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Inflation and inequality: How high inflation is affecting different Australian households

Australia is living through its worst inflationary episode since the late
1980s. High inflation can affect inequality, because not all types of
households are hit in the same way when prices are rising quickly.

First, different household types buy different goods and services, so
faster growth in some prices will hit the households that buy more of
those goods and services harder.

Second, different types of households have different capacity to
absorb the ‘shock’ of higher prices — including by reducing their
discretionary spending, eating into their savings, or drawing down
on their assets.

Third, and less directly, in periods of high inflation, nominal income
growth can differ across household types. This may reduce the
capacity of some to manage the shock.

Our analysis finds that recent high inflation has disproportionately
hit low-income households.

We find that the rates of effective inflation have been similar for
most household types through 2022 and 2023, because price rises
have been broad-based.

High growth in the prices of essentials such as food and energy
have disproportionately hit lower-income households. On the other
hand, high growth in the prices of some discretionary items, such as
holiday travel, have hit high-income earners harder.

Effective inflation has been higher for homeowners than renters,
because housing construction costs have been rising fast. However,
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given most homeowners have not purchased a newly constructed
dwelling recently, this overstates the impact on most homeowners.
Further, the squeeze on renters from recent high growth in
advertised rents will take time to flow through to the Consumer Price
Index.

But households differ in their capacity to absorb high inflation.

Lower-income households have less ‘fat’ in their spending, as do
low-wealth households, renters, and people on government
payments. This means less scope to reduce spending before
spending on essentials is squeezed.

Low-income households also have fewer savings and fewer liquid
assets, and so have less capacity to draw on their savings to
maintain their consumption when prices rise.

On the other hand, lower-income households have had faster
overall average income growth. But this is partly because some low-
income earners are working more hours.

Overall, high inflation has hit many low-income Australians
particularly hard. Indicators of financial distress are much higher
among low-income households than for others.

The disproportionate impact on the most vulnerable is another
reason for the Reserve Bank to shoot for low and stable inflation.
And it also suggests any government response to mitigate the
effects of high inflation should be targeted to the most vulnerable.

Finally, our work highlights the need for expenditure data to be
made available more quickly, so we can better understand any
distributional impacts of inflation.
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Australia is living through its worst inflationary episode since the late
1980s. But not every Australian is hit in the same way when prices
are rising quickly.

Inflation can affect different types of households differently because
households have different consumption ‘baskets’ — they buy
different goods and services. For example, faster growth in the
prices of essential items can disproportionately affect lower-income
households, because these items make up a larger percentage of
their spending.

Different households also have different capacity to absorb the
shock of higher prices — including by reducing their discretionary
spending, eating into their savings, or drawing down on their assets.

Understanding the differing effects of inflation across different
groups is important for appreciating the risks of higher inflation
contributing to greater inequality, and for considering the
appropriate policy responses.

From about mid-2021, as the Australian economy recovered from
the COVID pandemic, inflation rose rapidly, from 1.1 per centto a
peak of 7.8 per cent at the end of 2022 (Figure 1.1). The last time

1 The earliest references to the Reserve Bank of Australia adopting inflation
targeting were in August 1992: RBA (2023b).
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inflation was higher in Australia was in 1990, before the Reserve
Bank began targeting inflation.!

Figure 1.1: Australia is experiencing its highest inflation in more than
three decades
Annual consumer price inflation in Australia
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Source: ABS (2023a).

Supply problems have played a key role in keeping inflation high,
including pandemic-related disruptions to global supply chains, and
sharp increases to commodity and energy prices as a result of
Russia’s invasion of Ukraine.? The significant amount of fiscal and

2 Beckers, Hambur, and Williams (2023).
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monetary support provided by the government underpinned a strong
recovery in demand and put further pressure on prices.?

The upshot has been a big jump in the inflation rate for some goods
and services, compared to the two years before the pandemic
(Figure 1.2). The two most important groups of ‘essentials’ —
housing and food — have had particularly steep price rises.

Wages have not kept pace with inflation. Real wages have fallen by
3.5 percentage points per year on average since December 2021
(Figure 1.3). But declines in real income have been less
pronounced, because of increases in working hours, people
switching to higher-paid jobs or getting promotions, and firms
offering additional payments such as overtime or cost-of-living
bonuses.*

Nonetheless, as inflation has persisted, more households are
saying price rises are a very big problem for them (Figure 1.4).

High inflation can affect different households differently.

The first reason is that different households buy different goods and
services.

The typical measure of inflation — the consumer price index (CPI) —
is a summary of economy-wide inflation: specifically a weighted
average of inflation for specific products (the ‘basket’ of goods and
services) across Australia’s eight capital cities.

3 Lowe (2023b).
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Figure 1.2: Inflation in essential items have increased substantially

Annualised price changes in CPI groups
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Note: Numbers in parentheses are shares in the CPI ‘basket’ as at December 2022.

Sources: ABS (2022a and 2023a).

4 RBA (2023a), Chapter 4.
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Figure 1.3: Incomes have not kept pace with inflation Figure 1.4: Households are increasingly reporting price rises are a
Annualised changes in the consumer price index and wage price index problem for them
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Note: The wage price index measure used is the hourly rate of pay excluding bonuses.

Sources: ABS (2023a and 2023b). Source: Adapted from Biddle and Gray (2023), Figure 9.
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Effective inflation rates vary across household types according to
their baskets and the relative growth in prices of goods and
services.®

Previous Australian studies found that effective inflation was slightly
higher for lower-income households in the decade before COVID
(Box 1).

Second, different households have different amounts of ‘fat’ in their
spending. Households that buy a higher proportion of essentials and
lower-cost versions of goods have less opportunity to change their
consumption patterns without cutting into their spending on
essential items (‘the consumption buffer’).

