Office for
AN National Statistics

Statistical bulletin

Effects of taxes and benefits on UK
household income: financial year ending 2015

Analysis of how household incomes in the UK are affected by direct and indirect taxes
and benefits received in cash or kind, and the changing levels of income inequality over
time.

e@‘%, Contact: Release date: Next release:

o) E Jeena O’Neill 24 May 2016 To be announced
1Y/ hie@ons.gov.uk
+44 (0) 1633 456651

Table of contents

1. Main points

2. Stages of redistribution

3. Summary of the effects of taxes and benefits for all households

4. Households receiving more in benefits than paid in taxes

5. Longer-term trends in income inequality

6. The effects of taxes and benefits across the life cycle

7. Economic context

8. Background notes

Page 1 of 26


https://www.statisticsauthority.gov.uk/national-statistician/types-of-official-statistics/

1. Main points

In the financial year ending 2015 (2014/15), the average income of the richest fifth of UK households before taxes
and benefits was £83,800, 14 times greater than that of the poorest fifth who had an average income of £6,100
per year.

After taking into account taxes and benefits the ratio between the average incomes of the top and the bottom fifth
of households (£62,500 and £16,500 respectively) is reduced to 4 to 1.

The richest fifth of households paid £29,800 in taxes (direct and indirect) compared with £5,200 for the poorest
fifth.

In 2014/15, 50.8% of all households received more in benefits (including benefits in kind) than they paid in taxes,
equivalent to 13.6 million households. This continues the downward trend seen since 2010/11 (53.5%), but
remains above the proportion seen before the economic downturn.

On average, households whose head was between 25 and 64 paid more in taxes than they received in benefits
(including in-kind benefits) in 2014/15, whilst the reverse was true for those aged 65 and over.

Analysis on changes in median household disposable income and other related measures, which used to form
part of this report, were published earlier this year in “Household Disposable Income and Inequality, financial year
ending 2015”. This new bulletin was introduced in response to demand for more timely information on certain
headline indicators. The current report provides more in-depth analysis, focusing on the overall impact of the tax
and benefits system on household incomes for different groups.
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2 . Stages of redistribution

Figure 1: Stages in the redistribution of income
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This release looks at how taxes and benefits affect the distribution of income in the UK and breaks this process
into 5 stages. These are summarised in Figure 1 and below:
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1. Household members begin with income from employment, private pensions, investments and from other
non-government sources. This is referred to as “original income”.

2. Households then receive income from cash benefits. The sum of cash benefits and original income is
referred to as “gross income”.

3. Households then pay direct taxes. Gross income minus direct taxes is referred to as “disposable income”.

4. Indirect taxes are then paid via expenditure. Disposable income minus indirect taxes is referred to as “post-
tax income”.

5. Households finally receive a benefit from services (benefits in kind). Benefits in kind plus post-tax income is
referred to as “final income”.

3. Summary of the effects of taxes and benefits for all
households

The overall impact of taxes and benefits are that they lead to income being shared more equally between
households. In 2014/15, before taxes and benefits, the richest fifth (those in the top income quintile group) had an
average original income of £83,800 per year, compared with £6,100 for the poorest fifth — a ratio of 14 to 1
(Figure 2).

Figure 2: The effect of taxes and benefits on household income by quintile groups, ALL households,
financial year ending 2015, UK

Figure 2: The effect of taxes and benefits on household income
by quintile groups, ALL households, financial year ending 2015,
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After cash benefits and direct taxes, the richest fifth of households had average incomes that were around 5 and
a half times that of the poorest fifth (67,000 and £12,300 per year respectively).

After accounting for all taxes and benefits, including indirect taxes and benefits in kind, in 2014/15 the ratio of the
income of the richest fifth of the population to the poorest fifth (£62,500 and £16,500 per year respectively),
further reduced to less than 4 to 1.

These ratios are broadly similar to those in 2013/14, indicating that inequality of income has not changed
substantially between the 2 years, according to these measures.

Impact of cash benefits

In contrast to original income, the amount received from cash benefits such as tax credits, Housing Benefit and
Income Support tends to be higher for poorer households than for richer households. As a result, cash benefits
act to reduce income inequality. In 2014/15, the highest amount of cash benefits was received by households in
the second quintile group, £8,900 per year compared with £7,700 for households in the bottom group (Figure 3).
This is largely because more retired households are located in the second quintile group compared with the
bottom group and in this analysis the State Pension is classified as a cash benefit.

Figure 3: Summary of the effects of taxes and benefits by quintile groups, ALL households, financial year
ending 2015, UK
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Looking at individual cash benefits, in 2014/15, the average combined amount of contribution-based and income-
based Jobseeker’s Allowance (JSA) received by the bottom 2 quintile groups decreased compared with 2013/14 (
Effects of taxes and benefits dataset Table 2). This is largely due to fewer households receiving this benefit,
consistent with a fall in unemployment between these years, as well as the ongoing implementation of the

Universal Credit (UC) system which by April 2015 had been rolled out to 85,000 claimants?.
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Claimants of UC and JSA are subject to the Claimant Commitment which outlines specific actions that the
recipient must carry out in order to receive benefits. This may also have affected the number of households in
receipt of these benefits. JSA rates, along with other working age benefits, were increased by 1% in 2014/15,
below the CPI rate of inflation. The phasing out of Incapacity Benefit, Severe Disablement Allowance and Income
Support paid because of iliness or disability and transfer of recipients to Employment and Support Allowance
(ESA) has seen average amounts received from the former benefits fall in 2014/15, whilst average amounts
received from ESA have risen, reflecting the increased number of claimants. The roll-out of Personal

Independence Payment (PIP), which is replacing Disability Living Allowance (DLA) for adults aged under 652, also
continued in 2014/15.

