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FOREWORD AND SUMMARY
This paper has been written at the request of the Royal Statistical Society (RSS) to take
forward the current discussion in the RPI/CPI User Group on the question of the
establishment of a new household-based inflation index, designed expressly to be used for
uprating purposes or for tracking the evolution of real incomes, which is now being referred
to as the Household Inflation Index (HII). It takes account of, and builds upon, the official
reaction of the RSS to the Johnson report (see Johnson, 2015 and RSS, 2015), as well as
acknowledging the User Group 2014 statement on what was then called an Uprating or
Household Budget Index (attached as an appendix).
The paper has been placed on the User Group Forum, and members of the forum are invited
to study the paper and to make their own comments directly to the authors (email
addresses as above). The paper has also been sent to the National Statistician and other
senior officials in ONS, the UK Statistics Authority and the RSS. It is to be hoped that the
more detailed and considered views expressed in this paper (which are the personal views
of the authors) will be built upon further by the RSS, the User Group, and other interested
bodies when the public consultation on the Johnson report is launched in the summer.
Comments made by User Group members will be taken into account in preparing a fresh
draft of the paper in readiness for the next steps. For this reason, it is asked that any
comments be sent by 30th April 2015.
The proposed HII is intended as a “measure of inflation as perceived and experienced by
households in their role as consumers” - a phrase taken from the Preface to the
international Manual on Consumer Prices (ILO, 2004). This places it in a different context
from indices such as the Consumer Prices Index (CPI), which, as the EU’s Harmonised Index
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of Consumer Prices (HICP), was designed in the 1990s for macroeconomic purposes, and
which currently acts as the principal inflation indicator for the Bank of England in its
interest-rate setting role. The HII’s ancestry can be traced back to the RPI, which in turn
owes its origin to the first UK consumer price index, the Cost of Living Index, set up in 1914.
This index was established as a means of measuring the increase in the costs of basic
subsistence items of workers, and it developed over the years into a wider measure of
changes in prices facing households. The proposed HII can thus be seen as a return to the
general principles underlying the RPI and its predecessor indices.
The HII cannot therefore be described as “revolutionary”, since many of its concepts go back
a long way. It does however differ in several respects from the CPI. The paper focuses on
those aspects of the HII which differentiate it most clearly from the CPI. They are not many,
but they are important.
After a detailed introduction (Chapter 1), which sets out some general principles, the paper
begins (Chapter 2) with the proposed HII treatment of an important but often overlooked
aspect of CPI construction, namely the overall method of weighting the detailed indices into
the total figure. There are two basic ways of doing this, which have been referred to as the
“democratic” and “plutocratic” methods. We do not think these names are at all
appropriate, and instead refer to them in a more objective and technical way as
“household-weighted” and “expenditure-weighted” indices respectively. The former
method gives equal weighing of expenditures to all households, regardless of their income.
The latter method weights each household according to its total expenditure, thereby giving
a higher weight to the higher-spending households. We do not believe this is correct for a
household-based index, which should aim to measure inflation as it affects typical
households.
Chapter 3 discusses the treatment of interest payments. In particular it describes the
recommended treatment of mortgage interest, which is included in the RPI but not the CPI.
As this is one of the most important items of expenditure facing owner-occupiers, we
believe that if a household inflation index is to have any credibility with the general public,
mortgage interest must be covered. The paper goes on to say that if mortgage interest is
covered, there is no logical reason to exclude interest payments on other types of loan,
including loans for the purchase of cars and other household durables. The final section is
concerned with the special difficulties associated with the price index treatment of student
loans. We strongly believe that student loans – an increasing burden on graduate
households – should be covered in the HII - both in respect of the “capital” element of
repayment as well as the interest element. Together these can form a significant part of the
total expenditure of the affected households.
The wider issue of how to cover the costs of owner-occupied housing – a perennial problem
in price statistics – is covered in Chapter 4. Some fundamental new thinking has gone into
this chapter, and two rather different methods are suggested. In both cases, elements of the
acquisition prices of dwellings are included, though in different ways from the method used
in the CPIH, which uses the method of rental equivalence – a method we believe is arguably
suitable for a macroeconomic type of index but would not carry any credibility or
2

understanding for a household index. We are also concerned that the CPI – the EU HICP –
will in all likelihood begin to include owner-occupied housing costs on the basis of net
acquisition costs, another method which, while suitable for a macroeconomic index, we
believe would be difficult to attract public support for in an HII.
Finally, the paper deals in Chapter 5 with the complex subject of non-life insurance, such as
motor vehicle insurance. The CPI treats this on what has become known as the “gross/net”
basis: the cost of gross premiums is taken as the price indicator, while the weights are based
on the net premiums, i.e. excluding the value of claims. While, again, this treatment is
appropriate for a macroeconomic index such as the CPI, it fails to reflect the true costs
facing households who have to budget for the payments of the gross premiums every
month or year. The HII would therefore cover insurance on the “gross/gross” basis – which
also has the advantage of matching the prices to the weights.
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CHAPTER 1 INTRODUCTION

