Equity in the distribution of income




One of the biggest criticisms of )
the the free market is that the end Wf&m B WE”.I
result can be significant income T o
inequality and poverty.

Many people believe these
inequalities income are unfair as
people with low incomes may
experience low living standards.
Some argue this is an example of
labour market failure




What is income?

Income is derived from the IT S "ni ’ EW" . |

factors of production.
Land - rent

Labour - wages
Capital - interes

Enterprise - profit
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Therefore unequal ownership of the factors of production can result in an
inequitable in the distribution of income




market. R
What would that look like? ! i
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Absolute Poverty vs Relative Poverty

A common argument is that huge income inequalities are
unfair. People with low incomes experience relatively low
living standards and fewer opportunities than people with
high incomes. They may live in absolute or relative
poverty.

Absolute poverty - incomes below a certain threshold to
able to access the most basic, life sustaining goods and =
services. In which parts of the world do we often see : ﬁ”'n—[m =
absolute poverty? T T Wl "'“

Relative poverty - incomes and therefore living standards
a below an a given average or median in society



Equality vs Equity

What would be the
difference between
equality in the
distribution on

Income and equity
In the distribution
of income?




Equity - a fair distribution of income. Workers are paid an equitable amount for
their labour depending on their job. Is it equitable that someone earning $500,000
per year pays the same income taxes as somebody earning $50,000 per year?

Equality - an equal distribution of income regardless of the skill level required for a
job.

An easy way to remember the difference is that fair doesn’t always mean eq
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Figure 1: Causes of poverty



Unemployment as a cause of poverty

Cyclical unemployment caused by recession.

Explain why cyclical unemployment occurs and

how it leads to poverty. '
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How does structural unemployment occur?

How does it lead to long term unemployment and
therefore poverty?
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INCOME INEQUALITY
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http://www.youtube.com/watch?v=0xMCWr0O3Hs

The Consequences of Poverty
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Figure 2: Consequences of poverty



Lorenz Curve

In economics, the Lorenz curve is a visual
indicator of the distribution of income or of
wealth. It was developed by Max Lorenz in
1905 for representing inequality of the wealth
distribution.

100

30

O
".
-

The Equality Line represents perfect income
equality where every household earns the
same income.

-
—_
~—

N
O
—

Cumulative percentage of total income

shows us the depth of
inequality. The greater the gap between the 0 20 40 60 80 100
Equality Line and the Lorenz Curve the greater Cumulative percentage of total population
the income inequality.




Understanding a Lorenz Curve

In the diagram on the right we
have two countries represented
by a blue line and a red line.

Blue country = 40% of the
population receive about 30%
of the income.

Red country = 40% of the
population receive less than
10% of the income.
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How does it work?

Look at table 20.1.

The lowest 20% of income earners
received 3% of total household income
in Brazil.

The second poorest 20% of income
earners received 6.9%.

The next 20% earn 11.8% of total
household income. Therefor the bottom
60% in Brazil receive only 21.7% of the
income (3+6.9+11.8)
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When will | use this diagram?

Anytime you want to illustrate differences in income inequality. For example,
Germany vs South Africa or any MEDC vs an LEDC. You would expect the Lorenz
curve for the MEDC to be much closer to the line of equality than the LEDC. You
could show this on one diagram or two separate diagrams

OR: If you are trying to illustrate the impact of government policies that led to a
reduction in income inequality.

OR: If you had to a 10pt question such as, “Using a diagram, explain the
relationship between the Lorenz Curve and the Gini Index.



The Gini Index / Coefficient

The Gini Index is a numerical indicator of the
distribution of income or of wealth derived from the
Lorenz Curve.
e Section (a) = the total area between the Lorenz
curve and line of absolute equality.
e Section (b) is the total area beneath the Lorenz
curve
e Section (a)+(b) is the area beneath the line of
absolute equality.
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What are some
methods governments

can use to reduce
poverty and inequality?




Taxation ; Transfer payments
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Figure 3: Methods to promote equity



Progressive taxes. A progressive tax is a tax in which the tax
rate increases as the taxable amount increases.

A regressive tax takes a higher percentage of earnings from
lower-income people than those with higher incomes. ... They
take a larger proportion from low-income people because
they have less money left over after the tax. For that reason,
consumption taxes are regressive



® Personal income tax
o Tax paid on your annual salary

®*Corporation (or profits) tax
o A corporate tax is a levy placed on the profit of a firm

® Capital gains tax
o This paid on the profit from the sale of property or an investment (SEE VIDEQO)

® Wealth (e.g. inheritance and property) tax

Advantages of direct taxes Disadvantages of direct tax

« They are a major source of tax revenue * Income taxes can reduce work incentives

« Many are progressive and help to reduce » Taxes on profits can reduce profit available to
inequalities in incomes after tax entrepreneurs to re-invest in their businesses

« They take account of people’s ability to pay « High tax rates can cause tax evasion



https://www.youtube.com/watch?v=1tD3RgcdULQ

Indirect taxes - AKA Consumption Taxes

e Value added tax (VAT) - UK, Goods and Services Tax Cmng swop
(Australia & Canada) |
e Excise duties

o Excise taxes are usually levied on the production of specific goods that THANKS FOR VISITING
create a negative public externality and are ‘paid’ by the producer.

e Import tariffs

e User charges
o  Motor Vehicle Tax in the UK and Japan

JENIM JEANS

Advantages of indirect taxes Disadvantages of indirect tax
» They are cost effective to collect » The cost falls on businesses - jobs
« A wide tax base. Anyone who buys goods and |+ They are regressive
services will pay some indirect taxes + Tax revenues are less certain because they
» They can be used to discourage consumption depend on spending patterns
and production of harmful products » They add to price inflation




Transfer Payments

Transfer payments: payment by government as gift or aid and
not for good or service.

Means tested benefits are available to people who can
demonstrate that their income and capital are below a certain
level. Those below a certain income are eligible for them. An
example would be Job Seekers Allowance and housing benefit
in the UK.

However, universal welfare benefits are given to anyone who
fit certain criteria (e.g. with children, of a certain age, a
disability) regardless of income. An example would be Child
Benefit or Bus Passes for the elderly.




Minimum / Maximum Wages

Minimum Wage - To protect workers by setting minimum wage — ensure workers
earn enough to lead a reasonable existence. These are essentially a type of price
floor whereby the government sets a minimum price for labour.

Maximum Wage - This has become a hot political topic in the UK in recent years
as some members of the public have been outraged the size of the bonuses
CEOQ'’s and those in other leadership positions at major companies have awarded
themselves with while the rank and file have had to deal with no pay rise and less
benefits.