Some studies have found that inflation has historically had bigger
impacts on low-income households (Box 1). These were done in the
pre-COVID era of low and stable inflation. Studies looking at the
current high inflation period are discussed in Section 1.3.

Third, the capacity to manage or absorb the impact of high inflation
will also differ across households. Low-income households have
less room to buffer sharp increases in their living costs by reducing
savings or drawing down on wealth. The same is true of younger
households (‘the savings buffer’).

Finally, and less directly, income increases in response to the
prevailing economic conditions might differ across household types.
If pay increases differ across households by socio-economic status

5 See the overviews in Jaravel (2021) and Brainard (2022).
See Brainard (2022).

7 Charalampakis et al (2022). This contrasts with their findings that in the low-
inflation environment pre-pandemic, there was almost no difference in the

]
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or age, the way inflation is felt by different groups may also differ
(‘income growth’).

Several international studies attempt to estimate the distributional
impacts of recent inflation.

Researchers at the European Central Bank find a large differential —
almost 2 percentage points — in the inflation rates experienced by
the highest and lowest quintiles of income earners, as the result of
higher energy and food prices through 2022.7

This was similar to findings of the World Bank that households in
Europe and Central Asia in the poorest decile of the consumption
distribution faced effective inflation 2.3 percentage points higher
than households in the top decile in 2022.8 This difference was
more than 5 percentage points in some countries.

However, research for the European Parliament drawing on data
through the first quarter of 2023 finds that this gap has almost
completely closed across the euro area as the impacts of the high
prices of energy and food have been increasingly accompanied by
fast-growing prices of luxury goods (restaurants and travel) and low
growth in rents (Figure 1.5). But a more pronounced differential
remains in some countries, such as Italy and Latvia.®

effective inflation rates between high- and low-income households (not
including rent and owner-occupied housing costs).

8 Lokshin et al (2023).
9 Gros and Shamsfakhr (2023).
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Two broad approaches have been used to study how inflation affects
different household types through differences in consumption patterns.
The first uses aggregated expenditure data from surveys with official
inflation measures, and the second uses granular data from
supermarket scanners. Studies using more granular data have
generally found bigger distributional effects, in part because consumers’
substitution behaviour may be missed in more aggregated data.°

Australian studies

The studies of inflation distribution in Australia to date have used
aggregated expenditure data.

Van Kints and Breunig (2021) study the effects of inflation across the
income distribution. They find that households in the lowest 20 per cent
of incomes experienced slightly higher effective inflation than those in
higher quintiles — a cumulative difference of 1.5 percentage points
between 2011 and 2018. This was due entirely to higher spending on
tobacco by low-income households, and large tobacco tax increases.

Yuen and Rozenbes (2022) used a similar approach, constructing both
CPI and Living Cost Index (LCI) inflation measures for low-paid
employee households. They found little difference between both types
of inflation experienced by those households and the overall CPI and
LCI in the four years to December 2021.

Jacobs et al (2014) constructed cost-of-living inflation measures for
different types of households from 2003 to 2013. They find a modestly
higher rate of inflation — 4 percentage points over a decade — for
households in the lowest 20 per cent of incomes compared to the
households in the highest 20 per cent.

International studies

Using Consumer Expenditure Survey data, Klick and Stockburger (2021)
find that for households in the US, the lowest income quartile experienced
an inflation rate around 0.3-t0-0.4 percentage points higher than those in
the highest income quartile between 2003 and 2019. They also find
evidence that higher-income households are more able to switch to
cheaper alternatives. By contrast, earlier studies — e.g. McGranahan and
Paulson (2006), and Hobijn and Lagakos (2005) — using similar US data
find little systematic difference in inflation experienced by different
household types.

Several more recent international studies have used scanner data to
compare the effects of inflation.

Argente and Lee (2020) show that inflation inequality increases after an
economic shock. Using US data for 2004 to 2016, they find that the
difference in inflation between the lowest and the highest income quartiles
widened four-fold in the five years after the Global Financial Crisis, and
only narrowed again in 2014, when the macroeconomy stabilised. They
find that the gap was driven by richer households having more leeway to
respond to higher prices, through product substitution and changes in
shopping behaviour.

Kaplan and Schulhofer-Wohl (2017) find that poorer households
experience higher retail inflation primarily because they pay more for the
same type of goods, rather than consuming a different broad mix of goods.
In contrast to the other papers, they find little evidence for a systematic
relationship between income and substitution into cheaper goods.

Jaravel (2019) finds that annual retail inflation for the bottom income
quintile in the US was 0.7 percentage points higher than the top quintile.
He also finds that as income inequality grows, the products high-income
households purchase expand quickly, so those products are subject to
more competitive pressures and therefore have lower prices. This could
explain half of inflation inequality in the US between 2004 and 2015.

10 For instance, Jaravel (2019) finds that when the consumption basket is aggregated from 256 categories to 22, measured inflation inequality falls by around 80 per cent.
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Figure 1.5: In Europe, effective inflation was initially higher for lower-
income households, but the differences have moderated
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Source: Gros and Shamsfakhr (2023), Figure 2.

The European Central Bank notes that high inflation also hits low-
income households the hardest because they have less room to

buffer these sharp increase in living costs: they save less and have
fewer liquid assets.!!

Researchers from the European Parliament point out that in the
large euro area countries, wages have increased more in low-wage
sectors, reducing income inequality.*?

11 Charalampakis et al (2022).
12 Gros and Shamsfakhr (2023).
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High inflation is generally considered a problem because it erodes
the value of savings, hurts household budgets, and makes it harder
for households and businesses to plan and invest.*®

But if inflation increases inequality — particularly if it
disproportionately hits the most vulnerable — then this may be an
additional reason to try to stamp it out swiftly.