A

Aim

Consumer price indices are not only among the most important economic statistics. They
have a unique, or almost unique, status in that when used to uprate incomes, prices,
benefits or tax thresholds, they directly affect incomes and/or expenditures for practically
all households. It follows that public confidence in them is crucial. It is not easy to achieve
since everyone has their own perception of inflation. A serious effort is therefore needed if
an index used for uprating purposes is to command sufficient public support.
Our core view is that a consumer price index that is used for uprating purposes, or to
measure real incomes, must, in addition to being statistically defensible, be recognisable
and understandable by the man or woman in the street. It must therefore be seen to reflect,
as far as possible, the actual experience of households and the pressures on their budgets.
In the past this was the aim of consumer price indices; the Retail Prices Index (RPI) was
originally conceived in this light. However, the needs of macroeconomic purposes and
hence economic theory have come to dominate debate over how indices should be
constructed. And, sadly, semantics - for example the various meanings of the words
consumer and consumption – have further confused matters.
We are therefore proposing a Household Inflation Index (HII) that would, in our view, meet
the above needs as much as is practically possible. As discussed, it is evolutionary, not
revolutionary. Much of its coverage would be identical or very similar to both RPI and the
UK’s Consumer Price Index (CPI). That in many ways we are going back to the original aims
of consumer price indices does not mean that we are attempting to revive what they were.
Life has moved on considerably since the RPI was launched in 1947. Our very limited
innovations are there to reflect that fact. We are aiming to propose an index which is
appropriate to the second half of the second decade of the 21 st century which can evolve to
suit future decades.
The intention behind the index we are proposing - the HII – is to create an index (probably
associated with sub-indices for different population groups) which would become the
normal index used for uprating purposes and for assessing real incomes in the UK. It would
be a headline index with, at the very least, parity, as far as publicity goes, with the CPI or
whatever index is used for interest rate setting by the Bank of England.

B

Background

In recent years there has been growing concern among UK users that the UK Consumer
Price Index or CPI (which is also the EU’s Harmonised Index of Consumer Prices or HICP) and
any derivatives do not and cannot meet adequately the original and still crucial purpose of
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consumer price indices. This is to provide a measure of the change in the cost of household
expenditure which can legitimately be used as the basis of, or an influence on, uprating
pensions, wages, tax thresholds, benefits, regulated prices and business contracts, including
index-linked bonds, where a link to household costs is appropriate or desired.
The HICP was designed for a specific macroeconomic purpose. This was to provide a
common method of measuring inflation in EU countries that could be used in particular to
judge if a country met the inflation criterion set out in the Maastricht Treaty which countries
have to meet in order to qualify for entry into the euro area. Subsequently it is also used by
the European Central Bank as the target indicator for setting interest rates. Apart from the
known and accepted disadvantage that it does not include any measure of owner-occupier
housing costs – a disadvantage that is being addressed – it is generally agreed that it is
suitable for this purpose.
However, even within the Euro area most countries retain their own national consumer
prices index as their main inflation indicator, generally using that for uprating purposes.
Until 2010 this was the case in the UK. Since 2003 the CPI had been used for interest rate
setting but the long-established RPI was used for uprating and associated matters. This
changed in 2010 when the government decided to switch from the RPI to the CPI for
uprating public pensions, certain benefits (when not otherwise constrained) and,
subsequently, certain other items such as most national insurance thresholds.
Concerns about the UK’s inflation indices had existed prior to 2010 but the government’s
decision turned something that had been largely the concern of a small group of
cognoscenti into a much wider issue1. The previously little known “formula effect”2 became
a hot topic. As a result there was an upsurge of discussion and debate and much
investigation. The RPI/CPI User Group was formed in late 2011. Its forum on the RSS
Statistics User Network has sparked very lively debate - it has had more posts than any
other User Group on the Network.
The subsequent downgrading and loss of “National Statistic” status of the RPI in 2013,
following investigation of the formula effect and the conclusion by ONS that the RPI’s use of
the “Carli” formula led it to overestimate inflation, increased anxiety among users, many of
whom, rightly or wrongly, felt it to be a more realistic index than the CPI. It became clear
that with the RPI discredited and unable to be substantially changed (following the outcome
of the 2012 consultation on it) another option was needed.
This issue has been engaging both authors of this paper. Originally they were not aware of
each other’s thoughts and wrote separate papers on it (see Leyland, 2014 and Astin, 2014).
They were both surprised and pleased to find that their thoughts were very similar and
1

The change sparked a legal challenge and an e-petition which exceeded the 100,000 signatures necessary for
a House of Commons debate.
2
The formula effect is the estimated difference between the inflation rates shown by the two indices that is
due to the different formulae used at the first stage of aggregation. It is not the only reason for the difference
but it is often the largest element and it is consistently in one direction – i.e. it makes RPI inflation higher than
CPI inflation.
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hence have collaborated on this paper. Meanwhile in 2014 the RPI/CPI User Group formally
endorsed the view that an index designed specifically for uprating purposes was needed and
prepared a statement on the topic (see Appendix). The Johnson review (2015) indicated
some support for household indices but very much as secondary indices to be published
only occasionally. Further, Johnson’s definition of a household index, as well as being
different from that which we propose, did not accord fully with the form of index the User
Group wanted.

C

Outline and structure of this paper

Having outlined the general purpose of and background to our proposed Household
Inflation Index (HII), the next chapter will set out its basic principles. As explained in the
foreword, subsequent chapters will then look at some difficult topics in more depth. There
are two topics we are deliberately not covering. One is the formula issue. This is not because
it is unimportant but because, first, it is an issue that needs further investigation which will
affect all indices and, second, whatever system turns out to be the best choice of
elementary aggregate formulae for other indices will also certainly be the choice for the HII
as well. We would simply suggest that if the HII is constructed before the formula issue has
progressed, it starts with the choices used in RPIJ3 as being the least worst option.
The second is quality adjustment. Unlike the formula effect this could well be a topic which
is treated differently in an HII to a macroeconomic index. In compiling the latter, quality
changes should be stripped out. But there is an argument which says that forced quality
improvements – i.e. where it is no longer possible to acquire an unimproved product –
should not be stripped out for an HII as the purchaser is obliged to pay the implied higher
price of the improved product (Leyland, 2014). This however is a complex argument which
needs further elaboration. Perhaps more importantly the Johnson review raised a number
of questions about the current quality adjustment procedures used and the possibility that
in some cases there is over-adjustment so that price increases that occur on the
introduction of a new model are treated as quality improvements and stripped out, thus
resulting in inflation being underestimated. And finally the whole notion of quality is
subjective. This then is an issue which needs much further investigation. Pending that, we
feel this issue should be left to one side and the debate re-started once more is known.
In some cases practicalities will limit the extent to which it is possible to meet the principles
we are about to elaborate. But we believe it is important to start with a clear idea of the
goal one is aiming for and then see how close one can get to this in practice.