There was a 20.3% decrease in the amount of Child Benefit received by the richest fifth of households, due to
fewer households in this part of the income distribution receiving this benefit. This is likely to be related to the
High Income Benefit Charge, which came into effect in January 2013. From this date, those on higher incomes
were liable to pay a charge equivalent to some or all of their child benefit entitlement, which may have resulted in
some households electing to stop getting Child Benefit (“opt out”) rather than pay the charge.

Impact of direct taxes

Direct taxes (Income Tax, employees’ National Insurance contributions and Council Tax or Northern Ireland
rates) also act to reduce inequality of income. Richer households pay both higher amounts of direct tax and a
higher proportion of their income in direct taxes.

In 2014/15, on average, households paid £7,700 per year in direct taxes, equivalent to 18.8% of their gross
income (Figure 4). The richest fifth of households paid, on average £19,800 per year, which corresponds to
22.8% of their gross income. The majority of this (16.3% of gross income) was paid in Income Tax. The average
tax bill for the poorest fifth of households, by contrast was £1,500 per year, which is equivalent to 11.0% of their
gross household income. Council Tax or Northern Ireland rates made up the largest proportion of direct taxes for
this group, accounting for half of all direct taxes paid by them, 5.5% of their gross income on average.

Page 6 of 26



Figure 4: Direct taxes as a percentage of gross income by quintile groups, ALL households, financial
year ending 2015, UK

Figure 4: Direct taxes as a percentage of gross income by
quintile groups, ALL households, financial year ending 2015, UK

Percentage
30
20
10 - - . . .
0
Bottom All households

@® IncomeTax @ Employees' NIC @ Council Tax and Northern Ireland rates

Source: Office for National Statistics

The poorest fifth of households had the largest annual percentage increase in the average amount paid in Income
Tax in 2014/15, increasing from £417 per year in 2013/14 (2014/15 prices) to £550 per year in 2014/15,
equivalent to an increase of 32%. However, the average amount paid as a proportion of their gross income was
largely unchanged (4.0% in 2014/15 compared with 3.2% in 2013/14). This reflects both an increase in
employment and an increase in the average amount received in wages and salaries in this part of the distribution,
which has masked the effect of the increase in the personal allowance (from £9,440 in 2013/14 to £10,000 in
2014/15).

Further analysis on the impact of cash benefits and direct taxes on disposable income can be found within the “
Household Disposable Income and Inequality, financial year ending 2015” publication.

Impact of indirect taxes

The amount of indirect tax (such as Value Added Tax (VAT) and duties on alcohol and fuel) each household pays
is determined by their expenditure rather than their income. The richest fifth of households paid just over 2 and a
half times as much in indirect taxes as the poorest fifth (£10,000 and £3,700 per year, respectively). This reflects
greater expenditure on goods and services subject to these taxes by higher income households. However,
although richer households pay more in indirect taxes than poorer ones, they pay less as a proportion of their
income (Figure 5). This means that indirect taxes increase inequality of income.
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In 2014/15, the richest fifth of households paid 15.0% of their disposable income in indirect taxes, while the
bottom fifth of households paid the equivalent of 29.7% of their disposable income. Across the board, VAT is the
largest component of indirect taxes. Again, the proportion of disposable income that is spent on VAT is highest for

the poorest fifth and lowest for the richest fifth.

Figure 5: Indirect taxes as a percentage of disposable income by quintile groups, ALL households,
financial year ending 2015, UK

Figure 5: Indirect taxes as a percentage of disposable income
by quintile groups, ALL households, financial year ending 2015,
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Figure 6: Indirect taxes as a percentage of expenditure by quintile groups, ALL households, financial
year ending 2015, UK

Figure 6: Indirect taxes as a percentage of expenditure by
quintile groups, ALL households, financial year ending 2015, UK
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Grouping households by their income is recognised as the standard approach to distributional analysis, as
income provides a good indication of households’ material living standards, but it is also useful to group
households according to their expenditure, particularly for examining indirect taxes, which are paid on
expenditure rather than income. Some households, particularly those at the lower end of the income distribution,
may have annual expenditure which exceeds their annual income. For these households, their expenditure is not
being funded entirely from income. During periods of low income, these households may maintain their standard
of living by funding their expenditure from savings or borrowing, thereby adjusting their lifetime consumption.

When expressed as a percentage of expenditureS, the proportion paid in indirect tax declines less sharply as
income rises (Figure 6) compared with the level of indirect taxes paid as a proportion of household disposable
income. The bottom fifth of households paid 20.1% of their expenditure in indirect taxes compared with 17.6% for
the top fifth. These figures are broadly unchanged from the previous year.

