Income Inequality and Income Distribution – Remote Instructions

Step 1: Read Modules 73 and 78 in the textbook. 2: Read through and fill out notes provided below. 

Additional teacher points following along note sheet:

· It is a fact that some people make more money than others. We could ask questions like: Why do sports stars earn more than the president of the US? Why does a college graduate earn substantially more than a High School drop out? Why do doctors earn 15 to 20 times more than lifeguards even though both are saving lives? The first part of the note sheet has you better understand the causes for these differences in compensation. 
· Compensation Differential is an important term and describes how differences in compensation can be related to risk.

· Kiplinger Top Ten Risky Forms of Employment – Airline Pilot, Private Detective, Registered Nurse (relevant to today’s crisis), Professional Athlete, Commercial Driver, Construction Foreman, Police Officer, Railroad Conductor, Mining Machine Operator, and Electrician. Any grocery store worker would be included at the present moment.

· Human Capital – we have been talking about this term from the beginning of the year.
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· Skills differential allow us to connect back to the Factor Market.
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· The rest of the list was more for discussion. Inherited traits, government policy and sociological immobility, etc. Thinking about discrimination: people take shortcuts in thinking and use categorization, which sometimes leads to false conclusions. My favorite is from Freakonomics – who is more employable Emily or Lakisha?
· “Even Money” is an activity where we get to hypothetically consider benefits and costs of making compensation equal for everyone. It might be helpful to think about your own answers to the questions before you look at my notes for this section. My general conclusion is that it would be too difficult and costly to eliminate income inequality to zero.

· “What do you need to get by” is activity where students research a potential career and the compensation that would be earned at different stages of that career. My goal is for you to get a good understanding of the different levels of compensation within a career, how it compares to your personal opinions and finally, how much different it is compared to minimum wage.
· The following article highlights how ridiculous some people’s views are: https://vault.si.com/vault/2004/11/15/getting-by-on-146-mil
· The note sheet will now ask you to measure income inequality. Besides reviewing poverty terms, take some time to calculate data in the poverty exercise. The weekly food budget does not seem impossible, but it might eventually become more difficult over the long run. The other way to measure income inequality is the Lorenz curve and Gini Ratio. The notes provide a good understanding of the model and data. Do not worry about the advantages and disadvantages of the Gini Ratio. 
· Lorenz Curve can be created using a line of equality (each quintile of the US population controls 20% of the country’s income) compared to the actual distribution. Look at table below which lists Household Income Distribution in the US 2016 and then note how it would look in Figure 10.1. It will be important for you to compare different Lorenz curves and explain why one country has a more equal distribution of income. Look at 
	Group of Households
	Share of Income (%)
	Annual Income Range

	Bottom 20%
	3.1
	Below $24,002

	Second 20%
	8.3
	$24,003 - $45,600

	Third 20%
	14.2
	$45,601 - $74,869

	Fourth 20%
	22.9
	$74,870 - $121,018

	Top 20%
	51.5
	Above $121,018
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· The Gini Ratio calculates the amount of income inequality comparing the line of equality and the Lorenz curve. It will be most for you to compare ratios (i.e. Sweden 24.9 has a lower ratio than the United States 45). Check out the following website: https://worldpopulationreview.com/countries/gini-coefficient-by-country/
· The remaining questions on this note sheet are mainly for discussion. In looking back at this packet on income inequality, it will be important for you to know the causes and measurements of income inequality.
Step 3: Practice questions on quia and in your textbook to review what you have learned.
Income Inequality and Income Distribution
Why we Redistribute income? (Show question visual)

What are the causes for income inequality?

· Compensating Differential – a difference in wages that arises to offset the nonmonetary characteristics of different jobs. A measure of relative attractiveness and degree of risk. (i.e. jobs that easy and fun will pay lower than more difficult jobs.)

· High school graduates can be a bank teller or construction laborer

· White shirt, air-conditioning surroundings, little risk

· Dirty hands, sore back, dangerous accidents, irregular employment

*This might lead you to believe that garbage collectors and soldiers make more money than doctors and professors.

· Human Capital – the accumulation of investments in people, such as education and job training and experience. Unlike lifeguards, doctors invest time and money to get a job in the industry. (Earnings Visual)
· Skill Differentials – Figure 19.6
· Signaling – earning a college degree signals to employers your high ability.

· Selection Bias – students who are accepted to elite colleges already have earnings potential.

· Inherited and upbringing (Mental - IQ, Physical and Social Attributes – Age, Beauty or Bargaining power)

· Warren Harding Effect (Blink by Gladwell)

· Superstar Phenomenon – customers want the good from the best producer at the lowest cost. (Beyonce article)
· Famous people probably would not make as much money outside their profession.

· Above Equilibrium wages – Minimum wage laws, Unions and Efficiency wages.

