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Shelter is one of the key components of price data. Owners’ equivalent rent accounts for almost 25% of
the total consumer price index. Since this is the largest single component of the CPI , estimating it correctly is quite important. However, it is not possible to measure owners’ equivalent rent directly, because
there is no market. The only market is for property actually available for rent. Accordingly, statisticians
must impute changes in owners’ equivalent rent.
Over time, the method for estimating owners’ equivalent rent has changed. In the 80s and early 90s, BLS
had different surveys for measuring rents and for estimating the cost of renting owner occupied property.
In many parts of the country, there is very little property available for rent that is comparable to owner
occupied houses, so two samples were thought necessary. In 1997, BLS began developing a new housing
sample which replaced the old one in 1999. At that time, they dropped the owner sample and adopted the
current rental equivalence measure. They now use one rental sample and reweight it to impute an owners’
occupied rental equivalent estimate. There is no estimate of owners’ rent – only the change. There is also
no difference in the rate of change for high priced property vs. inexpensive property – the assumption is
all rents change at the same rate in any given geographic area. This change simplified data collection dramatically and reduced costs significantly.
Periodically it is useful to step back, view data over a long period of time and ask whether it seems to
make good sense. This is especially important when data must be imputed rather than measured directly.
When we do this, we conclude something is wrong. We believe the current methodology causes inflation
in owners’ equivalent rent to be underestimated.
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Chart 1 shows CPI data for rent of primary residence and owners’ equivalent rent starting at the
time the current methodology was introduced.
The noteworthy feature is rent for primary residences consistently increases as fast or faster
than owners’ equivalent rent over the entire period – almost 20 years. This overlaps two decades
when demand for rental property vs. owner occupied property was dramatically different.
From 1995 to 2005, the share of owner occupied
property increased steadily (about ½ percentage
point per year). Credit was made increasingly
available to people who had not had access in
the past, and many of those became first time
homeowners. During this period, the demand

for owner occupied property was very strong relative to demand for rental property. Everything changed
in 2005 when the housing market began to collapse. Homeownership began a decline which continued
for the next decade. Credit became unavailable for many potential home buyers and many avoided purchases, due to a new perception of the financial risk associated with ownership. During the past decade,
the demand for rental property has been very strong relative to owner occupied property.
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Of course, we would not expect rents and owners’ equivalent rents to rise at the same pace
most of the time. Over the past decade, when
rental demand has been stronger than demand for
owner occupied property, we expect rents to increase faster. But in a market where demand
conditions can change much more quickly than
supply, we expect to see at least some periods of
strong owner occupied demand accompanied by
more rapid owners’ equivalent rent. Before the
introduction of the current sample and estimating
procedure, owners’ rent did sometimes increase
faster than primary residence rents as shown in
Chart 2. It simply does not make sense for rents
to consistently increase faster than owners’
equivalent rent, regardless of market conditions.

It is also odd that the weight assigned to owners’ rent has increased during the past decade. During the
period when ownership was rising (1995 - 2005), the weight increased by about 4 percentage points,
which seems logical. There is no clear reason this weight would have increased further during the past
decade when the ownership rate, many house prices, and interest rates have all declined. If inflation in
owners’ equivalent rent has been understated, the increased weight magnifies that error. Since rent is an
actual market based measure, while owners’ equivalent rent is an imputed statistical estimate, we have
much greater confidence in the rental data. Had owners’ equivalent rent increased at the same rate as rent,
inflation measured by the CPI would have been 0.1 – 0.2 percentage points higher since the recession
ended.
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