Understanding Poverty
Measures and the Call
To Update Them

By Natalia Kolesnikova and Yang Liu

Poverty means different things in different
regions. The World Bank often defines
living on less than $2 per day per person as
the main poverty indicator in developing
countries.! The European Union considers
60 percent of the national median disposable
income after social transfers as the threshold
of being at risk for poverty.?

In the United States, individuals whose
family income is less than the official poverty
threshold are in poverty. The threshold itself
depends on the size of the family, as well as
the number of those in the family who are
under 18 or are at least 65. For example, in
2010 a family of two adults with two children
under 18 was living in poverty if its annual
income was below $22,113; a family of four
adults was living in poverty if its annual
income was below $22,491.

As the table shows, the poverty rate in the
United States rose to 15.3 percent in 2010, up
4 percentage points from a decade earlier.’

In the Eighth Federal Reserve District, which
is served by the Federal Reserve Bank of

St. Louis, all seven states and major metro-
politan areas saw a similar trend—the poverty
rate rose between 3.6 percentage points and
6.5 percentage points from 2000 to 2010. The
increase was even bigger for the population
under 18 years old.

Does the increase in the poverty rate mean
more Americans fall short of a desired stan-
dard of living? Or does the increase mean
more people lack the resources necessary
for basic needs? To be able to answer these
questions, we need a better understanding of
poverty threshold.

History of U.S. Poverty Gauges

The official U.S. poverty measures are based
on studies conducted by Social Security
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Administration economist Mollie Orshansky.
In the 1960s, Orshansky created a poverty
threshold using the cost of the Department of
Agriculture’s economical food plan. Orshan-
sky assumed that U.S. families spent a third
of their income on food and, thus, she used
three as the multiplier to obtain the poverty
threshold. It indicates the minimal monetary
income required to pay for basic needs. If

a family’s total pretax monetary income is
below the poverty threshold, then the fam-
ily has inadequate resources for day-to-day
necessities; every member in the family is
considered in poverty.

In 1969, the U.S. government adopted this
poverty threshold as the official statistical
definition of poverty. The poverty threshold
is used, for example, to estimate the num-
ber of Americans living in poverty. The U.S.
Department of Health and Human Services
uses a somewhat simplified version of
Orshansky’s poverty threshold as the official
poverty guidelines.* The poverty guidelines
are commonly used for government admin-
istrative purposes, such as determining the
eligibility for public assistance programs.

Limits of the Official Measures

For decades, the poverty measures have
been criticized for their limitations. Com-
plaints include that these measures are out-
dated, provide incomplete information and
are not location-specific.

In addition, the U.S. economy has changed
significantly since the 1960s, and the standard
of living has been substantially improved. Yet
the methodology behind the poverty threshold
has remained unchanged. The 1960s econom-
ical food plan was “designed for temporary
and emergency use when funds are low.”> The
nutrition offered by this plan no longer reflects

what is considered to be adequate nutrition for
Americans in the 2010s. As American families
spend a much smaller portion (about one-eighth)
of their income on food than they did 45 years
ago, Orshansky’s assumption and multiplier of
three used for calculating the poverty thresh-
old also have become outdated.

The fact that the poverty threshold does not
take into account other living costs and social
benefits also raises some concerns. Poor fami-
lies spend a substantial portion of income on
clothing, shelter, utilities and out-of-pocket
medical expenses. The official poverty
measures are likely underestimating the true
poverty level because they do not reflect such
costs. Consequently, many public assistance

Poverty Rates

Poverty Percent Poverty Percent
All Ages Under Age 18
2000-2010 2000-2010
change (in change (in
2010 percentage 2010 percentage
level points) level points)
United States ~ 15.3 4.0 21.6 5.4
Arkansas 187 3.7 273 55
IIlingis 138 38 194 48
Indiana 153 6.5 216 9.5
Kentucky 18.9 5.0 26.1 6.8
Mississippi 224 48 324 15
Missouri 15.3 47 21.0 6.2
Tennessee 178 52 259 81
Little Rock 150 36 214 47
Louisville 151 55 214 73
Memphis 192 5.2 276 1.7
St. Louis 13.2 37 18.0 4.7

SOURCE: U.S. Census Bureau, Small Area Income and Poverty Estimates
program.