Indeed, outgoing Reserve Bank Governor Philip Lowe has
frequently referred to the impact on income inequality to support the
Bank’s strong monetary policy response to high inflation.'*

Inflation that disproportionately affects low-income or other
vulnerable households may also mean that the government needs
to pay more attention to delivering targeted income supports or
cost-of-living relief to those groups.

Similarly, if indexation of government payments does not keep up
with effective inflation because the prices of essentials are rising
more quickly than other prices, then there may need to be extra
adjustments to payments to ensure the most vulnerable do not go
backwards in their standard of living.

In this paper we consider whether the current bout of inflation has a
different impact on different types of households. We focus on
differentials by household income, but also include some

13 Lowe (2023c).
14 For example, Lowe (2022a, 2022b, 2023a and 2023c).
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comparisons by households wealth, housing tenure, age, and
reliance on government pensions and allowances.

We examine the three main mechanisms by which inflation might
have differential impacts on low-income households: basket effects,
consumption buffers, and savings buffers. We also consider the
effects of differential income growth during the period.

In examining basket effects, we focus on CPI inflation. The CPI is
the measure the Reserve Bank uses in targeting inflation and is
widely used by other policy-makers to index government payments.
However, it differs in important conceptual ways to measures of cost
of living (see Box 2). We focus on the distribution effects of CPI
inflation rather than cost-of-living inflation, to allow for easier
comparisons across household types. This approach also allows us
to examine policy implications for payments indexation, which
currently uses the CPI.

Grattan Institute 2023
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Many people may understand ‘inflation’ to mean the extra Other differences include the potential for incomplete quality
amount they need to spend to maintain a specific standard of adjustment in the CPI, and the CPI covering price changes
living — that is, their ‘cost of living’. The CPI measures price only in the eight capital cities, which may not be a good proxy
increases in a slightly different way. for inflation in regional and remote areas.'’

The most important conceptual difference is that the CPI In practice, CPI inflation and alternative cost-of-living
measures price changes for a fixed basket of goods and measures tend to yield similar results over the long term but
services, so CPI inflation is a measure of ‘pure’ price changes in can diverge significantly in the short-run.8

the economy.*® In practice, if the price for a good a household
regularly buys increases sharply compared to other goods, that
household may choose to swap to another similar, but cheaper,
good. This means CPI inflation may overstate the true increase
in a household’s cost of living (‘substitution bias’).

In Australia, the largest practical difference between the two

concepts comes from the treatment of housing costs for owner- [
occupiers. Mortgage servicing costs — a significant part of the

cost of living for owner-occupiers — are excluded from the CPI.
Instead, the CPI measures the change measures the change in

the price of building a new dwelling, excluding the cost of land.®

15 Since late 2017, the ABS has updated its CPI basket every year to reflect people’s changing consumption patterns. But it uses chain-linking to ensure that CPI inflation
between two consecutive periods will still reflect pure price changes: see ABS (2019a).

16 This is because the CPI uses the ‘acquisitions method’ and measures prices at the point that items are acquired, rather than the point at which payments are made to
access the good or service (‘outlays method’, which is used by the ABS to calculate its Selected Living Cost Indexes). These methods yield similar results for most items
except for new dwellings, durable goods, and the use of credit. See ABS (2023d).

17 See Phillips and Joseph (2022) for modelled estimates of cost-of-living indices for each SA3.
18 Jacobs et al (2014), and Phillips and Joseph (2022).
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We find that most household types in Australia experienced similar
rates of effective inflation through 2022 and 2023. Importantly, we
find little difference between low- and high-income households. This
reflects the broad-based nature of the current episode of inflation.

The one exception is the larger impact of inflation to date on owner-
occupiers than on renters. But this reflects the fact that owner-
occupied housing is measured in the CPI based on construction
costs. Given very few owner-occupiers have purchased a newly
constructed home over the past 18 months, this method of
measurement overstates the effective inflation rate for most owner-
occupiers. The differences also reflect the lag in the impact of
higher rents, which will continue to bite into the living costs for
renters over the next year as existing rental contracts are
renegotiated.

Our finding of generally similar rates of effective inflation is
consistent with the ABS living cost indexes, which also show only
small differences across household types other than on housing
costs.

Low-income households tend to spend more of their money on
essentials, including food, housing, and utilities (Figure 2.1), and
less on so-called discretionary items, such as recreation and culture
(which includes holidays). They spend slightly less than other
households on clothing and footwear, and household furnishings.

Grattan Institute 2023

Figure 2.1: Spending patterns differ across household types
Percentage of spending on household ‘basket’ of goods and services, by
income quintiles, 2017

80% Essentials
Housing

70% Food & non-alcl
beverages

60% - Transport

. Health

50% . . Education

40% Discretionary
Recreation and

30% culture

20%

. Furnis

10%

0%

Lowest 2 3 4 Highest
Equivalised household disposable income quintile

Notes: Weights are constructed by mapping 2015-16 HES data to CPI categories, and price-
updating to the September 2017 quarter (see Appendix A for details); weights differ from
those of the published CPI because not all expenditure classes can be mapped. The lowest
equivalised household disposable income quintile excludes the first and second percentiles.
Sources: Grattan Institute analysis of ABS (2017a), Tables 3.3A and 4; ABS (2017b), Table 5;
ABS (2018a), Table 3; and ABS (2023), Table 7.

There are also important differences within categories: for instance,
despite spending a higher share of their incomes on food overall,
lower-income households spend less on meals out and takeaway
than higher-income households.

And despite similar shares of alcohol and tobacco spending across
high- and low-income groups, share of spending on tobacco is far

1
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higher for both low-income and low-wealth households, and share
of alcohol spending correspondingly lower.