After indirect taxes, the richest fifth had post-tax household incomes that were 6 and a half times those of the
poorest fifth (£56,900 compared with £8,700 per year, respectively). This ratio is unchanged on 2013/14.
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Impact of benefits in kind

This publication also considers the effect on household income of certain benefits received in kind. Benefits in
kind are goods and services provided by the government to households that are either free at the time of use or

at subsidised prices, such as education and health services. These goods and services can be assigned a
monetary value based on the cost to the government which is then allocated as a benefit to individual

households. The poorest fifth of households received the equivalent of £7,800 per year from all benefits in kind,
compared with £5,500 received by the top fifth (Effects of taxes and benefits dataset Table 2). This is partly due to
households towards the bottom of the income distribution having, on average, a larger number of children in state
education.

Notes on Summary of the effects of taxes and benefits for all households

1. The number of people in the survey sample indicating they received Universal Credit (UC) was too small to
allow it to be represented separately in this analysis. UC has therefore been classified under ‘other cash
benefits’.

2. In England, Wales and Scotland.
3. Expenditure is calculated to be consistent with disposable income.

4. Throughout this release, 2014/15 refers to the financial year ending 2015 and similarly for other years in
this format.

4 . Households receiving more in benefits than paid in taxes

Overall, in 2014/15, 50.8% of all households received more in benefits (including in-kind benefits such as
education) than they paid in taxes (direct and indirect) (Figure 7). This equates to 13.6 million households. This
continues the downward trend seen since 2010/11 (53.5%) but remains above the proportions seen before the
economic downturn.

The trend seen for non-retired households mirrors that for all households, except that lower percentages of non-
retired households receive more in benefits than pay in taxes, 36.9% in 2014/15, down from a peak of 39.7% in
2010/11.

In contrast, in 2014/15, 88.7% of retired households received more in benefits than paid in taxes, reflecting the
classification of the State Pension as a cash benefit in this analysis. A retired household is defined as a
household where the income of retired household members accounts for the majority of the total household gross
income?. This figure is lower than its 2009/2010 peak of 92.4% but is broadly similar to the proportions seen
before the downturn.
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Figure 7: Percentage of households receiving more in benefits than paid in taxes, financial year ending
1997 to 2015, UK

Figure 7: Percentage of households receiving more in benefits
than paid in taxes, financial year ending 1997 to 2015, UK
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Notes:

1. Benefits include both cash benefits (such as the state pension housing benefit and tax credits) and benefits
in kind (such as education and the NHS). Taxes include both direct and indirect taxes.

2. Financial year ending 1997 is the earliest year presented in this chart as changes to the underlying source

data caused a break in this series at this point. Caution should therefore be taken in making comparison
with earlier years on this measure.

Notes on Households receiving more in benefits than paid in taxes
1. See background notes for definition of retired person.

2. Throughout this release, 2014/15 refers to the financial year ending 2015 and similarly for other years in
this format.

5. Longer-term trends in income inequality

There are a number of different ways in which inequality of household income can be presented and
summarised. Perhaps the most widely used measure internationally is the Gini coefficient. Gini coefficients can
vary between 0 and 100 and the lower the value, the more equally household income is distributed.
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The extent to which cash benefits, direct taxes and indirect taxes together work to affect income inequality can be
seen by comparing the Gini coefficients of original, gross, disposable and post-tax incomes (Effects of taxes and
benefits dataset Table 10). Cash benefits have the largest impact on reducing income inequality, in 2014/15
reducing the Gini coefficient from 50.0% for original income to 35.8% for gross income (Figure 8). Direct taxes act
to further reduce it, to 32.6% in 2014/15. However, indirect taxes have the opposite effect and in 2014/15 the Gini
for post-tax income was 36.4%, meaning that overall, taxes have a negligible effect on income inequality.

Figure 8: Impact of cash benefits and taxes on GINI coefficient, financial year ending 2015, UK
B0

50

40

30

20

10

U T T T T 1
Gini original Cashbenefits Directtaxes effect  Indirecttaxes Gini post-tax
income effect effect income

Source: Office for National Statistics

Analysis of Gini coefficients for all households over time (Figure 9) shows that the 1980s were characterised by a
large increase in inequality of income across all 4 measures of income, though the pattern of growth differed for
the different types of income, particularly during the second half of that decade. While inequality of original
income showed a general upward trend throughout the decade, inequality of gross, disposable and post-tax
income were relatively stable in the first half of the decade, before rising rapidly in the second half.
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Figure 9: Gini coefficients for different income measures, 1977 to financial year ending 2015, UK

Figure 9: Gini coefficients for different income measures, 1977
to financial year ending 2015, UK
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The figures for the 1990s show a different story. Inequality of original income remained fairly stable through most
of the decade. In contrast, during the first half of that decade, inequality of disposable income reduced slowly,
though not fully reversing the rise seen in the previous decade. In the late 1990s, disposable income inequality
rose slightly before falling once again in the early 2000s. There has been a very gradual decline in inequality of
disposable income on this measure since 2006/07 (34.7%) though in the last years it has remained broadly the
same. The Gini coefficient for disposable income in 2014/15 was 32.6%, compared with its 2013/14 value of
32.4%.

More detailed analysis of the impact of taxes and benefits on inequality, as well as an examination of inequality
over time using a range of other measures in addition to the Gini coefficient can be found in the article “The
Effects of Taxes and Benefits on Income Inequality, 1977 — 2014/15".

