ECONOMICS

Examine the trends, causes and effects of inequality in the distribution of income and wealth
in Australia

Plan:
o Definition
e Inequality in the distribution of income and wealth
o Trends
e Individuals
e  Gini coefficient
e Lorenz curve
e Demographics
o Females
° Indigenous Australians
. Causes
e Increasing:
e Economic liberalisation
e Enterprise bargaining
e Discrimination
e Factors distinguishing demographics from the greater population
o  Self-perpetuating cycle of disadvantage
e Intergenerational cycles of disadvantage
e Decreasing:
e Fiscal policy
e Proportional taxation
o Welfare payments

. Effects
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e Economic
e Benefits
o Incentive
e Right-ward shift in AS diagram
° Higher MPS - reduced net foreign liabilities - external stability
e Costs
° Higher MPC - lower economic growth
e Lower consumption
e AD equation
o Lower multiplier effect
e  Multiplier equation
¢ Increase in AD on the Keynesian cross diagram demonstrating the multiplier effect
o Increase in welfare payments - increased public debt - worsened external stability
. Increased incomes - increased leisure time - decreased labour supply
e Backward-bending labour supply curve
e  Production possibility frontier
e Social
e Benefits
. Meritocratic society
. Trickle-down theory
o Versus Keynesian income redistribution
e MRRT (2012)
e Costs
. Law of diminishing marginal utility
e Conspicuous consumption and Veblen goods

. Income hierarchy
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Inequality in the distribution of income and wealth (DIW) is the unevenness in the way income and
wealth are dispersed between individuals and demographics in an economy. This has been on a trend
of increasing in recent decades due to internal factors, primarily Australia’s process of economic
liberalisation. This has both economic costs and benefits and primarily social costs.

Between individuals in the Australian economy, the distribution of income has been on an historic
trend of widening, represented by the Gini coefficient. This is a numerical representation of the
equality in the distribution of income in the economy with zero representing perfect equality (each
individual receives the same income) and one representing perfect inequality (one individual receives
all the income in the economy). Australia’s coefficient has grown from 0.292 (ABS, 1997) to 0.328
(ABS, 2010). Between demographics in the economy, the distribution of income is also wide. The
indigenous non-indigenous pay gap is 28% (ANU) with no signs of improvement over previous years.
The Gender pay gap has widened according to the Workplace Gender Equality Agency from 14.9%
(2004) to 17.5% (2013). Holistically, Australia’s distribution of income is on a trend of widening and
this widening can be diagrammatically represented by the Lorenz curve.

Fig 1. Increasing inequality in the distribution of income
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Wealth is more difficult to measure, so is not as frequently measured. Income is often used to
purchase wealth, especially for higher income earners who use a greater proportion of their income
for investment into wealth. Hence a trend of increasing inequality in the distribution of wealth between
individuals and demographics can also be assumed from these statistics.

The main cause of increasing inequality in the DIW between individuals is Australia’s process of
economic liberalisation since the 1980s. This involves market deregulation; a decrease in government
intervention into the economy aimed at increasing aggregate supply and hence economic growth.
Equality in the DIW is a conflicting economic objective to economic growth, for the increases in income
as a result of this growth are not distributed evenly in the economy. An example is the introduction of
enterprise bargaining in the Fair Work Act of 2009. This encouraged employer-employee negotiations
of wage increases based on the productivity of the employee. This incentivised labour productivity
increases through the possibility of increased incomes. Whilst this should increase efficiency, hence
AS and hence economic growth in the economy, it increases income disparities between individuals
of different productivity levels even in the same occupation.

tsix

© The School For Excellence 2019 www.tsfx.com.au Free Exclusive Online Resources



The persistence of prejudicial attitudes towards demographics in society is a cause of the persistence
of the gaps in income between these groups and the greater population. Conservative attitudes held
by employers towards women may continue to prevent them from accessing employment or higher
employment. These effects has been termed sticky floors and glass ceilings respectively. This is
because traditionally they have played a larger role in the household than the workforce. Racist
attitudes towards Indigenous Australians held by employers may act to the same effect upon this
demographic. The wages foregone by this lack of employment contributes to a lower income
distribution to these sectors of the population.

Demographics may have factors distinguishing them from the greater population which affects their
income earned. For example, females often take maternity leave when pregnant. They are then paid
by their employer for a certain amount of time without supplying their labour factor of production to
the production process. This increases the costs of production for the employer and hence reduces
their profit margin. This possibility may make the hiring of women less favourable than a man. Many
indigenous Australians live in rural areas with lower employment opportunities. This also decreases
their incomes as a whole.