Outside of housing and food, broadly similar patterns of spending
on essential items are evident across low-income and high-income
households and among those that receive a higher share of their
income from government allowances (see Figure 2.1).

Lower-wealth, lower-income households and those more reliant on
government support payments are more likely to be renters.
Similarly, younger households are disproportionately renters; they
also spend less on health and more on education than the oldest
households.

We find little overall difference in effective inflation rates across
high- and low-income households (Figure 2.2). We estimate that
annualised effective CPI since December 2021 has been 6.7 per
cent for the lowest-income households and 6.9 per cent for the
highest-income households (see Box 3 and Appendix A for an
explanation of our approach).

This reflects the fact that the current inflation episode has been
fairly broad-based. Inflation in food and housing has hit lower-
income households hard; high inflation in recreation and culture,
education, and transport has hit higher-income households more
(Figure 2.3).

The differences between those reliant on government pensions and

allowances and those who are not, and across age groups, are also
small (Figure 2.2).
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Figure 2.2: The starkest difference in effective inflation rates is
between owner-occupied and rental households
Annualised CPI inflation from December 2021 to June 2023

Equivalised Lowest quintile
disposable . .

o ) Highest quintile
household income

Lowest quintile

Highest quintile

Contribution of
govt pensions &
allowancesto gross 1-20%
household income >90%

<1%

Housing Owner with mortage
tenure Renter (private)

15-24

25-34
Age of household 35.44

reference person
45-54

55-64
65+

Total CPI
0% 2% 4% 6% 8%

Note: The lowest equivalised disposable household income quintile excludes the first and
second percentiles.

Sources: Grattan Institute analysis of ABS (2017a, 2017b, 2018a, 2018b, 2019b, 2020, 2021,
2022a, and 2023a).
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The clearest difference is between owner-occupiers and renters.
There are two big reasons for the difference.

First, the cost of building a new house has risen by 20 per cent
since December 2021, fuelled by material and labour shortages.®
This is a major component of the spending ‘basket’ of owner-
occupiers (Figure 2.4).

But while this looms large in the basket, it doesn’t necessarily reflect
the experience of inflation for most homeowners: less than 1 per
cent of homeowners each year purchase a newly constructed
dwelling.?®

Second, sharp rises in advertised rents take a while to flow through
to the CPI, because CPI rents are for the stock of all rentals (see
Appendix C for inflation rates in different CPI groups).?! But as more
existing rental contracts are repriced higher and CPI rental growth
‘catches up’, renters will bear a higher effective inflation burden.

The increase in the cost of new dwelling purchases also explains
the difference in effective inflation for high- and low-wealth
households, because high-wealth households have a lot more
exposure to owner-occupier housing (Figure 2.4).

An alternative measure that strips out housing costs?? shows very
little difference in effective inflation between homeowners and
renters (or between high wealth and low wealth households), with
effective inflation rates ranging from 6.1 to 6.4 per cent (Figure 2.5).

19 Calculated from ‘new dwelling purchase by owner-occupiers’ in ABS (2023a),
Table 7.

20 According to the 2019-20 Survey of Income and Housing, 2.5% of owner-
occupiers were living in a dwelling that was purchased in the last 3 years and
was new at the time. In addition, few Australians would pay the cost of building
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Figure 2.3: Food and housing costs consistently push inflation higher
for low-income households than for high-income households
Difference in contributions to annualised inflation between households in
the lowest and highest equivalised household income quintiles,

December 2021 to June 2023, percentage points

Contributes to lower inflation

12 Contributes to higher inflation
for low-income househalds

for low-income househalds

||
10 Communjcation
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8
° .
Housing
4 Transport
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Food & non- Net

alcoholicbeverages difference

0 LLLD
Furnishin gs, h old
equipment & services

-2

Notes: Index point contributions for each household type are approximated by multiplying the
2022 CPI expenditure class weights with our estimated index for each household type (see
Appendix A for details). The lowest quintile for equivalised disposable income excludes the
first and second percentiles.

Sources: Grattan Institute analysis of ABS (2017a, 2017b, 2018a, 2018b, 2019b, 2020, 2021,
2022a, and 2023a).

a new home upfront, which means that few would be directly affected by this
large price increase: Phillips (2022).

21 Hanmer and Marquardt (2023).

22 This excludes all housing components from baskets except utilities. The
difference in effective inflation rates is even smaller if we exclude only the ‘new
dwellings purchased by owner occupiers’ component.
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Figure 2.4: Spending on housing differs markedly between household

types
CPI basket weights as at September 2017

Equivalised
disposable
household income

Lowest quintile

Highest quintile
Rents New dwelling purchase
by owner-occupiers

Household net Lowest quintile

worth Highest quintile
Other Utilities
Contribution of hausing
govt pensions & <1% =
allowancesto 1.20%
gross .
household >90%
income
Housing Owner with mortage
tenure Renter (private)
15-24
25-34
Age of household 35-44
reference person 45.54
55-64
65+

0% 5% 10% 15% 20% 25% 30% 35%

Notes: Weights are constructed by mapping 2015-16 HES data to CPI categories, and price-
updating to the September 2017 quarter (see Appendix A for details); weights differ from
those of the published CPI because not all expenditure classes can be mapped. The lowest
equivalised household disposable income quintile excludes the first and second percentiles.
Sources: Grattan Institute analysis of ABS (2017a); ABS (2017b), Table 5; ABS (2018a),
Table 3; and ABS (2023), Table 7.

