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Chapter 12: Income Inequality and poverty 

1. FACTS ABOUT INCOME INEQUALITY 
Distribution 
by income 
category 

 

 
 Each decile represents 10% of the population 
 The total reflects the average of the columns 

 
The Lorenz 
curve 

 The cumulative percentage of households is measured along 
the horizontal axis. 

 The accumulated percentage of their income is measured 
along the vertical axis 
 

Graph 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Interpretation 
Diagonal curve: 
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 0e  
 perfectly equal distribution of income 
 Indicates that e.g. 20% of population receives 20% of total 

income 
 
Lorenz Curve: 

 represents actual distribution 
 a) 20% of population receives 3.51% of income 
 b) 40% of population receives 6.38% of income 

 
Both: 

 A = degree of income inequality 
 No inequality = diagonal and Lorenz curve would coincide 
 Complete inequality = Lorenz curve would coincide with 

horizontal axis (f) and would move up to e along vertical axis 
 B = extreme degree of inequality 

Gini ratio = 
    𝑑𝑖𝑎𝑔𝑜𝑛𝑎𝑙 

   
 

=  

 
 Higher ratios indicate more inequality 
 Lower ratios indicate less inequality 
 Complete income equality = 0 
 Complete income inequality = 1 

Income 
mobility: the 
time 
dimension 

 Movement of individuals or households from one income 
decile to another over time 

 For most, income starts at a relatively low level, reaches a 
peak during middle age and then declines. 

 Income is more equally distributed over 5-/10-/20-year period 
than in 1 year 

Effect of 
government 
redistribution 

Graph: 
 

 
Data does not take into account: 

 effect of personal income taxes 
 non-cash transfers 

o welfare pensions 
o disability grants 
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 Economic function of government: redistribute income 
through progressive income tax system 

 Income is then re-distributed = inward shift of the Lorenz curve 
 
 

 

2. CAUSES OF INCOME INEQUALITY 
Ability  People have different mental/ physical talents 

 Some may have qualities essential to high-paying jobs 
 Some have weak endowments and may work in low-

paying jobs/ not at all 
 

Education 
and training 

 Education = poorest areas of performance in SA 
 Biggest cause of continued inequality/ poverty 
 People must refine/ develop their capabilities through 

education 
 Individuals differ in amount of education/ training they 

obtain and therefore the income they receive 
 

Discrimination  In education/ hiring/ training/ promotion 
 Discrimination restricts minorities to low-paying jobs 
 Labour supply is limited to demand in occupations 
 

Preferences 
and risks 

 Income differs because of differences in preferences for 
market work relative to: 

o leisure 
o work in the household 
o types of work 

 Individuals differ in willingness to assume risk  
 

Unequal 
distribution of 
wealth 

 Income is a flow 
 Wealth is a stock 
 Reflects financial/ real assets an individual has 

accumulated over time 
 Retired person = low income, but considerable wealth 
 New graduate = substantial income, but little/ no wealth 
 Inequality of wealth leads to inequality in rent/ interest/ 

dividends (which contributes to income inequality) 
 

Market 
power 

In resource markets: 
 Unions in limits supply of their services, boosting income of 

those ‘on the inside’  
 Legislation that requires licensing for e.g. doctors, can 

bestow market power that favours licensed groups 
 
In product markets: 

 Monopoly power can be gained/ enhanced 
 results in greater profit/ income to the firms’ owners 

 



7 
 

Luck, 
connections 
and 
misfortune 

 Luck has helped individuals stumble into fortunes 
 Personal contacts/ political connections also contribute to 

attaining high income 
 Economic misfortunes may plunge a family into the low 

range of income: 
o prolonged illness 
o serious accident 
o death of a breadwinner 
o unemployment 

 
Causes of 
growing 
inequality 

Greater demand for highly-skilled workers 
 Industries emerging requiring highly skilled workers: 

o Computer software 
o Business consulting 
o Biotechnology 
o Health care 
o Internet Industries 

 Highly-skilled workers remain scarce so their wages 
increased as did the wage difference 

 Rising demand for skill is also shown in: 
o Rapidly rising pay for CEO’s 
o Increase in income from stock options 
o Increase in income for athletes/ entertainers 
o Huge fortunes for successful entrepreneurs 

 
Demographic changes 

 Before 1994 South Africans had limited access to job 
market 

 Majority of poor are still without jobs 
 Reverse discrimination also contributed to skewed 

distribution of income 
 Men and women with high earnings marry – increasing 

household income among highest income deciles 
 

International trade 
 Stronger international competition from imports reduced 

demand for less-skilled employees 
 Loss of jobs in previously tariff-protected industries 

contributed to higher unemployment and reduced 
average wage for less-skilled workers 

 

3. EQUALITY VS EFFICIENCY 
Case for 
equality 

Maximizing total utility 
 Income equality maximises total consumer satisfaction 

(utility) from any particular level of output and income 
 Income receivers spend first rand on products valued most 

(marginal utility is high) 
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Equal distribution: 
 Both will maximize their combined utility 

 
Inequal distribution: 

 The marginal utility derived from the last rand will be greater 
for Anderson than for Van Der Merwe 

 
 A redistribution of income toward equality will result in a net 

increase in total utility 
 The area under the MU curve and to the left of the 

individual’s particular level of income represents the total 
utility of that income.  

 Anderson has gained utility represented by the blue area 
 Van Der Merwe has lost utility represented by the red area 

below curve MUB.  
 Income equality yields greater combined total utility than 

income inequality does. 
Case for 
inequality 

Incentives and efficiency 
 The way in which income is distributed is an important 

determinant of the amount of output or income that is 
produced and is available for distribution 

 In moving toward equality society must tax one and transfer 
to another 

 This reduces incentives of both to earn high income 
 Taxes are a reduction in rewards from increased productive 

effort 
 Inequality is essential to maintain incentives to produce 

output and income 
The 
equality-
efficiency 
trade-off 

 Income equality-inequality debate is a trade-off between 
equality and efficiency 

 Greater income equality comes at the opportunity cost of 
reduced production and income and vice versa 
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4. THE ECONOMICS OF POVERTY 
Definition of 
poverty 

A condition in which a person or a family does not have the means: 
income, 

 transfer payments 
 past savings 
 property owned  

to satisfy basic needs: 
 food 
 clothing 
 shelter  
 transportation 

. 
Determinants of basic needs:  

 family size 
 health  
 age of its members 

 
Incidence 
of poverty 

Poor people are heterogeneous:  
o found in all parts of nation 
o are of all races/ ethnicities 
o rural and urban 
o young and old 

 
Human Science Research Council: 

 Uses a measure: poverty gap: 
o measures required annual income transfer to all poor 

households to bring them out of poverty 
o   Poverty gap has grown faster 

 The actual proportion of people living in poverty has not 
changed drastically in SA but 

 those living in poverty have sunk deeper into poverty 
 the gap between rich and poor has widened 

 

5. WHAT IS THE GOVERNMENT DOING TO CHANGE ALL OF 
THIS? 

Social 
programmes 

Social Welfare programmes 
 Partially replace earnings lost due to: 

o retirement 
o disability 
o temporary unemployment 

 Providing free education/ health services for those who 
cannot afford it 

 Grants to: 
o disabled 
o elderly 
o pregnant women 

 
Unemployment compensation 
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 Workers pay a part of their wages into a government fund 
 Called Unemployment Insurance Fund (UIF) 
 Entitles workers/ employers to benefits when they lose their 

job for a specified period 
Public works 
programmes 

 Aim: Reducing unemployment amongst poor 
  e.g. Work for Water program 
 Financial aid can be received from other countries  

 

  