D

Principles and general points

General: Although the HII is “essentially a measure of price inflation as experienced and
perceived by households in their role as consumers” (ILO, 2004), no CPI can be built on the
3

RPIJ is a variant of RPI using the Jevons formula in place of Carli.
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experiences of individual households. Every household has its own pattern of expenditure,
and its own “personal” inflation rate. All a CPI can do is to measure the average rate of
inflation faced by households. This can easily be seen in a simple example. The price of
motor cars has a relatively high weight in the CPI. That means that if car prices rise at a
higher than average rate, the CPI will rise accordingly. Should a particular non-motoring
household complain about this? Not at all; every household should accept that the CPI is an
average measure, concealing a wide range of individual household inflation rates. (This is,
unfortunately, a fact which is not understood by everyone.) The HII would be constructed
according to the following principles:
Basic concept: Like the CPI and the RPI, the HII would be a “cost of goods” index rather than
a “cost of living” index. This means that it would reflect changes in the prices of goods and
services rather than an attempt to measure the change in the amount consumers need to
spend to maintain a level of constant utility.
Coverage: All items bought by households that they need or want for everyday living would
be in scope with the exception of illegal items. Items bought purely as an investment (such
as stocks and shares) would not be in scope. However items, such as owner-occupied
housing (OOH), which are primarily bought for non-investment purposes but can potentially
increase or reduce household wealth, are in scope. Owner-occupied housing is far too
important an item in the budget of many households to be ignored. For more details and
further discussion see Chapter 4.
National or domestic expenditure: In theory an HII would be based on national
expenditure – that is, it would cover all items bought by UK residents whether at home or
abroad and would exclude spending by foreign residents in the UK. In practice this is not
likely to be fully achievable but it is unlikely to be of major importance.
Acquisition/payments/use: In theory, the cost of an item to the consumer can be
measured at different points in time: when the item is acquired, when it is paid for or when
it is used. In principle since we are looking at the cost to the household budget, the index
should be based on the payments approach. For many items though there is little difference
in practice in timing. For others, the distinction between payment and acquisition is not
always possible to make so that practicalities will determine the approach. However using
payments will be important in some cases such as owner-occupier housing costs. One
particular case where it will be crucial is in university fees. While some students pay these
up front, many take a student loan which is currently repayable only after the student is
earning above a certain amount. The cost is thus deferred and spread over many years. And
in some cases it is never repaid (see section on student loans in Chapter 3).
Classification system: It is important to use an international classification system. We
suggest the new EU system, ECOICOP4. However in one or two cases it may be necessary to
modify this.

4

EU version of UN Classification of Individual Consumption according to Purpose, COICOP.
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“Democratic” and “plutocratic” weighting and sub-indices: See Chapter 2 on householdbased vs. expenditure-based weights.
Taxation: All taxes related to expenditure or are regular and recurring elements of the
household budget (other than income tax) would be in scope. The index would therefore
include Council Tax and stamp duty land tax.
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CHAPTER 2

HOUSEHOLD-WEIGHTED VS. EXPENDITURE-WEIGHTED
AGGREGATION
(“Democratic/plutocratic “weights)

A

Definitions and nomenclature

To construct any type of consumer price index for a population requires some method of
aggregation in order to be able to average the effect of price changes on all households in
the population. This aggregate index may be computed with weights which reflect either:
(a) average expenditures of all reference households, or
(b) the expenditure of the average household.
Method (a) requires that each household is effectively allocated a weight which is
proportional to its expenditure. Seen from the perspective of households, this method
implicitly gives more weight to higher spending households (which will also tend to be those
with higher incomes). The more a household spends, the larger the share of total spending
that household will represent. Thus the inflation experience of higher-spending households
makes a larger contribution to the resulting index than that of lower-spending households.
Such weighting has therefore been named "plutocratic", because of its connotation with the
rich.
Method (b) gives equal importance to all households by averaging consumption value
proportions over the whole reference population instead of summing consumption values.
In other words, each household has the same weight and makes an equal contribution to
the index. This type of weighting has been named "democratic”, for obvious reasons.
Method (b), unlike method (a), aims to measure the inflation rate experienced by average
households.
The two methods are likely to produce different weights and thus different measures of
price change.
Although the terms “democratic” and “plutocratic” have been in use for some considerable
time in the context of CPIs, we feel that, although widely used in the CPI literature, they do
not meet the scientific aims of neutrality and objectivity. This paper (and, it is to be hoped,
future papers on the subject) will therefore refer to them respectively as “householdweighted” and “expenditure-weighted” indices.

B

Purposes of household- and expenditure-weighted price indices

The two types of index serve different purposes. Expenditure-weighted aggregation
is generally considered more appropriate for consumer price indices which are designed for
9

use as a general macroeconomic indicator. On the other hand, as pointed out in the
international CPI Manual (ILO, 2004), household-weighted indices are generally considered
more appropriate for consumer price indices which are designed for use in indexation.
The reasons are not difficult to understand. Macroeconomic uses, such as estimating the
overall national inflation rate – and making international comparisons of inflation – clearly
require data based on total consumption. So also does the use of price indices in deflating
current-value estimates in the national accounts. As the international CPI Manual says, the
expenditure-based index treats expenditure shares as if they were those of a single
aggregate “super-household”.
However, for a price index designed from the point of view of households’ “perception and
experience of inflation”, the household-weighted type of index is the more appropriate
formulation to use.

