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Key findings

e Australia’s official inflation measure, the Consumer Price Index, misses the biggest cost most
households face or would like to be in a position to face — the cost of homeownership.

e Given decades of often rapid increases in house and apartment prices, the CPI has systematically
understated the true rise in the cost of living.

e Since 1998, inflation would have been up to 40 percentage points higher if dwelling prices were
included, not the 114 per cent shown in official CPI.

e  Real wages haven’t risen as the conventional wisdom suggests: once dwelling prices are included in the
CPI, as the US used to do, Australians’ real wages are down between 0.5 per cent and 9 per cent since
the late 1990s.

e The cost-of-living debate revolves around a flawed metric, which deviates from households’ experience
and risks undermining trust in official statistics.

Introduction

Since the end of the Covid-19 pandemic, Australia’s economic performance has become the subject of
significant concern among policymakers and the general public alike. Increases in the cost of living, including
deteriorating housing affordability, have become the main concern for ordinary families.

The cost of living is often used interchangeably with inflation, which in turn has long been measured by the
consumer price index (CPI), published more recently on a monthly basis by the Australian Bureau of Statistics

(ABS).

As a proxy for the cost of living however the CPI is flawed as it excludes numerous types of expenditures
that feature significantly in the lifetime purchases of most households, including the price of buying a home.

In an era of rapidly rising dwelling prices the CPI therefore has understated the increase in the cost of living
that households observe, and by extension overstated any growth in real wages, which is calculated by policy
makers with reference to the CPI and the wage price index (WPI). This is particularly the case for those
households that wish to enter the housing market but have not yet.

This research note estimates an alternative CPI for Australia since 1998 by including a measure of dwelling
prices, and then deflates the WPI, to obtain an alternative measure of real wages.
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The CPI and housing costs

The CPI is Laspeyres-type index that measures the change in price of a fixed bundle of goods and services
purchased by consumers, where weights are determined by total household spending as measured in the
national accounts and a periodic Household Expenditure Survey.

Housing is the largest of 11 expenditure groups by weight and has made up just under 23 per cent of the
index on average so far this decade. It includes utilities, rent, maintenance of dwellings, property rates and
charges and “new dwelling purchase by owner occupier” (Table 1). This latter category reflects the price of
buying a new home excluding the price of the underlying land, making it akin to a proxy for residential
construction costs.

Table 1: Weight of housing within the CPI (2025)

Housing group breakdown %

Total Housing group weight 21.39%
Subcomponents

New dwelling purchase 7.59%
Rents 6.61%
Maintenance and repair of dwelling 2.05%
Electricity 1.84%
Property rates and charges 1.46%
Gas and other household fuels 0.96%
Water and sewerage 0.87%

Source: ABS

The sale prices of houses and apartments, new and established, are excluded from the CPI because they are
considered assets not consumption goods. ““The CPI only includes goods and services that are purchased by
households for consumption [which is] one from which households directly derive utility or satisfaction,” the
ABS explains. “Business-related purchases” or those with a “savings or investment component, such as land”
are excluded.

The CPI has been called a ‘plutocratic’ index because it is skewed to the spending patterns of higher income
households, which necessarily weigh more heavily on total spending patterns.

Rent in recent years has comprised less than 7 per cent of the CPI, but accounts for roughly 20—25 per cent
of expenditure for renter households, and considerably more for those on lower incomes, according to ABS
household expenditure data.

For households secking to purchase a home, mortgage repayments and associated housing costs exceed 40
per cent of disposable income over extended periods, making housing by far the largest single financial
commitment over a lifetime.'

Chart 1 shows the changes over time of the main CPI ‘all groups’, along with the Cotality series for dwelling
prices, and various sub-indices for rents, new dwelling purchase and the overall housing group. It also shows
the official CPI excluding the housing component, which finishes the period at a slightly lower level than the
official CPI, implying that housing costs even without dwelling prices have increased more quickly than the
rest of the official basket of goods and services.




Chart 1: CPI and select housing components [Index: Q2 1998 = 100]
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Introducing dwelling prices into the CPI

The average share of ‘new dwelling purchase by owner occupiers’ in the CPI has been 8.5 per cent on average
since mid-1998 when its weight was published separately.

To construct a new price index that includes dwelling prices, which we call CPI-H, we replace the above item
with a hedonic index of capital city dwelling prices provided by Cotality.” To illustrate the sensitivity of the
CPI to a dwelling price component, we also estimate CPI-H with a 15 per cent share for dwelling prices.’

Chart 2: CPI and CPIH [Index: Q2 1998 = 100)]
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For these two additional indices, the weight of the remaining items is shrunk commensurately. In other words,
apart from the removal of the new dwelling purchase series, all other items in the CPI remain in our adjusted
indices.

Chart 2 shows how much more the CPI would have increased since 1998 had it included dwelling prices. The
official CPI rises by 114 per cent to December 2024. Meanwhile CPI-H with weights of 8.5 per cent and 15
per cent increases by 134 per cent and 155 per cent, respectively.

Real wages and dwelling prices

Among the most prominent measures of labour income is the ABS’s quarterly wage price index, which seeks
to measure the value of wages and salaries paid per house of work “unaffected by changes in the quality or
quantity of work performed”. It is a pure measure of wage inflation, unlike average weekly earnings, which is
impacted by compositional changes in the labour market.

Introduced in 1997, the series has increased on average by 3.1 per cent annually, rising by a maximum of 4.3
per cent in 2008 as the resource boom pushed up wages, and by a minimum of 1.4 per cent during 2020 when
Covid restrictions crushed competition for staff.