Figure 2.5: Excluding housing costs, differences in effective inflation
rates are minimal
Annualised CPI inflation from December 2021 to June 2023

Lowest guintile

Household
net worth
Highest quintile e
Including
housing
_ Owner with mortgage )
Housing
tenure

Renter (private)

0% 2% 4% 6% 8%

Note: The bars are effective inflation rates excluding rents, new dwelling purchased by owner-
occupiers, maintenance and repair of the dwelling, and property raters and charges; utilities
are included.

Sources: Grattan Institute analysis of ABS (2017a, 2017b, 2018a, 2018b, 2019b, 2020, 2021,
2022a, and 2023a).
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Much lower effective inflation rates for homeowners also aligns with
results from ANU researchers that inflation would have measured
much lower last year using an approach to modelling house costs
that is closer to the cost-of-living approach (Box 3).23

Another way to examine the effective impact of recent inflation on
different groups is through the ABS living costs indexes (LCIs).

The LCls compare the cost of living across several types of
households, instead of measuring pure price changes for a specific
basket of goods (see Box 2). The key difference from the CPI
basket comparisons above is the treatment of owner-occupied
housing. In the LCls, owner-occupied housing costs are included via
mortgage servicing costs, whereas in the CPI they are included via
the price of building a new dwelling (see Section 2.2 above).

Despite this difference, the living cost indexes tell a similar story to
our CPI analysis above: increases across household types have
been broadly similar because of the broad-based nature of the
current episode of inflation (Figure 2.6).

The biggest differences are again driven by housing costs:
employee households have experienced the strongest growth in
inflation because mortgage interest charges make up a higher
proportion of their expenditure. Mortgage interest charges almost
doubled in the year to June 2023.24

23 Phillips (2022).
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Figure 2.6: Living costs indexes are relatively consistent across
cohorts
Cost of living indexes, Dec 2019 = 100

115
Pensioners &
beneficiary
households
Other government

110 transfer households
Self-funded retiree
105 households
100 N
2020 2021 2022 2023 2024

Sources: ABS (2023a and 2023c).

24 ABS (2023c).



In this paper we use detailed average weekly expenditure data
published in the ABS 2015-16 Household Expenditure Survey
for various household types to form our ‘spending baskets’.

Following the method of van Kints and Breunig (2021), these
expenditure categories are mapped to CPI expenditure classes.

Our CPI weights for each household type are their ‘basket’ at
the time of the 2015-16 HES survey. Since 2018, the ABS has
re-weighted the CPI annually to ensure the basket is
representative of actual household spending. We assign the
same proportionate change for each expenditure class from the
ABS’s annual weights to each household type, and construct a
‘CPI’ for each household type and each set of weights. These
annual CPI series are then chain-linked into a single series for
each household type.

This approach of constructing household-specific CPls is limited
in at least two ways:

Grattan Institute 2023
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*  We implicitly assume that different types of households
consume the same mix of goods and services, and at the
same average price, within each expenditure class. If poorer
households consume more generic brands within an
expenditure class and if those prices rise at a different rate to
their branded counterparts, for example, it will not be captured
in our constructed CPIs.

*  We will miss any systematic difference in different household
types substituting their consumption within and across
expenditure classes, for instance into cheaper products.

These limitations mean that our analysis will probably understate
the extent of inflation inequality in Australia. But our estimates are
a lower bound for the dispersion of inflation experienced in the
most serious inflationary episode in Australia in more than three
decades. Until researchers have ready access to detailed
transaction-level data at the household level, or to more detailed
and timely expenditure survey data, these limitations are
unavoidable.

Details of our methodology, including adjustments and estimates
for missing and incomplete CPI categories, can be found in
Appendix A.
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Most household types in Australia experienced similar rates of
effective inflation through 2022 and 2023 — at least when measuring
differences attributable to the different spending ‘baskets’ of
different household types. But that does not mean that the sharp
rise in inflation has been felt equally.

Low-income households tend to have less ‘fat’ to trim before cutting
into their spending on essential items. They also save less, and
have fewer liquid assets.

On the flip side, low-income households have had slightly faster
overall income growth, which helps lessen the impact of the cost-of-
living crisis. However, indicators of financial distress are much
higher — and remain higher than pre-COVID levels — for low-income
earners.

No one likes reducing their spending, but it is far less painful to cut
back on discretionary items such as recreation, alcohol, and
household furnishings than to ration essentials such as food and
rent.

Lower-income households have fewer buffers. Among the bottom
one-fifth of income earners, over 70 per cent of spending is on
essential items, and 30 per cent on non-essentials. Non-essentials

25 For example, Zorbas et al (2020) find that low- and middle-income households
in New Zealand spend proportionately more on generic-branded foods and
beverages.
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are skewed towards tobacco which, given its addictive nature, is
likely to be one of the hardest ‘non-essentials’ to cut back on in the
short-term. Lower wealth households and those more reliant on
government payments similarly spend proportionately more on
essentials.

By contrast, essentials make up less than 65 per cent of higher
income earners’ baskets. And high-income earners spend much
more on recreation and culture, especially holiday travel and
accommodation.

These spending patterns mean better-resourced households have a
lot more room to adjust their spending without forgoing the
essentials when an inflation shock hits.

Lower-income households are also likely to have less scope for
substitution within their essential spending, because they already
tend to make more budget-conscious choices. For example, there is
some evidence that low-income households consume more private-
label groceries.?® This means they have less scope to substitute to
cheaper essentials to save money during periods of high inflation.

This substitution has been an important way that Australians have
responded to high prices, particularly in recent months (Figure 3.1).
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Households can also moderate the impacts of high inflation on their
consumption through reducing their savings or drawing down on
their assets.

Lower-income people tend to spend a larger share of their income
and therefore save less. Indeed, the bottom one-fifth of income
earners are already dis-savers on average, meaning they can only
maintain consumption in the face of high inflation by drawing down
more on their assets. Yet those with lower incomes also have
considerably less in liquid assets to draw on (Figure 3.2).