C

Household-weighted index preference for HII

It would appear to be almost axiomatic that a Household Inflation Index should, at least in
principle, use the household-based method of weighting. The HII should be based on the
inflation experiences and perceptions of typical households – that is, typical with respect to
household expenditure. “Typical”, in the normal statistical definition, would refer to the
modal household, i.e. the most “popular” type of household (in terms of household
expenditure) – which would normally be expected to be located somewhere in the middle
of the distribution of households by expenditure and hence also by income.
The expenditure-weighted approach is unlikely to reflect the expenditure levels and
consumption patterns of the typical household; for example a recent report stated that the
total income of the five wealthiest families in the UK equals that of the poorest 20% of the
population (Oxfam, 2014). In fact, a recent pioneering paper by Flower and Wales (2014)
concluded that the CPI is broadly representative of the price experience of households
around two-thirds of the way up the expenditure distribution.
Astin (2014) argued that the HII – particularly if it is to be the main headline inflation index –
should be recognisable and understandable in general terms to the “man in the street”.
Such an understanding is more likely if the weighting of the HII corresponds more closely to
that of the typical “man in the street” than an expenditure-weighted index.

D

Current practice

The UK CPI, which is also the EU’s HICP (Harmonised Index of Consumer Prices), uses – as
indeed it should, bearing in mind its purpose as a macroeconomic index – the expenditurebased method of aggregation. So also does the CPIH, which at present is identical to the CPI
except for the treatment of owner-occupied housing costs. The RPI and its related variant
RPIJ (see below), are somewhat different. These indices use the expenditure-based method,
but also remove from the weighting the expenditure of the extreme ends of the population
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distribution (a variation of a general method known as “trimming”). To be precise, the
expenditures of the highest-income 4% of households and also that of pensioner
households which derive at least three quarters of their total income from state pensions
and benefits are excluded from RPI coverage.
The result of these exclusions is an index which could be said to approximate, in a
somewhat rough-and-ready way, that of a household-weighted index. This is because
trimming removes the influence of such extreme values from the mean value, rendering the
latter more representative of the distribution. There is a reason for this practice for the RPI.
The RPI was launched in 1947 as the successor inflation index to the earlier cost-of-living
index, founded in 1914. The latter was designed as a subsistence index, used to compensate
for increases in the basic household costs of workers. It was thus logical that it excluded
both richer households and those who no longer worked and were dependent on the state.
Over the years, it gradually changed to become an all-purpose inflation index, though as it
included mortgage interest (from 1975) it was realised that it was unsuitable for use as a
tool for setting interest rates. A variant, RPIX, which excluded mortgage interest, was
therefore developed for use by the Bank of England. The RPI was declassified as a National
Statistic in 2013 because it was considered that the formula used for many of the
elementary aggregates (the so-called Carli formula – the arithmetic average of monthly
price ratios) rendered the RPI unfit for purpose. At the same time, a variant of the RPI (RPIJ)
was launched. This index is identical to RPI except that the Jevons geometric formula is used
in place of Carli. It has the status of a National Statistic.

E

Practical application of a household-weighted index

A true household-weighted index involves calculating an inflation rate for a representative
sample of households, and then combining them to get an average across all households.
Such an index is not possible with current sources of data. It would require information on
the expenditure patterns of individual households over a long enough period for these to be
considered representative (Johnson, 2015).
But there are other approaches that get close to the household-weighted index concept.
One approach is to calculate the average expenditure share on each commodity, across all
households. This has been done in the above-mentioned paper by Flower and Wales. It
showed that, during the 11-year period of analysis, a household-weighted index grew faster
than the expenditure-weighted index by 0.3 percentage points on average per annum. This
was because the products purchased more by lower-income households increased in price
faster than those purchased more by higher-income households. This analysis did not
produce an exact household-weighted index, but it undoubtedly went a long way towards it.
It should be emphasised – as the Flowers and Wales paper does - that there is no reason
why a household-weighted index should always grow at a faster rate than an expenditureweighted index; indeed other periods can be found where the reverse occurs.
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We believe it may be possible to “industrialise” their methods so as to apply them to the
production of a monthly HII. But, failing this technique, another, rather broader-brush,
approach may be sufficient (see Astin, 2014). This method would be based on the trimming
technique used in the RPI and RPIJ. As mentioned in the previous section, the “tails” of the
household expenditure distribution are currently trimmed so as to exclude the top and
bottom tails. However, these tails are not equal in size. A better solution for the HII would
probably be to trim the distribution tails equally, in terms of household expenditure, so that
the remaining central part of the distribution would approximate better to the expenditure
levels - and consumption patterns - of typical households. This technique should be a
relatively simple matter to achieve on a monthly basis.

F

Analytical indices

In its initial response to the Johnson Report, the RSS welcomed the recommendation (No 2)
that ONS should develop an annual analytical publication that produces inflation indices as
experienced by a range of different household types. However, Recommendation 2 did not
suggest which main index such sub-indices should relate to – perhaps the CPIH which the
Johnson Report proposes as the main headline index. If an HII is to be produced, preferably
monthly, as the RSS suggested in its initial response to the Johnson Report (RSS, 2015), it
would be sensible to use it as the basis for a set of analytical indices for different types of
household (such as indices for pensioners, poorer households etc.)
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CHAPTER 3

A

TREATMENT OF INTEREST PAYMENTS

Current status in UK consumer price indices

Mortgage interest payments (MIPs) but no other interest payments have been covered in
the RPI since 1975, following a recommendation by the RPI Advisory Committee. MIPs are
also included in RPIJ.
However, the inclusion of MIPs in the RPI might have introduced an element of unwanted
circularity into the process for setting the Bank interest rate: as the Bank rate increases,
mortgage interest rates usually follow, raising measured inflation and sparking further
increases in the Bank rate, and so on. To prevent this, a new variant of RPI, known as RPIX,
was introduced at the same time as MIPs were added to the RPI. This excluded MIPs, and
was designed specifically for use by the Bank of England. It was decided by the government
in 2003 that the Bank should use the CPI as its main indicator for interest-rate setting. RPIX
is still published.
The remainder of this chapter looks at MIPs in detail and then at other interest payments.

