Terms of reference of OECD project on the distribution of household incomes
2007/08 wave

The 2007/08 wave of the OECD income distribution questionnaire aims at collecting a basic set of indicators
for a year prior to the economic crisis. With regard to past waves, the questionnaire has been substantially
reduced and simplified, from the former nine to four tables. An additional table asks for information on annual
time series for two overall indicators (Gini coefficient of income distribution, relative income poverty rate) for
countries in which annual surveys permit regular reporting.

1. Definitions

The unit of observation of the survey is the household. A household is defined as a collection of
individuals who are sharing the same housing unit. All income distribution indicators refer to persons. That is,
in the distribution, each household is weighted by the number of individuals who belong to this household. For
instance, a household of four people has a weight equal to four; this is equivalent to considering a
distribution in which this household is represented by four individuals with the same level of income.

Individuals are ranked according with the value of the “adjusted” disposable income per equivalent
household member of the household to which they belong. For instance, if Y; denotes the total disposable
income of household i, the “adjusted” income of each member j of household i (Wj) is calculated as
following:

Y
[1] Wi =3

where S; is the number of members in household i and ¢ is the equivalence elasticity (see section 3
below).

The income components in tables 1, 2 and 4 should be reported on an annual basis and in nominal
prices (prices of the most recent year provided)'. The total household income (Y;) is defined as the total
disposable income; it includes wages and salaries, self-employment incomes, realised property incomes, cash
transfers from the general government less taxes and social security contributions paid by households.

2. Reference populations

For Tables 1 and 2, three separate panels refer to the entire population, to the population of
working age (18 to 65) and of retirement age (66 and over), respectively. Children (persons aged below 18)
should be included among the entire population. For each of the three panels, income estimates are ranked
separately; i.e. upper bound values should be specific to the three population groups, and each decile should
contain 10% of the respective reference population.

The income values already entered in the questionnaire for former years are given in constant prices of the
year corresponding to the “mid-2000s”.
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3. Equivalence scale

The equivalence elasticity (€) characterises the amount of scale economies that households can
achieve. An equivalence elasticity lower than unity implies the existence of economies of scale in household
needs: any additional household member needs a less than proportionate increase of the household income
in order to maintain a given level of welfare. Under this assumption, the sum (over j) of individual “adjusted”
incomes W;; will exceed the total household disposable income by the amount of scale economies.

All the tables specified in this request should be calculated using an equivalence elasticity of 0.5.
This means that all incomes are adjusted by the square root of the household size’.

4. Income sources

The following income sources are identified:

1) EH, the wage and salary income of the household head, excluding employers’ contributions to social
security, but including sick pay paid by governments.

2) ES, the wage and salary income of the household spouse, excluding employers’ contributions to social
security, but including sick pay paid by governments.

3) EO, the wage and salary income from other household members (excluding employers’ contributions to
social security, but including sick pay paid by governments.

4) K, capital income, including occupational pensions and all kinds of private transfers.

5) SE, self-employment incomes.

6) TR, social security transfers from public sources (including accident and disability benefits, old-age cash
benefits, unemployment benefits, maternity allowances, child and/or family allowances, all income-tested
and means-tested benefits)

7) TA, taxes and social security contributions paid directly by households.

To the possible extent, definitions used in calculating these income sources should be close to the
recommendations adopted by the “Canberra Group on household income statistics”, available at:
http://www.lisproject.org/links/canberra/finalreport.pdf.

Individual disposable income per equivalent household member can then be expressed as follows:
[2] V\/ij = EHij + ESij + EOij + Kij +SEij +TRij —TAij

In addition, we define the individual market income per equivalent household member as:
[3] M; =EH; + ES; + EO; + K;; + SE;

In both [2] and [3], all income components are expressed in terms of equivalent household
member. For instance, EH; is calculated by dividing the earning of the head by the number of household
member S; to the power of the equivalence elasticity (€) - just like in [1] - and then allocated to each
household member.

For instance, the income of a household with four persons would be divided by two.
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5. Treatment of negative income

General treatment. Once equivalent household member adjustments are done, using the
equivalence elasticity under consideration (see section 3), all individual components of market income (EH,
ES, EO, K, SE) showing negative values should be set to zero. For instance, any negative value of self-
employment income is set equal to zero.

Then, market and disposable incomes are calculated using formulas [2] and [3]. The ranking of
individuals is done on the basis of these new values of disposable income.

The mean of market income and disposable income are then computed (over all incomes e.g. zero
and positive incomes)

When computing the MLD, the log properties require strictly positive income values (see formula [4]
below).

Any values of disposable income W lower than 1 per cent of the mean disposable income is set
equal to 1 per cent of the mean disposable income. The “bottom coded” value of disposable income

per equivalent household member is denoted by Wi,-*. (see Table 1)

Any value of market income Mj; lower than 1 per cent of the mean market income is set equal to 1
per cent of the mean market income.

As a result, taking into account the adjustments described above, mean income has to be re-
calculated before computing the MLD.

