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Policies to reduce income and wealth inequalities
In economics, the allocation of scarce resources is 
always portrayed as a choice between the efficiency of 
markets and equitable distribution through government 
intervention. Inequality tends to be the result of an 
unconstrained market mechanism and redistribution 
can be inefficient, as incentives to work and invest 
are reduced, and the administrative costs of tax and 
other interventions reduce the resources transferred. 
However, high inequality might damage sustainable 
growth. It might increase the risks of crises, limit fiscal 
options, and deny the poor opportunities to invest in 
human capital and enterprise.

In advanced economies, fiscal policy is an effective 
way of reducing income inequality. Progressive direct 

taxation and public expenditure, through transfer 
payments, such as public pensions, and universal 
access to public healthcare and education have all 
helped to redistribute incomes. However, redistribution 
in advanced economies is becoming harder in the face 
of rising national debt, expenditure cuts and pressure to 
cut welfare spending.

In developing economies, tax revenue is limited due to 
small tax bases, tax loopholes, large informal economies 
and poor tax compliance. This means redistribution 
through progressive tax and public spending is much 
harder to achieve.

l	7 With the use of a labour market diagram, examine the likely impact on income  
distribution of an increase in the national minimum wage. (AO1, AO2, AO3, AO4)  8 marks 

l	8 With reference to both direct and indirect taxes, explain what is meant by  
progressive and regressive taxation. (AO1, AO2, AO3)  5 marks 
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Exam-style questions (data response)
Look at the data in Table 2 and Figure 4, then answer the questions that follow on a separate  
sheet of paper.

Table 2 Selected development indicators

Country Angola Botswana Niger Nigeria

GDP per capita (PPP) 7,016 16,035 1,048 6,031

Investment (% GDP) 14.8 30.1 38.4 15.1

Economic growth 4.2 4.9 6.9 6.3

HDI (2014) 0.526 0.683 0.504 0.337

% population living 
below $1.25 a day 
(PPP 2002–12)

43.6 68.0

Gini coefficient 42.66 n.a. 34.55 48.83

Sources: IMF, World Economic Outlook, April 2015; World Bank; UN, Human Development Reports
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Figure 4 Global monthly average wage distribution in 2000 and 2012 (2012 PPP$)

l 1 With reference to Table 2, explain the difference between HDI and absolute  
poverty. (AO1, AO2, AO3)   5 marks 

l 2 With reference to Table 2 and the ratio of gross fixed capital formation to GDP,  
examine the correlation between higher levels of investment and annual GDP  
growth. (AO1, AO2, AO3, AO4)   8 marks 

l 3 With reference to Figure 4, discuss the role globalisation has played in changing  
the global monthly average wage distribution. (AO1, AO2, AO3, AO4)  12 marks 

l 4 Assess the view that inequality is inevitable in free market economies.  
(AO1, AO2, AO3, AO4)  10 marks 

l 5 Discuss the economic effects of rising levels of income inequality.  
(AO1, AO2, AO3, AO4)  15 marks 
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