· Sociological Immobilities – Discrimination Fact or myth???

· Theoretical – Figure 21.7

· Statistics support fact. (Median Earnings)
· Myth: Quantity and Quality of Education can be different, Women have less labor experience, and also women take more pleasant jobs than men (Compensation Differential). (Table 16-3)
· Is Emily more employable than Lakisha? Freakonomics….

· Taste discrimination: individuals (employers, employees, customers) prefer certain individuals or groups to others. 
· Statistical discrimination: agents make decisions about individuals based on their attributes and those of their group.
· Legal with insurance, not with labor
· What is more important Discrimination or Profit Motive?

· Customers may have a preference leading to high or low profit.

· Government mandates can lead to different outcomes and behaviors.
Even Money

Consider replacing the current U.S. economic system with a system where everyone is paid exactly the same salary. Assume that each family would receive an equal share of GDP. For a typical four-person household, this would be over $90,000

1. Would you personally favor this system? Explain.

· Most students oppose a completely egalitarian distribution of income. Some expect to earn more under the existing system. Others see a variety of problems that make equality unworkable. Others see it as “un-American.”

2. What problems would exist?

· National income may fall if the incentives to work are changed drastically. People may not work at all. Others may put forth less work effort. Unpleasant jobs are unlikely to be completed. Everyone would want a fun job. New inventions and technological advance could be hindered. Savings, investments and rates would be low. Education would become unimportant. Immigration rates could increase.
3. What mechanisms could be enacted to overcome these problems?

· Income could still be denied to people who did not work, and workers could still be fired for inadequate effort. Households could be required to participate in the labor force. Unpleasant jobs could be modified to improve safety, sanitation, or difficulty. Shorter hours could be assigned to those performing the least desirable work. In short, a complete set of alternative incentives could have to be developed. These incentives become complex as more aspects of the price system are replaced.
4. Who would benefit from this system?

· A vast majority of household who would gain (in the short run, if the system worked) because the median household income is so much lower than equal share of GDP.
5. What jobs would be hard to fill?

· Undesirable jobs – slaughterhouses, garbage disposal, and assembly line work.
· Why would they be hard to fill? $90,000 a year sounds pretty good
· Doctors, lawyers and executives would be hard to fill. 
· Are these jobs worse than above? Good working conditions, Autonomy, and interesting challenges. Are these people only motivated by money?
· Ultimate fun job – professional sports!!!
· Why do these individuals need millions of dollars in income?
· Market Allocation of Resources, Derived Demand, Distribution of Income, Risk premiums, Compensating Differentials, and Human Capital
What do you need to get by? (Top 50 Jobs worksheet)
1. Based on your future profession, what income do you expect to earn the year after you graduate?

2. Based on your future profession, what do you expect your highest annual income to be?

3. Estimate you average annual income, over your career. (Average of questions 1 and 2)

4. Estimate the total value of your lifetime earnings. (One method is to multiply your average income by 40)

5. In your opinion, what is the minimum annual income needed to support a family of four at each of these comfort levels:

a. Enough money to “fulfill their dreams.”

b. Enough money to “be reasonably comfortable.”

c. Enough money to “just get by.”

6. Calculate the pretax earnings of a worker employed full-time for a year at the minimum wage. (multiplying the minimum wage by 2000) Minimum Wage is 
Measurements of Income Inequality – a society with a high degree of income inequality can have a high, moderate, or low amount of poverty. (Show charts)
Poverty rate – the percentage of the population whose family income falls below an absolute level called the poverty line

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

What are minimum needs? What amount of money is required to satisfy those needs?

Federal Government Approach (The Poverty Line) – (Mollie Orshansky bio)
1. Identify the lowest monetary cost of a nutritionally sound minimum diet

· Difficult to determine a nutritionally sound meal

· Minimum – sufficient calories to maintain body weight (not starve)

2. Multiply by 3 to allow for expenditures for non-food goods and services

Do most people spend 1/3 of their income on food? What about those with a high income? What else must be covered by 2/3 of income?

Exercise: Poverty threshold for 2019, family of 4 = $25,926 (note: poverty is BELOW the threshold, so this amount is NOT poor)
a. What is the annual food budget for a family of 4 making the threshold? 8642
b. What is the weekly food budget for a family of 4 making the threshold? 166.19
c. If the family eats three meals per day, how much do they have to spend per meal? 7.91
d. How much is allocated per person for each meal? 1.98
e. Describe the menu for a nutritionally sound meal purchased for this amount. 

f. How much does the family have per month to spend on non-food items? 1440.33
g. What “necessities” must be paid for out of the non-food budget?

How long could you live this lifestyle?

What is the difference between absolute and relative poverty? 
· Absolute Poverty – a condition characterized by severe deprivation of basic human needs, including food, safe drinking water, sanitation facilities, health shelter, education and information. It depends not only on income but also on access to services.