6. Time coverage

Income distributions refer to a particular year. Trends of income distribution are analysed by
comparing static distributions at several points in time: mid-1980, around 1990, mid-1990, 2000, mid-2000
and the most recent year for which data exist (around 2007/08). It is to national experts to select specific
years, depending on data availability. The income-years chosen should be indicated in the Excel spreadsheet.

7. Aggregate trends in income distributions

Table 1 describes the evolution of income inequality over the last decades by using deciles values
and aggregate indicators of inequality. Individuals are ranked according with their household disposable
income per equivalent household member as described in equation [1], except for the indicator “Gini before
taxes and transfers” (Gini for market income), where individuals are ranked according with their market
income per equivalent household member, including cases with zero market incomes.

Separate panels refer to the entire population, to the population of working age (18 to 65) and of
retirement age (over 65). Individuals falling in each of the three population groups should be ranked
separately (i.e. working age persons in the first decile are those in the bottom 10% of the working age
population). For each reported year, the Excel Table has the following format.
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Table 1 : Evolution of income inequality through time.

Entire population

Working-age pop.

Retirement-age pop.

Total number of individuals
Total number of households

upper mean income
bound

value!”!

upper mean income
bound

value!!

Decile

upper mean income
bound
value!”!

el

10

Median income :

MLD"

SCV

Gini

Gini before taxes and transfers
Standard error Gini (post t&t)

(1) the upper bound value is the income value at the upper breaking point of the corresponding decile. Therefore, the
upper bound value of decile 1 corresponds to the income of the 10% up from the bottom individual (referred to as D1
value); that of decile 9, to the income of the 90% up from the bottom individual (referred to as the D9 value) and that
of decile 10, to the highest (possibly top coded) income value.

(2) MLD calculations are based on “bottom coded” values Wi,-* (see Section 5).

(3) shaded cells are empty.

e The MLD (Mean Log Deviation) index is calculated as :

[4] MLD =

> >ro i

n

- where log is the natural logarithm, p is the arithmetic mean of disposable incomes

Z3m

n

y7,

; and n is the total number of individuals.

e The SCV (Squared Coefficient of Variation) index is calculated as :

var(Wij )

(5] SCV =

R

2
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2
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e The Gini index is calculated as :
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- where household incomes per equivalent household members (W; = W) are ranked in ascending
order (suchas k=1, 2, ....n).

Standard errors of the Gini coefficient (post taxes and transfers) should be provided by using
"bootstrap" methods. A description of the method and programming are available on the LIS site
(www.lisproject.org/key-figures/stataprograms/statasterrgini.htm).

8. Income distribution by income sources

This section analyses the structure and composition of household disposable incomes across
deciles. The income sources considered are those specified in identity [2] above.

Table 2 indicates the distribution across deciles of the different income sources. Separate panels
refer to the entire population, to the population of working age and to that of retirement age. Individual
observations are ranked following ascending values of household disposable income per equivalent household
member (Wj), just as in Table 1. Each of the panels has the following format.

Table 2: Components of disposable income by decile

EH ES EO K SE TR TA EH+ES+ES+K+
SE+TR-TA
=disposable
income

dec. 1 As in table 1
dec. 2 As in table 1
dec. As in table 1
10

Total As in table 1

As an example, the shaded cells contain the income from public transfers received by
households/individuals of decile 1 and 2 (given that households/individuals are ranked by ascending values of
disposable income per equivalent household member). Taxes should be entered with a negative sign.
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9. Income poverty

This section identifies the proportion of individuals living in low-income households and the
characteristics of the household to which they belong to.

Poverty is defined using both a "relative" and an “absolute” definition:

e Relative poverty: the poverty threshold is expressed as a given percentage (40, 50 and 60%) of the current
median income in each year. Therefore, it changes (in real terms) over time.

e “Absolute” poverty: the (relative) poverty threshold remains constant (in real terms) over time. Differently
from previous version of this questionnaire, please keep constant (in real terms) the relative (50% of
median income) threshold of mid-1990s (even when data for the mid-1970s and mid-1980s are available).

Table 3 uses two indicators to characterise poverty:

e The headcount ratio: the number of individuals with disposable household income per equivalent member
lower or equal to the poverty threshold, as a percentage of the total number of individuals in the groups
considered.

e The poverty gap ratio (income gap expressed as % of the poverty threshold). It is calculated as the average
gap between the poverty threshold and the disposable income of poor expressed as a percentage of the
poverty threshold. Thus:

o) e

[7] mean poverty gap = = where p is the number of poor and H, the

mean income of the poor.
Z _ﬂp n
[8] median poverty gap =—= where p is the number of poor and /up * the median income of
z

the poor.

Standard errors of the headcount rate should be provided by using "bootstrap" methods. A
description of the method and programming are available on the LIS site
(www.lisproject.org/key-figures/stataprograms/statasterrpov.htm).

