Chapter 20:  Income Inequality and Poverty
1. Introduction

a. A person’s earnings depend on the supply and demand for that person’s labor, which in turn depend on natural ability, human capital, compensating differentials, discrimination, and so on.

b. Labor earnings make up about three-fourths of the total income in the U.S. economy.

c. The factors that determine wages are also largely responsible for determining how the economy’s total income is distributed among the various members of society.

i. Determine who is rich and who is poor.

2. The Measurement of Inequality

a. U.S. Income Inequality

i. Each family’s income is put in order of value.

ii. The total number of incomes is then divided by five into fifths, which determine which income group a family lives in.

b. The Poverty Rate

i. The poverty rate is the percentage of the population whose family income falls below an absolute level called the poverty line.

ii. The poverty line is an absolute level of income set by the federal government for each family size below which a family is deemed to be in poverty.

1. The poverty line is roughly three times the cost of providing an adequate diet.

2. It is also adjusted every year to account for changes in the level of prices

iii. Poverty is an economic malady that affects all groups within the population, but does not affect all groups with equal frequency.

1. Poverty is correlated with race.
a. Blacks and Hispanics are about three times more likely to live in poverty than are whites.

2. Poverty is correlated with age.

a. Children are more likely than average to be members of poor families, and the elderly are less likely than average to be poor.

3. Poverty is correlated with family composition.  

a. Families headed by a female adult and without spouse present are about five times as likely to live in poverty as a family headed by married couple.

c. Problems in Measuring Inequality

i. People care more about maintaining a good standard of living rather than their income.

ii. Data on the income distribution and the poverty rate give an incomplete picture of inequality in living standards
iii. In-Kind Transfers
1. Measurements of the distribution of income and the poverty rate are based on families’ money income.

2. In-kind transfers are transfers to the poor given in the form of goods and services rather than cash.

a. Standard measurements of the degree of inequality do not take account of these in-kind transfers.

3. The failure to include in-kind transfers as part of income greatly affects the measured poverty rate.

4. The fluctuations in the measured poverty rate, therefore, reflect the form of government assistance rather than the true extent of economic deprivation.

iv. The Economic Life Cycle

1. The life cycle is the regular pattern of income variation over a person’s life.

2. This normal life cycle pattern causes inequality in the distribution of annual income, but it does not represent true inequality in living standards.

3. To gauge the inequality of living standards in our society, the distribution of lifetime incomes is more relevant than the distribution of annual incomes
v. Transitory versus Permanent Income
1. A family’s ability to buy goods and services depends largely on its permanent income.

2. Permanent income is a person’s normal, or average, income.

d. Economic Mobility

i. Economic mobility, the movement of people among income classes, is substantial in the U.S. economy.

ii. Some of this mobility reflects transitory variation income, while some reflects more persistent changes in income.

iii. Another way to gauge economic mobility is the persistence of economic success from generation to generation.
3. The Political Philosophy of Redistributing Income
a. Utilitarianism

i. Utilitarianism is the political philosophy according to which the government should choose policies to maximize the total utility of everyone in society.

ii. The starting point of utilitarianism is the notion of utility.

1. Utility is a measure of the level of happiness or satisfaction that a person receives from his or here circumstances.

2. Utility is the ultimate objective of all public and private actions.

iii. The goal of the government is to maximize the sum of utility of everyone in society.

iv. The utilitarian case for redistributing income is based on the assumption of diminishing marginal utility.

v. Utilitarians reject complete equalization off incomes
vi. To maximize total utility, the government stops short of making society fully egalitarian.

b. Liberalism

i. Liberalism is the political philosophy according to which the government should choose policies deemed to be just, as evaluated by an impartial observer behind a “veil of ignorance.”

ii. Liberalism begins with the premise that a society’s institutions, laws, and policies should be just.

iii. In designing public policies, we should aim to raise the welfare of the worst-off person in society.
1. Liberalism seeks to maximize the minimum utility.

2. Maximum criterion is the claim that the government should aim to maximize the well-being of the worst-off person in society.

a. The maximum criterion does not lead to a completely egalitarian society.

b. The maximum criterion still allows disparities in come, because such disparities can improve incentives and thereby raise society’s ability to help the poor.

iv. Liberalism calls for more income distribution than does utilitarianism.

c. Libertarianism
i. Libertarianism is the political philosophy according to which the government should punish crimes and enforce voluntary agreements but not redistribute income.

ii. Libertarians argue that society itself earns no income—only individual members of society earn income.

iii. The government should not take from some individuals and give to others in order to achieve any particular distribution of income.

iv. The libertarian alternative to evaluating economic outcomes is to evaluate the process by which these outcomes arise.

v. Libertarians conclude that equality of opportunities is more important than equality of incomes.
vi. Libertarians believe that the government should enforce individual rights to ensure that everyone has the same opportunity to use his or her talents and achieve success.

4. Policies To Reduce Poverty

a. Minimum-Wage Laws
i. Laws setting a minimum wage that employers can pay workers are a perennial source of debate.

b. Welfare

i. One way to raise the living standards of the poor is for the government to supplement their incomes.

ii. The primary way in which the government does this is through the welfare system.

1. Welfare is government program that supplement the incomes of the needy.

iii. A common criticism of welfare programs is that they create incentives for people to become “needy.”

c. Negative Income Tax

i. Whenever the government chooses a system to collect taxes, it affects the distribution of income.

ii. Many economists have advocated supplementing the income of the poor using a negative income tax.

1. A negative income tax is a tax system that collects revenue from high-income households and gives transfers to low-income households.
d. In-Kind Transfers

i. Another way to help the poor is to provide them directly with some of the goods and services they need to raise their living standards.

e. Antipoverty Programs and Work Incentives