B

Economic arguments for and against inclusion of MIPs

In national accounts methodology interest payments were traditionally considered as
“transfer payments” rather than “expenditure” - something that does not have a
counterpart in economic activity but is purely a financial transaction. Further, in recent
years this has been modified by including the “service” element (essentially the difference,
known as FISIM or “financial intermediation services indirectly measured”, between interest
charged by a financial institution on loans it makes and interest it pays on deposits) since
this is partly how a financial institution makes its money and is therefore an implicit
payment for its services.
These are concepts that make sense in the context of national accounting but are not very
meaningful from the point of view of households’ perception and experience.
It has often been argued that since interest cannot be described as a good or a service, it
has no place in a CPI. It can, though, be argued that interest paid on a loan should be
included as part of consumption since it satisfies the consumer’s “needs or wants” (para.
1.3, ILO, 2004) to enjoy a good or service now rather than later.
It is a fact that for owner-occupier households with a mortgage, the payment of the
mortgage (both interest and capital) is a major item of household expenditure. Moreover, if
the interest rate is variable, the level of expenditure is beyond their control. This places
MIPs in a different category of expenditure from most other products, where the impact of
price rises (including those caused by tax increases) can be reduced by substituting to other
products. Mortgagors are, in contrast, “trapped” in their repayment levels. It is therefore
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reasonable from the economic point of view to include MIPs in a household-based
consumer price index such as the HII.
The international CPI Handbook (ILO, 2004) has this to say:
“It is sometimes argued that this [payments] option is more consistent with the traditional
approach to CPI construction, which is a carry-over from a time when the CPI was mostly
used as a compensation tool. It also has much to commend it from the point of view of public
acceptability. It measures costs directly, thereby avoiding imputation. In addition, “mortgage
interest” is more likely to be understood than “rental equivalence” and, unlike the latter, the
index will reflect changes in house prices and interest rates.”

C

The recommended approach for the HII

The HII is, as already noted, based on the fundamental purpose of a CPI, described in the
international CPI Manual as “essentially a measure of price inflation as experienced and
perceived by households in their role as consumers” (ILO, 2004). Using this approach, it
would be difficult to argue against the inclusion of MIPs in the HII. Its omission would be
seen by consumers as a defect in its construction. Indeed, it has been argued that a major
reason the RPI is still widely used in preference to the CPI is that it includes MIPs. It is also
worth recalling that the CPI (EU’s HICP) was designed as a macroeconomic type of index,
and not for use in uprating pensions, wages, tax thresholds etc. We believe (as does the RSS)
that public faith would be considerably improved in the official measure of inflation if it
were to include MIPs.

D

Other types of interest

Mortgage interest may be the largest category of household interest payments, but it is by
no means the only one. People incur loans for a wide variety of purposes: the purchase of
cars and other household durables such as televisions and washing machines; for the
financing of expensive holidays, and – not least – for educational purposes, notably socalled “student loans”. More recently a new type of general purpose loan has achieved
importance, if not notoriety, namely the so-called “payday loans” – which are often
relatively small but carrying high rates of interest.
The question arises: should the interest on non-mortgage loans also be included in the HII?
If MIPs are included, it is logical that other types of interest should also be included,
particularly those which are clearly linked to the purchase of consumer goods or services.
The main argument against inclusion of non-mortgage interest is the potential difficulty of
measuring “price” changes. It may take a while for methods to be devised, but there seems
little doubt that non-mortgage interest should in principle be included in the HII. It would
add to its public acceptability. Some forms of interest may be easier than others to cover;
the aim should be to start with those easy to capture and then add others as time and
resources permit.
14
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E

Student loans

In the case of student loans, the actual fees paid for educational purposes are of course
within scope of the HII. While some students cover the cost up front, many do not and take
out a “student loan” for this purpose. The aim of a student loan is to allow the fees to be
spread over a long period of time, at a relatively low rate of interest. So the repayment, with
interest, of student loans is an expense which many ex-students have to bear for many
years. It is part of their regular household expenditure. And, rather like mortgage payments,
it is unavoidable once the initial transaction (the agreement to take a course of study, like
the decision to buy a house) has taken place. So, in the HII, the cost of the repayment of
student loans should be included (both “capital” – the actual cost of the fees - and interest).
Thus university fees would be included in the HII only with a weight appropriate to the share
of them that were paid up front. For the remainder, there would be separate items in the
index corresponding to interest on and repayments of student loans.
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CHAPTER 4