Table 3 gives an overview of the evolution of poverty (both absolute and relative), for the entire
population. For each year, the table is as follows:

The median poverty gap is defined as the extent by which, in equivalized income, the median poor person,
ranked by equivalized income, falls below the poverty line, as a percentage of that line. At least since the mid-
2000s, the poverty gap should also be calculated using the median income of the poor.
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Table 3: Evolution of “absolute” and relative poverty

Before taxes After taxes
and transfers and transfers
Relative poverty :

Poverty threshold = 60 per cent of the current median income
Headcount ratio

standard error of the headcount ratio
Mean poverty gap

Median poverty gap

Poverty threshold = 50 per cent of the current median income

Headcount ratio

standard error of the headcount ratio
Mean poverty gap

Median poverty gap

Poverty threshold = 40 per cent of the current median income
Headcount ratio

standard error of the headcount ratio
Mean poverty gap

Median poverty gap

“"Absolute” poverty

Poverty threshold = 50 per cent of the median income in the mid-1990s:
Headcount ratio

standard error of the headcount ratio
Mean poverty gap

Median poverty gap

In the first columns (“before taxes and transfers”), poverty indicators are based on market income
M (see identity [3]); individuals with market income lower or equal to half of the median disposable income
are counted as poor (i.e. the poverty threshold is the same as in Table 10). In the second column (“after taxes
and transfers”), poverty indicators are based on disposable income.

10. Income inequality and poverty for sub-groups of the population

The aim of this section is to analyse level and changes in the relative position of sub-groups of the
population on the income ladder; and how these sub-groups have contributed to the overall trends of income
inequality (see Table 7).

Table 4 gives a more detailed description of which kind of households are at risk of low incomes and
poverty. It gives details on 15 household types and 7 age groups (defined below). The following variables are
shown for these population sub-groups:

i)  their percentage share in the total population (first columns)

ii) their mean disposable income (in nominal prices of the most recent year provided) (second
columns)

iii) their poverty rate, before and after accounting for net transfers (taxes and transfers) (third and
fourth columns). The poverty threshold is set at 50% of the current median disposable income
of the entire population, and poverty is expressed in terms of the headcount ratio.
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Table 4 : Population shares, group mean disposable incomes and poverty rates, by household type

Poverty rates

Population shares Mean disposable Before taxes and After taxes and
(%) income transfers transfers
Working age head
Household structure and work attachment
1) WASANCWR
2) WASANCNW

10) WATACHNW
TOTAL [a]

Retirement age head
Household structure and work attachment
11) RASAWR

15) RATA2W
TOTAL [b]

Age of individuals
0-17y

above 75y
TOTAL

[a] Total, in percent of the entire population.
[b] Total, in percent of the entire population. [a] + [b] = 100%

Definition of household types:

Individuals are grouped in household categories depending first on the age of the household head (working
age head, i.e. 18-65; and retirement age, i.e. 66 and over); and second, within each of the two groups, according to the
number of adults in the family and to the number of household members in employment (work attachment).

WORKING AGE HEAD (WA) RETIREMENT AGE HEAD (RA)
By number of adults in the Single adults (SA); Two and more adults (TA) Single adults (SA); Two and more adults (TA)
household
By presence of children With children (CH); Without children (NC)
By work attachment of No worker (NW); Worker (WR) No worker (NW); Worker (WR)
household members One worker (1W); 2 and more workers (2W) One worker (1W); 2 and more workers (2W)

Households with a working-age head are cross-classified according to each of the criteria, thus resulting in 10 groups:

1) WASANCWR  working-age head, single adult, no children, working

2) WASANCNW  working-age head, single adult, no children, non working

3) WASACHWR  working-age head, single adults, with children, working

4) WASACHNW  working-age head, single adults, with children, non working

5) WATANC2W  working-age head, two or more adults, no children, two or more working
6) WATANC1IW  working-age head, two or more adults, no children, one working

7) WATANCNW  working-age head, two or more adults, no children, non working

8) WATACH2W  working-age head, two or more adults, children, two or more working

9) WATACHIW  working-age head, two or more adults, children, one worker

10) WATACHNW working-age head, two or more adults, children, no workers

Household with a retirement-age head are cross-classified by the number of adults in the household and by work
attachment of household members, resulting in 5 groups

11) RASAWR retirement-age head, single adult, one worker

12) RA SANW retirement-age head, single adult, no worker

13) RATA2W retirement-age head, two or more adults, two or more workers
14) RATAIW retirement-age head, two or more adults, one worker

15) RATANW retirement-age head, two or more adults, no worker
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An adult is any individual aged 18 and above. A worker (W) is an adult with a non-zero annual
earning or self-employment income. Therefore, for instance, an individual belongs to the WASACHNW group
if he/she belongs to a household with a working-age head, with a single adult in the household, with children,
and with no income from work.

Definition of age groups:

1) 0 to 17 years old.

2) 18 to 25 years old.
3) 26 to 40 years old.
4) 41 to 50 years old.
5) 51 to 65 years old.
6) 66 to 75 years old.
7) over 75 years old.

10. Annual time series (if available)

In some countries, the availability of annual surveys allows to trace time series of distribution and
poverty indicators. Table 5 asks for time series for two key indicators: the Gini coefficient of income
inequality and the relative income poverty rate, for the entire population and, if at all possible, the working-
age population. In some cases, such time series may only be available with a methodology slightly different to
the standard OECD methodology (e.g. use of national-defined equivalence scale). These differing
methodologies should be indicated. Further, likely breaks in series should be indicated.
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