NOTE: The estimates are based on the official U.S. poverty thresholds for 2000
and 2010.



programs use 125 percent, 150 percent or
even 200 percent of a poverty guideline as an
eligibility benchmark.

The poverty level of families with children
is further underestimated. One study found
that American families with two young chil-
dren need an income that is 150 percent to 350
percent of the official poverty level, depending
on location, to cover their basic needs.”

On the other hand, the government’s tax
programs and other noncash benefits increase
families’ disposable income; poverty mea-
sures should be adjusted to reflect the actual
resources that families have for basic needs.®

Finally, the official poverty threshold is
the same for the entire contiguous United
States. Thus, New York City has the same
poverty threshold as St. Louis, despite the
cost of living being much higher in New York
City than in St. Louis. This unified poverty
measure without geographic adjustment may
present a distorted picture of local poverty
levels.” Additionally, some argue that other
aspects, such as access to education and level
of health care, might need to be considered to
define poverty beyond income."

Attempts To Improve Poverty Measures

U.S. policymakers have long been aware
of these criticisms. Even though the current
official U.S. poverty threshold and poverty
guidelines are still based on 1960s’ construc-
tion, numerous attempts have been made to
come up with a better measure." In 1968, the
Poverty Level Review Committee decided to
adjust the poverty level by cost of living (using
the Consumer Price Index) but not by stan-
dard of living. In 1973, the Subcommittee on
Updating the Poverty Threshold recommended
decennial revisions of food plans and multipli-
ers, as well as of the definition of income used
for calculating the poverty threshold. Yet, no
changes in the poverty definition were made in
response to these recommendations.

In the 1980s, there was extensive debate
over whether to count government noncash
benefits, such as food stamps, as income.
Once again, no changes in the definition of
poverty were made. In the 1990s, Congress
commissioned the National Academy of
Sciences (NAS) to research possible revisions
to the poverty measurement. A final report,
“A New Approach To Developing Poverty
Measurement,” was published in 1995."

This report conducted a thorough analysis

of a new methodology to construct a poverty
threshold and to measure family resources.
The report recommended taking noncash
income, tax programs, housing status, work-
related expenses and out-of-pocket medical
expenses into account, but the report did not
propose any specific numbers for new poverty
guidelines or poverty thresholds.

Although the 1995 NAS report did not result
in immediate changes in the official measures, it
did become the foundation for creating several
alternative poverty measures in the following
decade. Beginning in the late 1990s, the Census
Bureau conducted a series of studies based on
recommendations of the 1995 NAS report. As
aresult, NAS-based annual poverty estimates
have been published by the Census Bureau since
1999. In 2008, the New York City government
officially adopted a new poverty measure based
on the 1995 NAS report to “devise effective
strategies for tackling poverty.”

Moreover, in 2011, the Census Bureau began
to publish the Supplemental Poverty Measure
(SPM)."* The SPM further improves the con-
cept of the poverty threshold and the defini-
tion of family resources. The SPM threshold
is based on the out-of-pocket spending on
food, clothing, shelter and utilities (FCSU).
The SPM uses the 33rd percentile of FCSU
expenditure distribution of families with two
children to reflect a typical American fam-
ily’s basic needs. The SPM threshold is then
calculated by adding another 20 percent to
this number to account for additional basic
needs; it is also adjusted for geographic dif-
ferences, family size and family composition.
SPM redefines family resources as all cash
income, plus in-kind benefits that families can
use to meet their FCSU needs, minus net tax
payments, work-related expenses and out-of-
pocket medical expenses.

As an ongoing research project, the SPM
will continue to be updated and improved. It
will probably not be used as an official pov-
erty measure or for program eligibility in the
near future. However, the SPM solves several
limitations in the official poverty measures.
It is a big step forward to better understand-
ing and accurately measuring poverty.

Natalia Kolesnikova is an economist and Yang Liu
is a senior research associate, both at the Federal
Reserve Bank of St. Louis. See http://research.
stlouisfed.org/econ/kolesnikova/ for more on
Kolesnikova’s work.
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