Incomes of retired households

Among retired households there is a higher degree of income inequality before taxes and benefits than for non-
retired households. This can be seen when considering what proportion of the income of all retired households is
received by the richest fifth. In 2014/15, the richest fifth of retired households received 55% of total original
income compared with 4% for the poorest fifth (Effects of taxes and benefits dataset Table 10). After the effects of
all taxes and benefits are taken into account, in 2014/15 the share of total post-tax income that the richest fifth of
retired households received had reduced to 38%, compared with 9% for the poorest fifth. These shares are
broadly similar to those for 2013/14 indicating that according to this measure, inequality of income of retired
households has remained broadly the same in the last year. In comparison, the richest fifth of non-retired
households received 46% of total original income of non-retired households, while after taxes and benefits this
had only reduced to 42% of post-tax income.
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In 2014/15, the Gini coefficient for original income was 58% for retired households, compared with 44% for non-
retired households. Taxes and benefits have a particularly significant redistributive effect on the income of retired
households, meaning that disposable income inequality is much lower for retired households than for non-retired
households. Cash benefits play by far the largest part in bringing about this reduction, due principally to the state
retirement pension. Retired households' Gini coefficient for disposable income was 26.8% in 2014/15, compared
with 33.2% for non-retired households. The corresponding coefficients for 2013/14 were 27.2% and 32.7%,

respectively.

Despite having lower inequality of disposable income amongst retired households, when considering the
population as a whole, retired households are much more likely to be towards the bottom of the income
distribution than at the top. In 2014/15, over half of all retired households (55.0%) were in the bottom two quintiles
and less than 10% were in the top (Figure 10). In contrast, 34.5% of non-retired households were in the bottom 2
quintile groups compared with almost a quarter (23.9%) in the top quintile.

Figure 10: Percentage of households in each quintile group by type of household, financial year ending
2015, UK

Figure 10: Percentage of households in each quintile group by
type of household, financial year ending 2015, UK
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In 2014/15, retired households across the income distribution were, on average, net beneficiaries from
redistribution through the tax and benefit system (Figure 11), with the greatest benefit derived by the middle fifth
of the income distribution.
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Figure 11: Summary of the effects of taxes and benefits by quintile groups, retired households, financial
year ending 2015, UK
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Cash benefits made up the largest proportion of benefits received, representing half (47%) of retired households’
total gross income on average, a proportion which is higher for poorer households and lower for richer
households (75% for the poorest fifth of retired households and 25% for the richest fifth). This is due in large part
to the State Pension which makes up just over four-fifths (80%) of total cash benefits on average. The poorest
fifth of retired households received on average £8,100 per year from cash benefits. This is lower than that for the
other quintile groups, which received, on average, between £11,100 and £12,700 per year. This reflects the
composition of the bottom quintile of retired households which includes retired people below state pension age,
many of whom own their homes outright, who therefore have low levels of income but support themselves in
other ways, for example through savings.

Benefits in kind are spread fairly evenly across the income range of retired households and in 2014/15 were
worth an average of £6,300 per year, per household. The benefit derived from the NHS was the largest
component of benefits in kind, making up 96.4% of the total on average. This is in comparison with £3,600
(50.0%) for non-retired households.

The extent to which retired households are major beneficiaries from redistribution through the tax and benefit
system can be further seen by comparing average incomes of the top and bottom fifths of retired households (
Effects of taxes and benefits dataset Table 6). Before taxes and benefits, the richest fifth of retired households
had an average total original income of £34,700 per year. This is over 12 times that of the poorest fifth (£2,800
per year). The richest fifth of retired households had an average disposable income of £39,900 per year in 2014
/15, over 4 times that of the poorest fifth (E9,700 per year). After all taxes and benefits, the ratio between the top
and bottom fifths was further reduced to around 3 to 1 (final incomes of £38,900 and £12,700 per year,
respectively), unchanged on the ratio for the 2 previous years.
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Incomes of non-retired households

Taxes and benefits also lead to income being shared more equally between non-retired households, though the
effect is smaller than for retired households. Before taxes and benefits, there is less inequality of non-retired
households' income than for retired households. After the process of redistribution, however, inequality of post-tax
income (as measured, for example, by the Gini coefficient) is greater than that for retired households. In 2014/15,
the Gini coefficient for post-tax income was 36.9% for non-retired households, compared with 31.0% for retired
households (Effects of taxes and benefits dataset Table 10). The equivalent Gini for non-retired households was
36.5% in 2013/14. This means that, according to post-tax income, inequality has remained broadly unchanged
over the last year for non-retired households.

Figure 12: Summary of the effects of taxes and benefits by quintile groups, non-retired households,
financial year ending 2015, UK
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In 2014/15, only the bottom two-fifths of non-retired households were net beneficiaries of the taxes and benefits
system (Figure 12). Across the income distribution, benefits in kind were the largest component of the benefits
received. The poorest fifth of non-retired households received one of the highest values from these benefits, on
average £8,700 per year in 2014/15.

97% of benefits in kind for all non-retired households were due to benefits arising from education and the National
Health Service (NHS), though the relative importance of each of these varied across the income distribution. For
the bottom two-fifths, education was the largest single benefit in kind, reflecting the composition of households in
this part of the distribution, which had the highest number of children per household on average (Effects of taxes
and benefits dataset Table 5). For the remaining three-fifths, the NHS contributed the most to the total benefits in
kind on average. Again, this reflects the composition of households at this end of the income distribution. A larger

percentage of households in these quintiles had a chief economic supporter® aged over 64.
Notes for Longer-term trends in income inequality
1. The chief economic supporter is the person in the household who contributes most to the household

income.