A

OWNER-OCCUPIED HOUSING

Background

The previous chapter on interest rates set out the arguments for including mortgage
interest payments in the HII, just as they are currently included in RPI and RPIJ. This chapter
will therefore look at other costs associated with owner-occupied housing (OOH).
OOH has always been one of the most controversial elements of a consumer price index.
Indeed the reason it has not yet been included in the HICP is due to the different views
about it held by EU countries and also practical difficulties. Various ways have been used in
the past by different countries, the most popular ones traditionally being either to exclude it
or to use rental equivalence. The latter implicitly assumes that owner-occupiers rent their
dwellings to themselves. From the point of view of national accounting and economic
theory this is a reasonable approach.
In the real world, however, few would consider this to be a reasonable proxy for owneroccupier costs. Rental and house purchase markets can move in different directions for
quite long periods of time. It was because of this that, against the background of the
substantial growth in owner-occupation after the Second World War, the Retail Prices Index
Advisory Committee (RPIAC) decided in 1975 to switch from rental equivalence to mortgage
interest payments, their report5 stating:
“Owner-occupiers' other costs are at present treated by taking them as the "equivalent rent"
which the house would fetch if let in a free market, and assuming, in effect, that these
"equivalent rents" move in parallel with the observed rents of local authority houses and
privately rented houses. We recommend that, instead of using an "equivalent rent", owneroccupiers' costs (other than repairs and maintenance, etc.) should be represented in the index
by the cost of mortgage interest payments.”
Later, in 1992-94, the RPIAC decided6 to include an additional component representing
housing depreciation in the RPI. This used an index of house prices as its indicator.
One of the first jobs of the Consumer Prices Advisory Committee (CPAC), established in 2009
to replace the RPIAC (which had not met since 1994), was to consider adding owneroccupier costs to the CPI, thus forming what became known as CPIH. It rejected the
inclusion of mortgage interest payments due to the possible future use of the series in
interest rate setting, and narrowed its deliberations to two options: rental equivalence and
the net acquisitions approach. The latter was being pioneered by Eurostat in conjunction
with EU national statistics offices for potential use in the HICP. It is intended to include a
capital element of house purchase. However, since the HICP is a macroeconomic indicator
the intention is to look at the net cost to the household sector as a whole (hence “net”
acquisitions). Thus the weight given reflects purchases of dwellings new to the household
sector, i.e. new builds and those sold by institutions (e.g. local authority or housing
5
6

RPIAC 1975 Cmnd 5905
RPIAC 1994, Cm 2717
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association sales to tenants) less dwellings sold by the household sector to other sectors. It
was also decided to exclude land purchases and to cover the cost of the house or apartment
only. Rental equivalence was rejected for the HICP due to the imputation involved - an
aspect of the HICP which is not permitted.
CPAC decided to recommend the rental equivalence method. This was a controversial
decision and the subsequent consultation showed opinion was split between that and net
acquisitions. Given that the CPI was a macroeconomic index and that CPAC, by rejecting
mortgage interest payments (MIPs), had made it clear that macroeconomic and national
accounting needs should have priority, either method would have been broadly
theoretically acceptable.

B

Our OOH proposals

However, we are concerned with an HII which has a practical application and is designed for
uprating purposes and not for macroeconomic needs. Rental equivalence is too far removed
from reality to be acceptable. Net acquisitions is a better approach. However, two factors
cause us to reject it for an HII. The first is the exclusion of land and the second is that the
weight given to house purchase reflects expenditure only on dwellings that are new to the
household sector rather than all dwellings.
We propose that all elements of owner-occupier expenditures – deposits and outright
payments, mortgage payments (both interest and capital), mortgage protection premiums,
spending on renovations and extensions, repairs and maintenance, stamp duty land tax,
legal, surveyor and estate agents’ fees, insurance of dwellings – should potentially be
considered in scope. While one or two of these items (for example minor repairs and
maintenance and insurance) are normally included in a consumer price index, many of the
others are not. The RPI, in addition to MIPs, includes depreciation as a proxy for the more
major repairs needed to maintain a dwelling at its current value but does not include capital
payments per se.
We say “potentially considered in scope”. We accept that including some of these, notably
capital payments, including major renovations, may appear to be a radical departure. There
may also be practical difficulties in tracking the actual cost to households of the purchase of
a second and subsequent dwellings since this will normally be partly – indeed often largely –
financed by the sum received for the sale of the previous dwelling. We will return to this in a
moment.
Dealing with the other elements first, we do not think that any of these should be too
controversial. Some are already included in other price indices. Those that are not should be
capable of being covered by “normal” methods.
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C

Capital costs

Let us now look in detail at the case for including capital costs: down payments, mortgage
capital repayments, and major renovations. This will be one of the most controversial
elements of our proposal so it is right that we spend a little time justifying it. We also accept
that there will be challenges in putting some of what we propose into practice but, again,
the aim will be to get as close to the ideal as practical. And finally we have two proposals to
put.
The main argument for including these items is quite simply that such housing costs are a
major item in many households’ budgets. We are constructing an index that is defensible to
the man or woman in the street, an index that they can see bears a good relationship to
their actual outgoings. And shelter, however it is acquired, is an essential. Excluding these
items would seriously damage the credibility of the index.
Some of the arguments against including capital costs are easy to dispose of. They are those
which are purely due to semantics and to the dominance of national accounting principles in
many economists’ thinking. The problem as regards semantics is the word “consumer”.
Does the “consumer” in “consumer price index “refer to “consumers” as people or to
“consumer goods”? Along with the international manual on consumer price indices (para.
3.3) (ILO, 2004) we assume that the word refers to consumers as people and that the point
of a consumer price index is to follow the costs of things consumers buy.
But suppose the “consumer” in consumer price indices means “consumer goods”? Here
again it must logically mean all things that consumers buy when we are talking about a price
index compiled for the purposes outlined. But in national accounts terminology
consumption by consumers, or consumer expenditure, excludes housing, which is
considered to be investment or capital spending. For national accounts purposes this makes
sense, since investment adds to the wealth of the nation. But we are not considering
national accounts or economic theory here. What we are trying to do is the practical
exercise of tracking how much consumers need to spend to “satisfy their own needs and
wants” to quote once again the international manual on consumer prices (para. 1.3) (ILO,
2004).
A more serious objection is that there is an investment element to the purchase of a
dwelling and that investments should not be in scope of a consumer price index. That there
is an investment element is obviously true. (And it may be noted that, as with most other
types of investment, prices of dwellings can and do fall as well as rise.) But we are talking
about owner-occupiers here, not people buying to rent, or those who aim to purchase a
property, improve it and sell on (we accept that a very small number in the latter category
may live in the property while renovating it but even here the dwelling is still providing
them with shelter). For many owner-occupiers investment is normally a minor part of the
decision to buy which is dominated by factors such as what they can afford, what sort of a
dwelling they want, where it has to be and so forth. The “investment” element is usually
primarily the wish that the dwelling’s value “keeps up” with housing market trends
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generally. And the investment may only be realised on death or towards the end of life. We
do not see this as any reason to avoid including the capital element.
This brings us to the final objection. This is linked to the purpose of the index as an uprating
tool. The issue raised is that if house prices rise then, if the owner-occupier has an income
linked to or influenced by the HII, he or she is being rewarded for something that is also
making him or her better off through increasing his or her wealth. Of course if the owneroccupier has expenditure linked to the index then this will increase too. But more
importantly the link is very tenuous; housing is not a liquid asset so the increase in wealth is
not always easily realisable and house prices can go down as well as up.
The last two objections are not without some merit. But against that we see the imperative
of constructing an index which people will see as properly representing typical expenditure.
In the following paragraphs we present two proposals.