Opver the same period, the CPI increased by an average of 2.8 per cent a year, reaching a high of 7.8 per cent
during 2022 and a low of -0.3 per cent over the 2020 financial year as the Covid response wrought havoc with
the macroeconomy. Over the whole 28-year period in question, the WPI increased 133 per cent while the
CPI increased 114 per cent, implying a modest increase in real wages over the period.

A real wage index can be approximated by subtracting every quarter the quarterly growth in CPI from the
equivalent growth in the WPI (i.e. real wages in this instance is simply the WPI deflated by the CPI), and then
accumulating these changes over time.

This index, shown in Chart 3, shows real wages fell sharply after the introduction of the GST pushed up
consumer prices in 2000 before steadily increasing to a level almost 16 per cent higher than in 1998 by June
2020. Pandemic policies thereafter triggered a sharp decline in real wages from an index value of almost 116
to a post Covid low of 107 by March 2023 as inflation soared. Real wages since then have crept up anaemically
to reach 108 by the end of 2025, to finish the period 8.4 per cent higher than their level in 1998. Over more
than 27 years the purchasing power of real wages increased by less than 0.3 per cent per year.

What’s more striking is how this arguably unimpressive increase in real wages collapses further once our CPI-
H series are subtracted from the WPI instead. When dwelling prices make up 8.5 per cent of the CPI real
wages end up 0.5 per cent lower than in 1998, and almost 9 per cent lower when they comprise 15 per cent.
Roughly over the decade from 2003 real wages advanced steadily using all three CPI measures.

But rapid increases in dwelling prices from around the end of 2012 to the pandemic throttled almost any real
wage gains, after which real wages collapsed owing to the double whammy of soaring consumer and dwelling
prices as governments, and the Reserve Bank, supercharged inflationary deficit spending and slashed interest
rates, respectively.

We argue these alternative real wage measures better reflect changes in the cost of living, particularly for more
recent entrants into the housing market or aspiring home owners, as perceived by the representative
household. They show sobering declines starkly at odds with the conventional narrative that the last quarter
of a century has witnessed a steady improvement in living standards and purchasing power.

While historical comparisons are difficult, there is no 28-year period in the 20" century where real wages have
been lower at the end of the period than at the start, and certainly not a decline around 10 per cent.




Chart 3: Real wage growth? [Index: Q2 1998 = 100]

120
115
110
WPI - CPI
105
100 =
) WPI - CPIH
8.5%
95 (8.5%)
9 WPI - CPIH
(15%)
85

Jun-98  Jun01 Jun04 Jun07 Jun10 Jun-13  Jun16  Jun19  Jun22  Jun25
Source: IPA, Aird (2020)

Discussion

Unlike other international statistics, jurisdictions outside the EU* deviate significantly in how they compile
consumer price indices, especially as they relate to housing costs. Our inclusion of dwelling prices in the CPI
isn’t without precedent.

While Australia’s CPI has eschewed any form of dwelling prices in its formal basket since it was first published
in 1960, the United States explicitly included not only dwelling prices but home loan interest costs in its CPI
until 1983.

Its phaseout illustrates how politics weighs on theory in the production of statistics. In 1953 the Bureau of
Labor Statistics, which still compiles US price indices, switched from a “rent-based method” of assessing
housing costs to an “asset-based formulation” that included house prices and home loan interest rates.” By
the late 1970s, various agencies were pointing out that “shelter costs, which had a substantial weight in the
index, were rising faster than most other components of the CPI and questioned the Bureau’s treatment of

the purchase of homes and the associated costs of home financing”.’

Including a measure of interest rates in the CPI also had the perverse effect of lifting measured inflation when
the Federal Reserve was at the time was increasing its policy rates to reduce inflation.

The US shifted to a ‘rental equivalence’ methodology where rents, including an estimate of what owners
would pay to rent their own dwellings, make up the bulk of measured housing costs in the US CPI.

Canada’s CPI still includes a measure for mortgage interest costs, along with property taxes, in its housing
category. The ABS excludes both from the CPL

The UK supplemented its long running Retail Price Index, which included mortgage interest payments, with
a CPI in 1996, which excluded them.




Conclusion

Including dwelling prices in the CPI at even modest shares has a dramatically positive impact on measured
inflation, owing to the rapid increases in dwelling prices in the 21* century.

By extension, the modest official increases in real wages by deflating the WPI with the official CPI deteriorates
significantly once our modified CPI series are used. A real wage decline of almost 10 per cent since 1998 is
observed for a relatively modest 15 per cent weighting in the index.

It’s worth pointing out that the weight of housing in the US, Canadian, New Zealand and UK CPlIs is 42 per
cent, 30 per cent, 28 per cent and 31 per cent, respectively — well above Australia’s 21 per cent (Table 1).

In a narrow sense excluding dwelling prices but not rents from the CPI is defensible in theoretical grounds.
The land component of a home is indeed an asset rather than a consumption good. And there is no
standardised treatment of housing as international experience has shown.

But the typical Australian household sees dwelling prices, along with rents, as a major part of their cost of
living. Moreover, most would prefer to own a home than rent one.’

This research note is not a call for the ABS to alter their CPI methodology. But it is a reminder to the media
and politicians that the official CPI is an incomplete measure that doesn’t match households’ cost of living
experience. Reference to it on those terms only diminishes public respect of official statistics. In particular,
basing changes in ‘living standards’ over time on the interaction of the CPI and WPI can lead to highly
misleading conclusions.

For more information contact Morgan Begg, Director of Research at mbegg@ipa.org.au
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