2. Throughout this release, 2014/15 refers to the financial year ending 2015 and similarly for other years in
this format.
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6 . The effects of taxes and benefits across the life cycle

The effects of taxes and benefits are felt differently by households in different age groups (Figure 13). On
average, in 2014/15 households with a household head aged between 25 and 64 paid more in taxes (direct and
indirect) than they received in benefits (including in-kind benefits), whilst the reverse was true for those aged 65
and over. Those with a household head in their early 40s on average paid the most in taxes (£19,800) but also
received the highest benefits of those below State Pension age (£15,000), due mainly to the benefit received from
state-provided education (£6,600).

For households with heads aged 65 and over, the State Pension/pension credit was the largest component of the
benefits received, followed by the benefit derived from the National Health Service, which becomes increasingly
important as age increases.

Those households with heads under the age of 25 were the other age group who, on average, received more in
benefits than they paid in taxes.

Figure 13: The effects of taxes and benefits by age of the head of the household, financial year ending
2015, UK
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The impact of taxes and benefits on redistributing income for households in different age groups can be seen
when comparing income at the different stages of redistribution for these households (Figures 14a for 2014/15
and 14b for 10 years earlier as a comparison). This shows that there is much less variation across different age
groups in either average disposable or final income, than there is in original income.
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Figure 14a: Household income by age of the head of household (2014/15 prices), UK

Figure 14a: Household income by age of the head of household
(2014/15 prices), UK
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Figure 14b: Household income by age of the head of household (2014/15 prices), UK

Figure 14b: Household income by age of the head of household
(2014/15 prices), UK
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In 2014/15, for households with heads aged 25 to 64, on average, their original income (before any taxes and
benefits) is higher than their disposable income. However, this picture changes for those with heads over the age
of 65, where average disposable income exceeds original income.

For most age groups, average final income is relatively close to disposable income. One exception is among
those households with heads between the ages of 50 and 64, where average final income is lower, reflecting in
part the lower in-kind education benefits received compared with younger households, due to a smaller proportion
of households with school age children. The other main exception is for those households with heads aged 75 or
above, for whom NHS services become increasingly valuable, increasing the average value of final income.

The pattern observed in the 2014/15 data is very similar to that seen in 2004/05. The main difference is that, in
2004/05, average original and disposable incomes were highest for households with heads aged 50 to 54, with
incomes starting to fall for older age groups. By contrast, in 2014/15, incomes remained at a similar level for
households with heads aged 55 to 59. This may be due in part to differences in the proportion of households with
heads aged 55 to 59 who are retired or otherwise not economically active.

Notes for The effects of taxes and benefits across the life cycle

1. Throughout this release, 2014/15 refers to the financial year ending 2015 and similarly for other years in
this format.
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7 . Economic context

In the financial year 2014/15, outcomes in the labour market are likely to have directly affected household
incomes. In the 3 months to March 2015, both the number of people in employment (31.1 million) and the
headline employment rate (73.5%) were at their highest levels since records began. The unemployment rate,
which fell by 1.0 percentage point in the year to Quarter 1 (Jan to Mar) 2014, fell by a further 1.3 percentage
points in the year to Quarter 1 (Jan to Mar) 2015 to reach 5.5%, while the experimental Claimant Count rate,
which fell 1.3 percentage points in the year to March 2014, fell further in the year to March 2015, by 1.0
percentage point to reach 2.3%. The proportion of those aged over 16 who were inactive was broadly unchanged
over this period. These series together point towards greater job security and therefore household confidence
during this period. This evidence also suggests developing labour market conditions boosted household incomes
over this period, by increasing the number of people in work.

Alongside this growth in employment, wages also began to show signs of recovery during this period. In the 3
months ending March 2015, annual wage growth was 2.3%, which was 1 percentage point higher than over the
same period of 2014. Wage growth was stronger in finance and business services (3.2%) and in wholesale,
retailing, hotels and restaurants (3.2%), and weaker in manufacturing (0.7%) over this period. Private sector pay
growth, at 2.8%, was also stronger than in the public sector (excluding financial services), where pay grew by
1.3%. All else being equal, this evidence of tightening in the labour market coupled with wage growth implies that
the amount paid in taxes per person increased in the financial year 2014/15 and the amount claimed in benefits
decreased.

Figure 15: Contributions to the growth of real regular pay: effect of Consumer Prices Index (CPI) inflation
and the growth of average regular weekly earnings, three - month on three - months a year ago, UK

Figure 15: Contributions to the growth of real regular pay: effect
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Stronger nominal wages have also raised the growth rate of real earnings as prices changed little on average
between 2013/14 and 2014/15 (Figure 15). Inflation, as measured by the Consumer Prices Index (CPI), was
0.0% in the year to March 2015, the lowest rate ever recorded and 1.6 percentage points lower than the previous
year. Over the period between Quarter 2 (Apr to June) 2014 and Quarter 1 (Jan to Mar) 2015, the household final
consumption expenditure measure of prices (the HHFCE implied deflator), which indicates the price changes that
households faced when purchasing a broader range of products, grew by 0.2%, a fall of 1.1 percentage points
compared with the same period in 2013/14.

