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Chapter 16 – Income Redistribution

· Since the mid 1970s, most of the income growth has been concentrated among the top income earners. 

-This has stimulated a large increase in the consumption of luxury goods

· There are moral and practical grounds for reducing income inequality, but the challenge is to find ways to raise the incomes of those who cannot fend for themselves without undermining their incentive to work and without using scarce resources to subsidise those who are not poor.

Methods of Income Redistribution

Minimum Wages

Definition: Laws that prohibit employers from paying their employees less than a specified amount.

· Minimum wages is analogous to setting price floors, which were studied, in previous chapters.

· As with price floors, it is set above the market equilibrium level, causing an excess of labour supply over labour demand.
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A minimum wage will increase the income of those who remain in employment, but causes unemployment equal to the excess supply of labour as shown in Figure 16.1 p410.

· There will be a loss of economic surplus because price is not at the market equilibrium. Thus in attempting to achieve a more equitable distribution of income, we are foregoing economic efficiency.

The Earned-Income Tax Credit (EITCs)

· This is a system where low-income earners are given credits on their federal income tax each year (in the US).

· The advantage of this over the minimum wages is that it does not provide an incentive for employers to lay off their low-income earners.

· No loss of economic surplus because the market equilibrium price is allowed to prevail.

Welfare Payments and In- Kind Transfers

· In-Kind Transfers are payments made not in the form of cash but in the form of a good or service.

· Examples of cash transfers are welfare payments and EITCs.

· Those who apply for welfare payments are currently means tested. That is, the higher the level of income you earn, the lower the level of benefits you will be eligible for.

· This is to prevent situations where money is paid to those who do not really need it.

· A problem that arises from transfers such as welfare payments is that it provides an incentive for people to stay on welfare and not find employment.

· It is often difficult to distinguish between those who genuinely need these payments and those who are simply discouraged from seeking work and would prefer to live on welfare payments.

Negative Income Tax

· A system under which the government grants everyone a cash payment each year, financed by an additional tax on earned income.

· The breakeven income level is one at which the tax credit received exactly offsets its tax liability.

Poverty Thresholds

Definition: the level of income below which the government will classify the family as being poor.

· It is calculated based on estimates of the basic costs of living.

Public Employment for the Poor

· The government could sponsor jobs where the poor will be paid a wage by the government.

· The main problem is that if these government jobs paid as much as the private jobs did, then there will be an incentive for people to give up their private jobs as government jobs are considered to be more secure.

· These jobs that governments sponsor could be meaningless jobs and are simply creating positions so that the poor can work.

Most countries use a combination of these strategies.

Equity Vs Efficiency

*Another problem that must be considered is how to finance these programs to help and subsidise the poor.

· Taxes have been the most common way of financing these government spendings in their quest to achieve some sort of equality in the society.

· By taxing those who earn substantially more, the government is not only using this money to increase the income levels of the poor, but also decreasing the income earned by the middle to high-income earners.

· The gap between the rich and the poor will be reduced.

Adverse Effects on Incentives

· There are arguments against a progressive tax structure where those who earn more are taxed more on the grounds that higher tax rates are disincentives for people to work harder

Tax Policy and Occupational Choice

· Higher taxes at the top could actually stimulate the economy through its effects on occupational choice.

· Higher taxes could help rectify some of the problems with overcrowding in a particular industry.

· Higher taxes on top earners would discourage some people from competing for the limited number of top positions.

· Those discouraged from competing would likely be those who had the least chances of winning those top positions. 

· By releasing these people back into the more traditional industries, it would help increase the output in these industries.

· Thus a more progressive tax structure might help bring about economic growth.

A Progressive Consumption Tax

· Tax is paid on total spending instead of total income

· Savings and the interest earned on these savings are not taxed.

· This is an incentive for people to save and it is extremely important in a country such as Australia where there is always a lack of domestic savings.
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