prices, which is used to measure
the rate of change in prices over time suffers from the
defect common to all index numbers—that is, it shows
only the weighted average change in prices over a given
period with the weights derived from the average
expenditure pattern of households.

In the U.K. at the present time, the price of food is
rising at a much faster rate than the general price level.!
On average, households spend just under 25 per cent of
their income on food.

However, if we isolate households in the lower social
strata of the community, we find that they tend to spend
a higher than average proportion of their income on
food, and so the weighting system used in the index of
retail prices does not adequately reflect the effective rate
of inflation which this social group is experiencing.

* Lecturer in Economics, Department of Agricultural Economics
and Management, University of Reading, England.

1 See figure 1.
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Although all calculations which are based on an
averaging process will suffer from a similar defect, I feel
that in this case some disaggregation and loss of
simplicity would be worthwhile so that the effect of
inflation on different groups could be appreciated.
This disaggregation could be achieved by the construction
of a series of retail price indices, with each index having
its own weighting structure appertaining to a pre-
determined income level. If this were done it would
then be possible to estimate the effective rate of inflation
for each income group and thus the effect of policy
decisions which attempt to influence the rate of change
in prices could be clearly seen.

However, a word of caution is necessary here. When
comparing the index numbers of different groups it
would be necessary to test whether the difference in the
index numbers was significantly different from zero. If
the weights for each index were derived from a sample of
household expenditures, the test could take the form of
determining whether or not there was a significant
difference in the weights between the income groups.?
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Ficure 1: U.K. Retail Price Index and Food Price Index
January, 1972—February, 1973
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*1 am indebted to my associate, Mr D. E. Morris, for this
point.