The low inflation experienced during this period, combined with the recovery in nominal wages, led to a
resurgence in real wages and therefore purchasing power during the 2014/15 financial year. Annual regular pay
growth in real terms (3 month average) was negative between July 2008 and September 2014, became positive
in October 2014 and increased to 2.2% in March 2015, its highest rate since November 2007.

In broader terms, the UK economy continued to grow in the financial year 2014/15, continuing the recovery which
started in Quarter 3 (July to Sept) 2009. By the end of this period there had been 9 quarters of consecutive
increase in GDP. However, the growth rate of GDP eased from 2.2% in the financial year 2013/14, to 1.7% in
2014/15. By Quarter 1 (Jan to Mar) 2015, UK GDP was 5.0% above its pre-downturn peak in Quarter 1 (Jan to
Mar) 2008. GDP per head — which has recovered more slowly — was 0.3% below its pre-downturn peak by
Quarter 1 (Jan to Mar) 2015.

Figure 16: Real median equivalised household disposable income and real household disposable index
(RHDI) per head, excluding non-profit institutions serving households (NPISH), Quarter 1 (Jan to Mar)
2008 to Quarter 1 (Jan to Mar) 2015, UK, Index Quarter 1 2008=100
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In early 2015, both median household disposable income and RHDI per head were at similar levels to those seen
in early 2008. However, the paths of these measures have been notably different since early 2008. Median
household disposable income fell 6.1% between the financial year 2007/08 and 2012/13 before recovering
between 2012/13 and 2014/15. Figure 16 shows that changes in RHDI per head have been less pronounced; as
RHDI has remained within 3% of its Quarter 1 (Jan to Mar) 2008 level during this period.

The deviation in the paths of the 2 measures in 2009 is likely to be due to the impact of lower interest rates during
this period. While median household income includes gross interest receipts — which fell markedly during the
downturn — RHDI includes a net measure of interest received which offset the fall in interest receipts with the
reduction in interest paid by households. As a consequence, the net income measure in RHDI was more resilient
over this period. Since 2013, however, median household income has grown more strongly than RHDI per head —
likely reflecting the rising employment rate over this period, which in turn has increased median earnings per
household. While RHDI has also been affected by the higher employment rate, it has a much larger impact on a
median income measure, than on a measure of aggregate household income such as RHDI.

Notes for Economic context
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1. Throughout this release, 2014/15 refers to the financial year ending 2015 and similarly for other years in
this format.

8. Background notes

1. Today's analysis, along with the “Effects of taxes and benefits on household income: methodology and
coherence” article can be found on our website.

2. The Effects of taxes and benefits on household income (ETB) is one of our longest standing outputs,
having been produced each year since 1961. The analysis examines how taxes and benefits redistribute
income between various groups of households in the UK. It shows where different types of households and
individuals are in the income distribution and looks at the changing levels of income inequality over time.
Final estimates up to disposable income, which take into account the impact of cash benefits and indirect
taxes, were published in February 2016 in the Household Disposable Income and Inequality (HDII)
publication.

3. Historical tables, including data from 1977 onwards are also published today, along with an implied deflator
for the household sector, which can be applied to adjust for the effects of inflation. Differences in the
methods and concepts used mean that it is not possible to produce consistent tables for the years prior to
1977 and only relatively limited comparisons are possible for these early years.

4. How are these statistics produced? Summary of methodology

The estimates are based mainly on data derived from the Living Costs and Food Survey (LCF). The LCF is
a voluntary annual sample survey of the expenditure and income of around 5,000 private households. It
excludes people living in hotels, lodging houses, and in institutions such as old peoples' homes and
student accommodation. Each person in the survey aged 16 and over is required to keep diary records of
daily expenditure for 2 weeks, which is supplemented by information collected through a questionnaire.
Children aged 7 to 15 keep a simplified diary. All respondents are also required to give detailed information
about income (including cash benefits received from the state) and payments of Income Tax. Information
on age, occupation, education received, family composition and housing tenure is also obtained.
Households in the LCF are assigned different initial weights. The non-response weights are calibrated so
that weighted totals match population totals for males and females in different age groups and for different
regions and countries. For ETB an additional calibration stage has been included from 2013/14 to calibrate
to LFS employment totals. This step was introduced to reduce the impact of volatility in the number of
people with a wage in the sample on estimates of growth, for example, growth in mean household wage
and income.

5. The basic unit of analysis used for ETB is the household. Since financial year ending 1997, the LCF data
have been grossed so that totals reflect the total population of private households in the UK.

6. The starting point of the analysis is original income. This is the annualised income in cash of all members
of the household before the deduction of taxes or the addition of any state benefits. It includes income from
employment, private pensions, investments and other non-government sources. The next stage of the
analysis is to add cash benefits and tax credits to original income to obtain gross income. Income Tax,
Council Tax and Northern Ireland rates, and employees' and self-employed National Insurance
contributions are then deducted to give disposable income. The next step is to deduct indirect taxes (such
as Value Added Tax (VAT)) to give post-tax income. Finally, the analysis adds benefits which are provided
“in kind” to households by government for which there is a reasonable basis for allocation to households, to
obtain final income. These “in kind” benefits include the provision of education, health services and
subsidised travel and housing.