On the flip side of these forces that have squeezed the most
economically vulnerable households, households with the lowest
employment income have had bigger increases in their nominal
earnings than higher-income households.

The RBA’s analysis of administrative employment data suggests
that lower-income workers had stronger earnings growth than
higher-income workers in the year to the March quarter 2023
(Figure 3.3). This probably reflects the strong increase in the
minimum wage and the larger increase in hours worked for those on
lower incomes.?®

26 RBA (2023a), Chapter 4.
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This is consistent with historical experience that low unemployment
offers the largest benefits for those at the fringes of the labour
market, including younger and less educated workers.?’

Figure 3.1: Australians have been increasingly frugal in their
shopping as inflation persists
Food Frugality Index, September 2022 = 100
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Notes: Sample of 23,000 per monthly study wave. Global average is a 23-country average.
Source: Deloitte (2023), Figure 2.

27 Coates and Ballantyne (2022).
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Figure 3.2: Lower-income households have less savings and liquid
assets to draw on to cushion against high inflation
Average household saving and liquid assets by income quintile in 2021-22
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Note: The measures used are: gross saving as a share of gross disposable income; and
currency and deposits (‘liquid assets’).
Source: ABS (2022b), Table 3.11.

Figure 3.3: Employment income has been strongest among lower-
income workers
Growth in earnings by income quintile, year-ended March 2023
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Notes: Base wages are total hourly rates of pay, excluding bonuses and commissions;
quintiles constructed using hourly wage rates in the previous period. Employment income is
Single Touch Payroll employment income per worker for those with a 2019/20 tax return;
percentiles constructed using employment income in the current period; estimates are based
on the percentile at the mid-point of each group; administrative data on incomes are not
necessarily directly comparable to published aggregate estimates.

Source: RBA (2023a), Graph 4.29.
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While this paints a relatively benign picture for lower-income
workers, there is a large diversity of experiences within this group.
Those who have found a job or been able to significantly increase
their hours will have had a real improvement in their material living
standards, at the cost of less leisure time. On the other hand, those
who have remained in same job and maintained the same hours are
likely to have had a significant decline in their real incomes over the
past year.

For people on government payments, indexation of those payments
helps maintain real living standards over time. But because
payments are indexed only every six months, recipients are left
playing ‘catch up’ in a period of rapidly rising prices. This is
particularly difficult because the level of JobSeeker and related
payments is ‘seriously inadequate’ compared to any reasonable
benchmark of a basic standard of living.2®

Where has the recent bout of inflation left our most vulnerable
households?

Many of the lowest-income households reported difficult in getting
by as at August 2023. According to the August ANUpoll, more than
half of households in the bottom 20 per cent of income earners
reported finding it difficult or very difficult to cope on their present
levels of income (Figure 3.4). By contrast, only 13 per cent of the
highest income earners found it hard to cope.

28 Interim Economic Inclusion Advisory Committee (2023).
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Figure 3.4: More than half of households in the lowest quintile are
funding it difficult to get by on their present income
Level of financial stress by net household income quintile, August 2023
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Source: ANUpoll August 2023 in Biddle and Gray (2023), Figure 2.
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Our findings suggest the Reserve Bank is right to worry about the
impact of high inflation on inequality. There are many reasons the
Bank should act to tame high inflation, but the disproportionate
impact on the lowest-income households is an important one.

While effective inflation has been similar across households, more
vulnerable households remain more exposed to the fallout from high
inflation.

Our findings also suggests that any government interventions to
ease cost-of-living shocks should be targeted towards the most
vulnerable. While governments should refrain from additional
spending during periods of high inflation to avoid ‘adding fuel to the
fire’, targeted interventions to support low-income households may
be required to prevent those households from having to cut
essential spending.

The 2023 federal Budget ‘cost of living package’ included a number
of targeted components, including increases to JobSeeker and
related payments and rent assistance. These were welcome both as
an immediate cost-of-living support and a first step in addressing
the long-term structural deterioration in these payment levels.

The current inflationary episode does not suggest a need for more
tailored indexation of support payments, because the impact has
been broadly similar across different household types.

Finally, if we are concerned about the impact of inflation on
inequality, it would be helpful if better and more timely measures of
household spending could be available to researchers — for instance
estimates from supermarket scanner data, and credit and debit card
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transaction data. More generally, an update of the Household
Expenditure Survey, last conducted in 2015-16, is desperately
needed for this and for many other important distributional research
guestions.
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This appendix outlines the steps we took to estimate our group-
specific CPIs. These steps closely follow the approach used in van
Kints and Breunig (2021), with adjustments made for changes that
the ABS introduced in its current 17" series of the CPI.

In brief, our approach uses the latest available household
expenditure information — the 2015-16 Household Expenditure
Survey (HES), which also underpins the current series of the CPI —
to derive expenditure ‘baskets’ for different household types. We
map these expenditures to the most disaggregated CPI data
published (expenditure classes), and use these household-specific
baskets as weights to construct a CPI for that household type.

We use detailed expenditure data from ABS (2017a), published for
selected household types from a nationally representative sample,
as the basis for our baskets.

More than 800 detailed expenditure items from the HES must be
aggregated into 85 expenditure classes in the CPI.2° To do this, we

29 The remaining two of the 87 expenditure classes — ‘deposit and loan facilities
(direct charges)’ and ‘other financial services’ — are excluded because of data
availability (see discussion below).