D

First-time buyers

There is a case for considering first-time buyers separately from those who are already
owner-occupiers. First time buyers are faced with the full inflationary costs of house
purchase as house prices rise. Second-time and subsequent buyers are only faced with the
inflationary consequences of any difference in cost between their existing house and the
one they want to purchase (e.g. if it is larger or in a more expensive neighbourhood). And
they are already, in a sense, benefiting from an increase in wealth as house prices rise.
The first proposal therefore is to include down payments and mortgage capital payments for
first-time buyers only. ONS publishes a House Price Index (HPI) for first-time buyers so there
is no practical reason why they could not be considered separately. We assume that a way
can be found to model mortgage capital repayments in a similar way to mortgage interest
payments and that enough information is available, given the wealth of information on the
housing market, to establish appropriate weights both for this and for down payments.
Some mortgages are interest-only and the borrower will aim to meet the capital repayment
through other methods such as an endowment policy. We would hope that spending here
could be covered as well for those policies which are explicitly linked to mortgage
borrowing. Such an index would be complementary to the macroeconomic approach
planned for the HICP. The latter covers housing new to the household sector. This proposal
covers households new to the housing market.

E

Covering the full market

The second proposal would cover the capital costs (up front and via a mortgage) of all
participants in the housing market. Here though careful thought is needed since owneroccupiers are, many would argue, protected, or largely protected, from house price inflation
due to their existing ownership. It is common for owner-occupiers to “trade-up” – e.g. to
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purchase a larger house (or to expand their own) or a house in a more expensive
neighbourhood – as their family expands and/or income rises - but the cost of such “trading
up” per se is not something that should be covered in a price index. One can, though,
perhaps argue that allowance should be made for capital payments associated with such
“trading up” (i.e. the difference between capital payments on the new house and receipts
from the previous one) when calculating the weight to be allocated to such housing capital
costs in an index. The weight allocated would however also have to take account of the fact
that when households downsize the net cost is negative. Thus the weight to be given to
such capital elements might be smaller than expected.
This is a difficult point to consider and one where there is no single “right” answer. We
accept therefore that there will be a number of challenges in compiling this particular part
of the index, both philosophically and in practice. Challenging problems are, however, not
unknown to statisticians compiling consumer price indices. As regards practicalities, there is
a large amount of information about the housing market in the UK so it does not seem
unreasonable to expect that it would be possible to have a fair attempt at building whatever
statistical series are ultimately considered desirable.
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CHAPTER 5

NON-LIFE INSURANCE

NOTE: Insurance is usually subdivided between life insurance and non-life insurance. Life
insurance is regarded as a form of savings and is not therefore a candidate for inclusion in a
measure of inflation. This paper adopts the same approach, and considers only the
treatment of non-life insurance in the proposed HII.7

A

Purpose of insurance

The purpose of insurance is to protect a household against relatively rare events which, if
they occur, may be very costly. In any given year, the proportion of households making, say,
a claim on their domestic policy is rather small. Putting this the other way around, most
households with a domestic insurance policy may pay premiums for many years without
making a claim. They may feel that the premiums they pay are a significant item of
household expenditure, and should be taken into account in an inflation index.
The greater part of the premiums paid by households is recycled to those households
making claims. The net effect of these outgoings and receipts to a large extent cancel out
within the household sector. Only that part which is retained by the insurance companies
represents a net outflow from the household sector. This is the economic cost of insurance
to policyholders.
Current premium income from policyholders is not the sole source of insurance companies’
income. A secondary source is known as “premium supplements”. This comprises income
received from investments made by insurance companies which act partly as a cushion
against future exceptional claims. An adjustment also has to be made for changes in
“actuarial provisions”. These are the allocations by the insurance company to technical
provisions against outstanding risks.
The “service charge” which can be reasonably accepted as the value of the services supplied
by insurance companies to policyholders is thus taken as the gross premium income plus
premium supplements, minus the value of claims and any changes in actuarial provisions.
This is an approach frequently used in consumer price indices, including the UK CPI, and is
probably the most appropriate approach for an index designed for macroeconomic
purposes.