7. ETB uses a number of administrative sources to improve the quality of estimates, particularly to estimate
income and benefits in kind. A full list of the administrative data used is available on our Statement of
Administrative Sources.

8. The households are ranked by their equivalised disposable income, which the analysis uses as a proxy for
material living standards. Equivalisation is a process that adjusts households' incomes to take account of
their size and composition, to recognise that this affects the demand on resources. For more information
see the glossary below.
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9.

10.

11.

12.

13.

More detailed information on the methodology is presented in the accompanying Methodology and
Coherence report. Additionally, a Quality and Methodology Information document for these statistics is
available on our website.

Glossary

Equivalisation: Income quintile groups are based on a ranking of households by equivalised disposable
income. Equivalisation is the process of accounting for the fact that households with many members are
likely to need a higher income to achieve the same standard of living as households with fewer members.
Equivalisation takes into account the number of people living in the household and their ages,
acknowledging that whilst a household with 2 people in it will need more money to sustain the same living
standards as one with a single person, the 2 person household is unlikely to need double the income.

Equivalence value:

1* adult + 2" adult + 2 children =
067+033+04=14

Equivalence value:
1* adult + 2" adult =
0.67+0.33 =1

Income before £21,000 £21,000
equivalisation

Income after

equivalisation £21,000 £15,000

Source: Office for National Statistics

This analysis uses the modified-OECD equivalisation scale.

Gini coefficients: The most widely used summary measure of inequality in the distribution of household
income is the Gini coefficient. The lower the value of the Gini coefficient, the more equally household
income is distributed. A Gini coefficient of O would indicate perfect equality where every member of the
population has exactly the same income, whilst a Gini coefficient of 100 would indicate that one person
would have all the income.

Household income: This analysis uses several different measures of household income. Original income
(before taxes and benefits) includes income from wages and salaries, self-employment, private pensions
and investments. Gross income includes all original income plus cash benefits provided by the state.
Disposable income is that which is available for consumption, and is equal to gross income less direct
taxes. Post-tax income is calculated by estimating the payment of indirect taxes, and deducting these from
disposable income. Final income is calculated as post-tax income plus benefits in kind received from the
state.

Gross domestic product (GDP) per person: GDP per person is often used as a measure of a country’s
standard of living, with higher GDP per person indicating higher living standards. GDP per person,
however, was not designed as a measure of individual or national well-being. GDP per person measures
total production, income or expenditure in an economy divided by the number of people in the population.

An alternative to GDP per person is to look at the economic position of households. This bulletin looks at
the 2 main measures of average household income, the mean and the median.
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14. Income quintiles: Households are grouped into quintiles (or fifths) based on their equivalised disposable
income. The richest quintile is the 20% of households with the highest equivalised disposable income.
Similarly, the poorest quintile is the 20% of households with the lowest equivalised disposable income.

Equivalised Disposable Income ->
£
l | ] | | |
] ] | ] | |
Poorest20% Richest20%

Source: Office for National Statistics

15. Median household income: The median household income is the income of what would be the middle
household, if all households in the UK were sorted in a list from poorest to richest. As it represents the
middle of the income distribution, the median household income provides a good indication of the standard
of living of the "typical" household in terms of income.

MEDIAN

Poorest I Richest

Income

Source: Office for National Statistics

16. Mean household income: The mean household income is the total income of households divided by the
number of households. A limitation of using the mean for comparing between groups or over time is that it
can be influenced by just a few households with very high incomes and therefore does not necessarily
reflect the standard of living of the “typical” household.

17. Retired persons and households: A retired person is defined as anyone who describes themselves (in the
Living Costs and Food Survey) as “retired” or anyone over minimum State Pension age describing
themselves as “unoccupied” or “sick or injured but not intending to seek work”. A retired household is
defined as one where the combined income of retired members amounts to at least half the total gross
income of the household.

18. Household head: In this analysis the household head refers to the household reference person (HRP).
From 2001/02 the concept of household reference person (HRP) was adopted on all governments
sponsored surveys in place of head of household. The household reference person is the householder who:

® owns the household accommodation, or

® is legally responsible for the rent of the accommodation, or
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19.

20.

21.

22.

23.

24.

25.

26.

® has the household accommodation as an emolument or perquisite, or

® has the household accommodation by virtue of some relationship to the owner who is not a member
of the household

® f there are joint householders the household reference person will be the one with the higher
income; if the income is the same, then the eldest householder is taken

Users and uses of these statistics

The Effects of taxes and benefits on household income (ETB) statistics are of particular interest to HM
Treasury (HMT), HM Revenue and Customs (HMRC) and the Department for Work and Pensions (DWP) in
determining policies on taxation and benefits. Analyses by HMT based on this series, as well as the
underlying LCF dataset, are published alongside the budget and autumn statement. A dataset, based on
that used to produce these statistics, is used by HMT in conjunction with the Family Resources Survey
(FRS) in their Intra-Governmental Tax and Benefit Microsimulation Model (IGOTM). This is used to model
possible tax and benefit changes before policy changes are decided and announced.

In addition to policy uses in government, the ETB statistics are frequently used and referenced in research
work by academia, think tanks and articles in the media. These pieces often examine the impact of
government policy, or are used to advance public understanding of tax and benefit matters. The data used
to produce this release is made available to other researchers via the UK Data Service.