30 ABS (2018a), Table 3.

31 Given that HES expenditure data were collected across the 2015-16 financial
year, we use a simple average across the four quarters of financial year as our
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use the ABS’s published correspondence between the detailed HES
expenditure and CPI expenditure classes.*°

Some HES items are split into multiple CPI expenditure classes
(‘one-to-many mappings’). For mappings denoted as having a ‘fixed
split’ in the ABS correspondence, we apportion the HES item
equally across matching CPI categories. For mappings with a
‘proportional prorate’, we used an additional set of ratios provided
by the ABS for apportionment. One-to-one and many-to-one
mappings are aggregated as they are. Missing and incomplete
mappings are discussed below.

We follow a similar process used to derive the 17" CPI series and
convert our baskets — in 2015-16 dollars — to September 2017
dollars. We use the ABS’s published expenditure class indices
(weighted average of eight capital cities) to do this.3!

We then use the ABS’s published CPI average expenditure data for
the September quarter of 2017 as a basis to scale items that are
missing or under-reported in the HES.*? We use the mapped basket
for all HES households for this scaling.®

base. See https://www.abs.gov.au/methodologies/household-expenditure-
survey-australia-summary-results-methodology/2015-16.

32 ABS (2017b), Table 5.

33 While we do not expect our HES-derived basket (from a nationally
representative sample) to be the same as the CPI basket (a weighted average
across eight capital cities), the baskets are close enough for this scaling
purpose.
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Alcohol and tobacco

Spending on alcohol and tobacco is under-reported in survey data,
including the HES.3* We address this by calculating a scaling factor
for each expenditure class within the group (spirits, wine, beer, and
tobacco) that would bring our HES all-household expenditure up to
the CPI average expenditure for those items. We then apply these
scaling factors to our mapped alcohol and tobacco spending for
every household group of interest.® This method implicitly assumes
that the extent of under-reporting is similar across different
household types — a necessary assumption given that we do not
have distributional information on under-reporting.

New dwelling purchase by owner-occupiers

While several items in the HES map to the ‘new dwelling purchased
by owner-occupiers’ CPI expenditure class, these items amount to
only about half of the average weekly for the expenditure class.

In its current CPI series, the ABS relies primarily on national
accounts data — rather than the HES - for this expenditure class.
Taking a similar approach is not possible for us given the lack of
distributional data for our household types of interest.

Instead, we estimate the basket weight for this expenditure class in
two steps. First, we calculate the shortfall between the HES-derived
expenditure for all households and the CPI basket. Second, we

distribute this shortfall across households in a way that is correlated
with how much each household is likely to have spent on their new

34 See van Kints and Breunig (2021).

35 For instance, the four HES items that map to the ‘tobacco’ CPI expenditure
class sum to $15.66 (in September 2017 dollars) for all households. The
weighted average of eight capital cities for the same expenditure class was
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dwelling. We do this by calculating a scaling factor between the
shortfall and the average weekly mortgage principal repayment for
all HES households, and applying it to each household type’s
mortgage principal repayments.

Insurance and financial services

Insurance is measured on a gross-premium-paid basis in the HES
and on a net-of-claims basis in the CPI.%® We estimate net-of-claims
insurance expenditure by calculating a scaling factor between all
HES households’ spending mapping to the insurance CPI
expenditure class, and the equivalent expenditure in the CPI. We
again apply this scaling factor to each household type of interest
from the HES.

We exclude the financial services sub-group from our analysis
because of the lack of data in the HES.

We construct a set of CPIs, one for each household type k and for
each link (see chain-linking section below), using the Lowe index

formula:®”
n t
t pi
P = <—0> Wik
=\

$41.51. We therefore apply a scaling factor of 41.51/15.66 = 2.65 to the
corresponding HES expenditures for each household type of interest.

36 ABS (2017c).
37 See van Kints and Breunig (2021), p. 8 for a detailed discussion.
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where p! is the price for expenditure class i € {1, ...,n} at time t, and
p} is the price in the base/reference period in the same link; w; ;. is
the basket weight derived from the spending of household type k on
expenditure class i. As an example, for the first link (September
2017 to September 2018), w; , would be calculated from the
average weekly expenditure from the 2015-16 HES, price-updated
to September 2017, while p? would be the price in September 2017.

The 2015-16 HES remains the best publicly available data of
sufficient detail and representativeness to investigate the
distribution of inflation. Keeping the basket constant across time,
however, would worsen the upward substitution bias in our
estimated inflation rates (see Box 2). But we do not have enough
information to re-weight the basket of each household type in line
with how those households actually changed their spending.

Starting in the current 17" CPI series, the ABS has re-weighted the
CPI annually based on national accounts data.®® We can limit
substitution bias by using these aggregate weight updates to
proportionately re-weight baskets across all households.

We do this by applying the annual proportional change in the weight
for each expenditure class to the equivalent expenditure class in our
mapped CPI baskets.*® While the implicit assumption that upper-
level substitution is the same across all household types may not be
realistic, our estimate should at least reduce the bias, while taking

38 ABS (2022a).

39 For instance, if the contribution from an expenditure class changed from 3.56
per cent to 3.42 per cent in the CPI, a factor of 3.42/3.56 = 0.96 would be
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into account the difference in consumption patterns across
household types.

We use our original HES basket weights and updated series — for
each year from 2017 to 2022 — to derive six CPI series for each
household group. These series are then chain-linked together using
analogous timing to the ABS CPI series, with each series used for
five quarters. For instance, the 2017 basket was used to compile
the index from the September quarter of 2017 to the September
quarter of 2018, and the 2018 basket was used from the September
guarter of 2018 to the September quarter of the 2019. The 2018
series was then chain-linked to the 2017 series by rebasing the
2018 series to the value of the index in the 2017 series in the
September quarter of 2018, and splicing in the 2018 series
thereafter.