· Relative Poverty – a standard which is defined in terms of society in which an individual lives and which therefore differs between countries and over time. An income related example would be living on less than X% of average UK income.
The poor are heterogeneous: they can be found in all parts of the nation; they are of all facets and ethnicities, rural and urban, young and old. (playspent.org)
Lorenz Curve – a graph on which the cumulative percentage of total national income (or some other variable) is plotted against the cumulative percentage of the corresponding population (ranked in increasing size of share).
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Gini coefficient – is a number that summarizes a country’s level of income inequality based on how unequally income is distributed. It can be thought of as the ratio of the area that lies between the line of equality and the Lorenz curve (marked 'A' in the diagram) over the total area under the line of equality (marked 'A' and 'B' in the diagram)
· Gini Ratio = Area A/(Area A + Area B)

· The closer the Gini Ratio gets to zero, the more equal distribution of income.

· The closer the Gini Ratio gets to one, the more unequal the distribution of income.

Advantages of Gini coefficient as a measure of inequality
· A measure of inequality by means of a ratio analysis, rather than a variable unrepresentative of most of the population, such as per capita income or gross domestic product.

· It can be used to compare income distributions across different population sectors as well as countries. (Urban versus Rural)

· It can be compared across countries and be easily interpreted. For example, GDP statistics are often criticized as they do not represent changes for the whole population.

Disadvantages of Gini coefficient as a measure of inequality
· The Lorenz curve may understate the actual amount of inequality if richer households are able to use income more efficiently than lower income households or vice versa. 

· It measures current income rather than lifetime income. A society in which everyone earned the same over a lifetime would appear unequal because of people at different stages in their life; a society in which students study rather than save can never have a coefficient of 0. However, Gini coefficient can also be calculated for any kind of distribution, e.g. for wealth.

What are the problems in measuring inequality?

· In-kind Transfers – transfers to the poor given in the form of goods and services rather than cash are not included in standard measurements of income inequality.
· Life cycle – the regular pattern of income variation over a person’s life. Young(Middle Age(Old
· The distribution of permanent income is more relevant than the distribution of annual income (Transitory income – Milton Friedman came up with Permanent Income Theory)
· Economic Mobility is great in the United States.
What are the policies to reduce poverty?

· Minimum Wage Laws

· Welfare – government programs that supplement the incomes of the needy

· Temporary Assistance of Needy Families
· Supplemental Security Income
· Create incentives for people to be needy?
· Earned Income Tax Credit – negative income tax for the working poor.
· In-Kind transfers
· Food Stamps and Medicaid
· Welfare Reform Act of 1996 – limits the amount of time than any person can collect welfare
Why should society be concerned about poverty?

Income Inequality and Income Distribution

What are the causes for income inequality?

Even Money

Consider replacing the current U.S. economic system with a system where everyone is paid exactly the same salary. Assume that each family would receive an equal share of GDP. For a typical four-person household, this would be over $90,000

1. Would you personally favor this system? Explain.

2. What problems would exist?

3. What mechanisms could be enacted to overcome these problems?

4. Who would benefit from this system?

5. What jobs would be hard to fill?

What do you need to get by?

1. Based on your future profession, what income do you expect to earn the year after you graduate?

2. Based on your future profession, what do you expect your highest annual income to be?

3. In your opinion, what is the minimum annual income needed to support a family of four at each of these comfort levels:

a. Enough money to “fulfill their dreams.”

b. Enough money to “be reasonably comfortable.”

c. Enough money to “just get by.”

4. Calculate the pretax earnings of a worker employed full-time for a year at the minimum wage. (multiplying the minimum wage by 2000)

Measurements of Inequality

Poverty rate – 

Poverty line – 

What are minimum needs? What amount of money is required to satisfy those needs?

Federal Government Approach (The Poverty Line)

Do most people spend 1/3 of their income on food? What about those with a high income? What else must be covered by 2/3 of income?

Exercise: Poverty threshold for 2019, family of 4 = $25,926 (note: poverty is BELOW the threshold, so this amount is NOT poor)

a. What is the annual food budget for a family of 4 making the threshold? 

b. What is the weekly food budget for a family of 4 making the threshold? 

c. If the family eats three meals per day, how much do they have to spend per meal? 

d. How much is allocated per person for each meal? 

e. Describe the menu for a nutritionally sound meal purchased for this amount. 

f. How much does the family have per month to spend on non-food items? 
g. What “necessities” must be paid for out of the non-food budget?

How long could you live this lifestyle?

What is the difference between Absolute Poverty and Relative Poverty?

Lorenz Curve

Gini coefficient  

Advantages of Gini coefficient as a measure of inequality
Disadvantages of Gini coefficient as a measure of inequality
What are the problems in measuring inequality?

What are the policies to reduce poverty?

Why should society be concerned about poverty?