These statistics play an important role in providing an insight to the public on how material living standards
and the distributional impact of government policy on taxes and benefits have changed over time for
different groups of households. This new release was developed in response to strong user demand for
more timely data on some of the main indicators and trends previously published in the Effects of taxes
and benefits on household income statistical bulletin and associated ad hoc releases.

The 2009 report by the Commission on the Measurement of Economic Performance and Social Progress
by Stiglitz, Sen and Fitoussi identified income distribution, in addition to measures of average income, as
an important factor in the measurement of economic well-being, giving a more complete picture of the
standards of living experienced by individuals. Two measures reported in this bulletin, real median
household disposable income, and the ratio of the share of the disposable incomes of the top and bottom
income quintiles (S80/20 ratio) are therefore included as indicators in our guarterly economic well-being
release.

The characteristics of the ETB data also mean that they are also the best source for any analysis of
household income that includes a breakdown by source or individual taxes or benefits.

Another important feature of these data is the long time series, with consistent data going back to 1977.
This allows analysis of long-term changes in inequality and the redistributive nature of taxes and benefits.

As ETB data come from the LCF survey, which is the primary source of household expenditure data in the
UK, it is also possible to use this data to carry out joint analysis of income and expenditure, something that
is strongly recommended by OECD (2013) and many others for better understanding people’s economic
well-being in terms of their material living standards. The statistics contained within this release are of
particular interest to HM Treasury (HMT), HM Revenue and Customs (HMRC) and the Department for
Work and Pensions (DWP) in determining policies on taxation and benefits. Analyses by HMT based on
this series, as well as the underlying LCF dataset, are published alongside the budget and autumn
statement. A dataset, based on that used to produce these statistics, is the main source used by HMT in
their Intra-Governmental Tax and Benefit Microsimulation Model (IGOTM). This is used to model possible
tax and benefit changes before policy changes are decided and announced.

Accuracy

Sampling and non-sampling error

As the LCF is a sample survey, the estimates produced from it will be subject to sampling error. Surveys
gather information from a sample rather than from the whole population. The sample is designed carefully
to allow for this and to be as accurate as possible given practical limitations such as cost constraints, but
results from sample surveys are always estimates, not precise figures. This means that they are subject to
a margin of error which can have an impact on how changes in the numbers should be interpreted,
especially in the short-term. Year on year changes in the estimates reported in this bulletin may not be
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30.
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32.

33.

34.

35.

greater than the margin of error. In practice, this means that small, short-term movements in estimates
should be treated as indicative, and considered alongside medium and long-term patterns in the series in
order to give a fuller picture.

A 95% confidence interval is a range within which the true population would fall for 95% of the times the
sample survey was repeated. It is a standard way of expressing the statistical accuracy of a survey-based
estimate. If an estimate has a high error level, the corresponding confidence interval will be very wide.
Estimates of the confidence intervals are provided in the dataset, along with estimates of the coefficients of
variation (CV).

As well as sampling error, all statistics are also subject to non-sampling error. Non-sampling error includes
all sources of data error that are not a result of the way the sample is selected. There are a wide number of
different types of potential non-sampling error, including coverage error, non-response and measurement
error. These are discussed in more detail in the “Effects of taxes and benefits on household income:
methodology and coherence report”.

Related statistics and analysis

Further analysis of these statistics is planned for this year, including a number of short articles analysing
particular groups or components of income in more detail.

Over the last year, our outputs based on these data have included:

Household Disposable Income and Inequality, financial year ending 2015

The Effect of Taxes and Benefits on Income Inequality: 1977 to financial year ending 2015
Nowcasting Household Income in the UK: Financial year ending 2015

The Effect of Taxes and Benefits on Household Income explorable datasets

Statistics from this release, including median equivalised disposable income and the S80/20 ratio are also
included in our quarterly economic well-being release. The next publication of this release is 30 June 2016.

The Department for Work and Pensions (DWP) publishes analysis each year on household income in their
publication Households Below Average Income (HBAI). This release is based on data from the Family
Resources Survey (FRS) and focuses on the lower part of the income distribution. The latest edition of this
publication, including data for 2013/14, was released 25 June 2015.

HBAI has a different focus from ETB, which is primarily focused on the redistribution of income through
taxes and benefits across the income distribution. However, in order for both publications to be able to
present a coherent narrative, some comparable statistics are presented in both bulletins, including median
and Gini coefficient for equivalised disposable (net) income. Due to HBAI being based on a different
survey, along with some methodological differences, HBAI and ETB estimates for these figures can differ
slightly from each other.

However, historical trends are broadly similar across the 2 sources.

A GSS Guide to Earnings and Income Data Sources , providing a detailed comparison of these and other
sources is available on our website.

This release adds to the evidence base amassed as part of the ONS Measuring National Well-being
programme. The programme aims to produce accepted and trusted measures of the well-being of the
nation - how the UK as a whole is doing.

Measuring National Well-being is about looking at “GDP and beyond”. It includes headline indicators in
areas such as health, relationships, job satisfaction, economic security, education, environmental
conditions and measures of “personal well-being” (individuals' assessment of their own well-being).

Find out more on the Measuring National Well-being website pages.

Details of the policy governing the release of new data are available by visiting the UK Statistics Authority
website.
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