For the annual difference in contributions charts in Appendix B
(Figures B.5 to B.9), we first calculate the contribution of each
expenditure class to the inflation index we constructed for each
household type. Because the year-ended contributions are from
September to September, the two time periods we are comparing lie
on the same link, with the same set of weights. That means we can
derive the contributions by rebasing the index to 100 for the
September quarter of the base year, and multiplying the basket
weight for each expenditure class and the index for that class.

applied to that expenditure class in our HES-derived baskets to get the new
basket.
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These expenditure class contributions are then summed by broader
CPI groups, and compared across household types.

For the ‘waterfall’ graphs showing contributions from December
2021 to June 2023, contributions are approximated by applying
2022 weights (which should only apply from September 2022) to the
index for each expenditure class.

The estimated inflation rates excluding housing (bars in Figure 2.5)
are calculated by removing rents, new dwelling purchased by
owner-occupiers, maintenance and repair of the dwelling, and
property rates and charges from the consumption basket; utilities
remain in the basket. Weights for each household type are
recalculated, and inflation rates estimated following the same
approach described in this appendix.

Grattan Institute 2023
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Appendix B: Drivers of difference in inflation
experienced by different households

Figure B.1: Housing costs push inflation higher for low-wealth
households

Difference in contributions to annualised inflation between households in
the lowest and highest net worth quintiles, December 2021 to June 2023,
percentage points
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Note: Index point contributions for each household type are approximated by multiplying the
2022 CPI expenditure class weights with our estimated index for each household type (see
Appendix A for details).

Sources: Grattan Institute analysis of ABS (2017a, 2017b, 2018a, 2018b, 2019b, 2020, 2021,
2022a, and 2023a).

Figure B.2: Food and housing costs push inflation higher for
households more reliant on government payments

Difference in contributions to annualised inflation between households for
whom government payments make up more than 90 per cent, compared
with less than 1 per cent, of gross household income, December 2021 to
June 2023, percentage points
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Note: Index point contributions for each household type are approximated by multiplying the
2022 CPI expenditure class weights with our estimated index for each household type (see
Appendix A for details).

Sources: Grattan Institute analysis of ABS (2017a, 2017b, 2018a, 2018b, 2019b, 2020, 2021,
2022a, and 2023a).
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Figure B.3: Housing costs are a major and consistent driver of higher
CPlinflation for renters, but the difference has shrunk recently
because of high construction costs for owner-occupiers

Difference in contributions to annualised inflation between private renter
and owner (with mortgage) households, December 2021 to June 2023,
percentage points
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Note: Index point contributions for each household type are approximated by multiplying the
2022 CPI expenditure class weights with our estimated index for each household type (see
Appendix A for details).

Sources: Grattan Institute analysis of ABS (2017a, 2017b, 2018a, 2018b, 2019b, 2020, 2021,
2022a, and 2023a).

Figure B.4: Health spending is a major source of inflation difference
between older and younger households

Difference in contributions to annualised inflation between households with
a reference person aged 55-64 and aged 15-24, December 2021 to June
2023, percentage points
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Note: Index point contributions for each household type are approximated by multiplying the
2022 CPI expenditure class weights with our estimated index for each household type (see
Appendix A for details).

Sources: Grattan Institute analysis of ABS (2017a, 2017b, 2018a, 2018b, 2019b, 2020, 2021,
2022a, and 2023a).
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Figure B.5: Costs for essentials consistently push inflation higher for
low-income relative to high-income households

Difference in contributions to inflation between households in the lowest
and highest equivalised household income quintiles, percentage points
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Notes: Differences in index point contributions are for the year ended September, and
annualised for 2023 (see Appendix A for details). The lowest quintile for equivalised
disposable income excludes the first and second percentiles.

Sources: Grattan Institute analysis of ABS (2017a, 2017b, 2018a, 2018b, 2019b, 2020, 2021,
2022a, and 2023a).

Figure B.6: Housing costs push inflation higher for low-wealth
households, but the difference has shrunk recently

Difference in contributions to inflation between households in the lowest
and highest net worth quintiles, percentage points
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Note: Differences in index point contributions are for the year ended September, and
annualised for 2023 (see Appendix A for details).

Sources: Grattan Institute analysis of ABS (2017a, 2017b, 2018a, 2018b, 2019b, 2020, 2021,
2022a, and 2023a).
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Figure B.7: Food and housing costs push inflation higher for those
more reliant on government payments

Difference in contributions to inflation between households for whom
government payments make up more than 90 per cent, compared with less
than 1 per cent, of gross household income, percentage points
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Note: Differences in index point contributions are for the year ended September, and
annualised for 2023 (see Appendix A for details).

Sources: Grattan Institute analysis of ABS (2017a, 2017b, 2018a, 2018b, 2019b, 2020, 2021,
2022a, and 2023a).

Figure B.8: Housing costs are a major and consistent driver of higher
inflation for renters, but the difference has shrunk recently because
of high construction costs for owner-occupiers

Difference in contributions to inflation between private renter and owner
(with mortgage) households, percentage points
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Note: Differences in index point contributions are for the year ended September, and
annualised for 2023 (see Appendix A for details).

Sources: Grattan Institute analysis of ABS (2017a, 2017b, 2018a, 2018b, 2019b, 2020, 2021,
2022a, and 2023a).
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Figure B.9: Health spending is a major and consistent source of
inflation difference between older and younger households
Difference in contributions to inflation between households with a
reference person aged 55-64 and aged 15-24, percentage points
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Note: Differences in index point contributions are for the year ended September, and
annualised for 2023 (see Appendix A for details).

Sources: Grattan Institute analysis of ABS (2017a, 2017b, 2018a, 2018b, 2019b, 2020, 2021,
2022a, and 2023a).
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Appendix C: Inflation across CPI sub-groups (December 2017 = 100)
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