B

Treatment of insurance in HII

Turning next to the treatment of insurance in the proposed HII – we begin with the purpose
of paying for insurance, taking motor insurance as an example. The aim is to give
householders the opportunity to smooth out over the years the often high costs of repairing
7

With the possible exception of premiums paid in respect of endowment mortgages – see Chapter 4.
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or replacing cars after losses resulting from accidents or losses. Without insurance,
motorists would in most years benefit financially because of not having to pay premiums,
but when an accident happens they may have to spend very large sums in repairs or
replacements – sums which they may not have at their disposal. The pooling process offered
by insurance companies thus provides – at a price – the guarantee that a policyholder will
be able to pay for the potentially high costs after an accident without disturbing their
normal pattern of expenditure. The price is, in principle, the cost of the service provided by
the insurance company.
Nevertheless, the HII is designed to be an index which measures inflation as “experienced
and perceived by households”. Expenditure on insurance premiums is seen as an often
significant part of the household budget, and it is unlikely that the typical householder will
take the long-term view and assume that one day in the future he or she will need to make
a claim which will relieve them of the need to pay a possibly large sum in repairs. Indeed,
when claims are paid out, the householder does not directly benefit; the claim merely
relieves the policyholder from all or part of the burden of paying for repairs etc. He or she
must continue to pay the premiums even when a claim is paid – and indeed the premiums
may rise as a result of making the claim.
This “household-based” view leads inevitably to the conclusion that the HII should include
the full cost of insurance premiums, without making a deduction for the possibility of future
claims. This approach accords with the perception of householders, as required by a
household-based inflation index.
This approach of course contrasts markedly with that of a macroeconomic index such as CPI
or CPIH. It has an effect also on the classification of insurance premiums. Continuing with
the motor insurance example, an insurance company will typically pay for all or part of the
cost of the repair or replacement of a damaged vehicle, with possible other additional costs
such as the cost of towing to a garage and transport home for the passengers. In past years,
the claim proceeds were often paid to the claimant, who would then disburse them to the
repairers etc. Nowadays it is often the case that the insurance company settles the debts
direct with the repairers etc. In such cases, the payments from the insurance company are
treated as if they were paid on behalf of the claimant, and are recorded in the relevant
heading in the LCF survey, e.g. payments to a repair garage or to a new car dealer. These
payments are classified to the appropriate heading in the ECOICOP classification, such as
“maintenance and repairs of motor vehicles”. The “service charge” part of the premiums is
classified to the insurance sector.
The proposed treatment of insurance premiums in the HII would impact on this method of
classification. The most straightforward solution would be to allocate the whole of
insurance premiums to the ECOICOP insurance category, although this would overweight
the insurance category and underweight the repair and maintenance category. Given that
the greater part of insurance premiums is re-directed to the settlement of claims (e.g.
payments to repairers), it would perhaps be more realistic to allocate the value of gross
premiums to the relevant ECOICOP categories such as repairs and maintenance, new
vehicles etc. The appropriate aggregate data will almost certainly be available from
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insurance companies, and are likely to be more reliable than household expenditure data
from the Living Costs and Food Survey (LCF). It may be noted that ECOICOP does not
prescribe any particular method of allocation: the insurance category merely says
“Insurance”.

C

Weights and prices

So far this discussion has concerned only the weights for insurance. In the case of those
price indices such as the CPI which in principle need to measure the prices of service
charges, it is in practice virtually impossible in the monthly time frame of a CPI to do so. As a
proxy, therefore, the trends in gross (i.e. total) premiums are used instead of the trends in
service costs in the CPI. It is unsatisfactory, but it is widely accepted as a second-best
measure. For the HII, however, the situation can be simpler and more correct, since the
price of gross insurance premiums is exactly what is required in order to match the relevant
weights. We may call this the “gross/gross” approach, as compared with the “gross/net”
approach of the CPI.

D

Smoothing

The claims pattern of insurance companies can be erratic, and it can happen that in a
particular year, claims can exceed income. The result, for a macroeconomic index such as
the CPI, would be a negative weight for insurance services. This is clearly unsatisfactory; the
CPI addresses this problem, following international guidelines, by calculating the weights on
a three-year moving average. This would be unnecessary for the HII weights, since gross
premiums are always a large positive.
The example of motor insurance used in this paper can be extended to other types of nonlife insurance, such as (a) dwellings insurance (structure and/or contents) which may include
all-risks cover for items lost, stolen or damaged when outside the dwelling; (b) travel
insurance, covering forms of transport not included in standard motor policies; and (c)
medical insurance policies. The same principles as those discussed in relation to motor
insurance apply mutatis mutandis.
===========================================================================
April 2015
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Appendix

RPI/CPI User Group Statement (2014) on an Uprating or Household Budget Index
There is a clear need for a price index designed specifically to measure the increase in the
costs of a household budget for the UK as a whole. The index would seek to measure, over
both the long term and short term, how the cost of the appropriately weighted basket of
goods and services, public and private, bought or paid for by the typical household had
changed allowing for evolution in the contents of the basket due to product change and
shifts in typical purchasing patterns. It would be based primarily on actual household
expenditure at the time of payment. All items on which a household normally spends money
should be in scope, weighted according to their share of the household budget, unless there
are good and clear reasons to exclude them or to reduce their weight.
Among other criteria it should meet the requirement in the Social Security Administration
Act 1992 of measuring the “increase in the general level of prices” or any subsequent
replacement legislation. While the key need is for an index covering all UK households, the
index should be capable of being calculated for different population groups where needs
exist and resources permit.
The index would be designed with the following purposes in mind:






The uprating of pensions, benefits and other items, where there is a legal or
contractual requirement aimed at preserving the purchasing power of the individual
or household;
As an indicator in wage and other negotiations where the need to preserve the
purchasing power of the employee is typically a factor taken into account;
As a guide to uprating prices, elements of business contracts or other sums where it
is logical, desirable or legally required to link these to household budget costs;
In calculating the evolution of real incomes for households or individuals.
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