The self-perpetuating cycle of disadvantage is a situation in which low-income individuals generally
have fewer opportunities to increase their income than high income individuals and this only prolongs
or further reduces their low incomes. This happens for several reasons, such as the inability for the
individual to afford higher education to gain the skills needed to access higher incomes. The most
extreme example is hysteresis. This is the persistence of long-term unemployment an individual’s
skills are lost, become outdated or redundant and employers may also be are reluctant to hire them
because of the initial reasons for their long-term unemployment. This cycle can impact entire
demographics by causing intergenerational cycles of disadvantage.

The conduct of Fiscal policy in Australia acts to decrease the inequality in the distribution of income.
The progressive taxation system is one in which the tax rate increases as the taxable base increases.
Hence higher income earners are taxed at a higher rate, decreasing their incomes relative to low
income earners. Some of these revenues from taxation are distributed to lower income earners
through welfare payments. This acts to elevate their incomes relative to higher income earners.

Inequality in the DIW can have a positive economic effects. It has an incentivising effect, by rewarding
labour productivity and higher labour supplies and entrepreneurship by increases in income. This
increases aggregate supply (AS) in the economy, thus causing non-inflationary economic growth.

Fig. 2 Increase in AS
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As evidenced in the diagram, a right-ward shift in the AS curve causes an increase in real GDP (a
measure of economic growth) and a decrease in prices (hence lower inflation).

Due to the higher marginal propensity to save of higher income earners, the increased concentrations
of income in high income earners increases the savings in an economy. This reduces net foreign
liabilities (gross foreign debt — lending by Australians to the rest of the world), and in some theories
should increase external stability.

An economic cost of an unequal DIW is the dampening effect on economic growth. This is due to the
higher marginal propensity to consume (MPC) of lower income earners. The reduction in the
concentration of income in these individuals hence reduces the consumption (C) in the economy. This
reduces aggregate demand, for AD=C+I+G+(X-M), hence reducing economic growth. It also reduces
the multiplier effect in which injections into the circular flow of income in the economy cause greater
than proportional increases in AD. This is because of the increased incomes of households being
used for further spending which further increases AD and the process continues. This process is
hampered by households undertaking spending instead of consumption, and hence the multiplier
equals 1/(1-MPC).

Fig. 3: An increase in AD on the Keynesian cross diagram demonstrating the multiplier effect
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As in the diagram, an injection of Y2-Y1 causes an increase in AD from E1 to E2 which is greater
than the injection. This effect is reduced by a lowered MPC.

Another economic cost is the increase in welfare payments by the government. This is due to the
increase in the amount of individuals whose incomes are low enough to qualify for government
support. This increases government spending, worsening the budget balance hence increasing public
debt and worsening external stability.

The economic benefit of an incentivisation of a higher labour supply becomes a cost when the income
of an individual becomes high enough that they gain more utility by foregoing working hours for leisure
time once they earn enough to financially sustain this.
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Fig. 4. Backward-bending labour supply curve
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This is represented by an increase in the wage rate above the optimum of W2 to W3, resulting in a
reduction of hours worked. This can result in a lower supply of labour and hence a decreased
utilisation of the labour factor of production in the production processes of the economy.

Fig. 5: movement towards the inside of the production possibility frontier (PPF)
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Hence with reduced employment of these factors of production, output is dampened, hence there is
reduced economic growth which is measured by GDP — a measure of the total output of an economy.

Social benefits of income inequality are minor and largely theoretical. A moral as opposed to
economically well-founded justification is that it creates a meritocratic society in which hard work and
work of a high quality is rewarded. There is also the neoclassical trickle-down theory which states that
economic benefits to the wealthy will benefit poorer members of society by improving the economy
as a whole. Keynesian theory contends that government redistributive policies are more direct and
efficient however. Supporting this is the example of the large profits of the capital-intensive mining
sector in Australia. Due to its low employment, it provided only small increases in income to the low-
income earners in society. This was until the Mineral Resources Rent Tax (2012) was introduced
which generated government income from this that can be used for government income redistributive
spending across society.
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A social cost of inequality is the reduction in overall utility in the economy and hence reduced
standards of living. This is as according to the Law of diminishing marginal utility that an increase in
income of a certain amount provides more utility to a lower income earner than a higher income
earner. This is because the lower income earner has a higher MPC, and they use this income to
purchase products that provide them with utility. This is as opposed to the saving and the conspicuous
consumption of high income earners. The latter involves the consumption of Veblen goods which
publically display wealth as opposed to provide the owner with substantial amounts of utility. Hence
theoretically, utility can be maximised in the economy by the perfectly equal distribution of income in
the economy.

Inequality can also create an income hierarchy in society. This is one of stratification, in which status
is determined by the income and wealth of individuals. In Australia, some individuals experience
relative poverty in which their income is significantly lower than the rest of the population. This may
result in social ostracisation that results in a low quality of life for these individuals. Hence this is a
negative effect.

The increasing inequality in the DIW in Australia is due to a number of internal factors. This has
various effects on the economy which are primarily negative, for though they may have some positive
economic effects, this is outweighed by the social costs.
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