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Examples of the Accelerator Effect 

Negative Accelerator Effect 
When the growth of demand in an industry slows, net investment spending by businesses often falls. E.g. 
declining investment in steel plants in a recession or cut-backs in investment when subsidies for renewable 
energy are cut. 
 

Economic Importance of Infrastructure Investment 
• Spending on sewers, roads, wind farms, telecoms networks and ports by both private and public 

sector 
• Infrastructure investment is vital for sustainable growth and research shows that the UK lags behind 

its major competitors in the quality of its infrastructure assets. 
• Infrastructure projects tend to have large upfront costs and benefits that add up over many years 
• Spending on infrastructure should cause both aggregate demand and aggregate supply to increase 
• Demands on infrastructure such as roads, railway, waste management, energy will rise along with 

economic growth and a growing population 
• Examples of current and recent UK infrastructure projects 

o 2nd Forth Road Bridge 
o Crossrail, CrossRail2 & HS3 (Leeds – Manchester) 
o London Gateway Port & new London super sewer 
o Nuclear power plants including Hinkley Point 

• Economic significance of infrastructure 
o Potentially high multiplier effects from multi-billion investment projects – increases AD and 

jobs 
o Lack of infrastructure may discourage FDI 
o Increases the capital stock / productive potential 

 
Examiner tip 
 
Investment is a component of AD, so an increase in investment will (ceteris paribus) lead to an increase in AD 
– this in turn leads to short-run (or “actual”) growth. Investment, because it is about the purchase of capital, 
will also lead to an increase in the economy’s productive potential, shown by an outwards shift in the PPF and 
the long-run aggregate supply (LRAS) curve. Therefore, investment also leads to long-run or potential growth. 
This is great for extending analytical chains or introducing evaluation in exams. 
 
 

Government spending 
The UK government expects to spend over £800 billion in 2018-19. Money is spent on a wide range of areas, 
but social protection, health and education are consistently the areas receiving the largest amounts each year. 
In 2017-18, social protection accounted for £268billion of total spending, health £146 billion, and education 
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£89 billion. Most areas have been seeing reductions in spending over the past few years measured in real 
terms. This has been the result of the policy of fiscal austerity designed to reduce the size of the government’s 
budget deficit. 
 

Budget deficit Government spending exceeds tax revenue earned; this means that the government 
must have borrowed in order to finance its spending 

Budget surplus Government spending is less than tax revenue earned; the government can pay 
back some of its debts 

Balanced budget Government spending is equal to tax revenue 
Cyclical budget 
deficit 

A situation in which government spending is greater than tax revenue, because the 
economy is in recession (growth is slowing or negative) – the government will 
automatically receive less tax revenue if fewer people are in work, and will 
automatically have to spend more as demand for benefits rises etc 

Structural budget 
deficit 

A situation in which government spending is greater than tax revenue, but not 
related to the economic cycle e.g. the government may choose to spend more 
because it wants to support particular industries or develop more infrastructure to 
support future growth 

 
 

 
 
 
Government spending and the trade (business) cycle 
When GDP is rising i.e. in an economic recovery or boom, the government will automatically receive more tax 
revenue, even if the rate of tax does not change: 

- More revenue from income tax, as people’s income rises and more people are in work 
- More revenue from corporation tax, as business profits rise 
- More revenue from VAT / sales taxes, as people spend more on goods and services 
- More revenue from capital gains taxes, as rising GDP causes people to buy more assets (such 

as houses and shares), pushing up their price and leading to a rise in the value of assets 
 
The government will likely also spend less: 

- Fewer people may be out of work, and so there may be less spending on unemployment 
benefits 

- Working households may see pay increases, and so less needs to be spent on other forms 
of benefits 

- Some people will choose to pay for private healthcare or private education, so there may be 
less spending needed on the NHS or schools 

- Crime levels tend to be lower when the economy is growing, so less spending needed on 
the police 

 

Welfare Spending

Transfer Payments

Public Services

Recurring spending 

State Investment

Investment Projects
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The ONS has said: “While pressure is expected to mount on many sectors and services – such as social care, 
healthcare, transport, pensions and housing – our longer working lives, coupled with the growing population, 
ought to increase the size and productive capacity of the UK’s workforce. Although there are outstanding 
social well-being issues facing many older people – such as isolation and restricted mobility – we will have 
more years to spend with our families and friends. As a result we are likely to see increased community 
engagement and involvement in volunteering.” 
 
 

Quick question 
 
What other impacts might there be on the economy of the demographic changes identified above? 
 

 

Keynesian aggregate supply curve 
 
The Keynesian aggregate supply curve is non-linear where the elasticity of aggregate supply is dependent in 
part on the amount of spare productive capacity at different stages of the economic cycle. We tend to describe 
the elastic section (i.e. horizontal section) as being affected in a similar way to the SRAS used by Neoclassical 
economists, and the inelastic section (i.e. the vertical section) as being affected in a similar way to the LRAS 
used by Neoclassical economists. 
 
Explanation / reasoning: 

• When spare capacity is high, AS will be elastic (that is, output can be increased without a significant 
change in the price level): 

• The elasticity of the AS curve falls as output increases i.e. it becomes increasingly more difficult to 
raise output 

o The amount of spare capacity declines 
o Possibility of diminishing returns in production 
o Bottlenecks in supply of inputs and components 
o Resource shortages as the economy approaches full employment e.g. Skilled labour 

becomes scarce 
• When AS is perfectly inelastic, an economy is at full capacity (equivalent to being on the PPF 

boundary); further increases in AD are purely inflationary in the short run with little extra real output 
 
Non-inflationary growth when the aggregate supply curve is elastic 
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Extension idea: long-term unemployment 

 
 

• Long term unemployment accounts for people who have been out of work for at least one year 
• This is a structural problem in the labour market 
• The longer people are without a job, the harder it is for them to find their way back into employment 
• One reason is that people’s skills tend to worsen due to economic inactivity. Motivation to search for 

a job also suffers the longer someone is out of work.  
• This, in turn, can lead to hysteresis – the total amount that can be produced by the labour force 

actually starts to fall, as workers de-skill 
• Employers often favour people with a consistent record of being in work rather than those who have 

gaps in their CV 
• Youth unemployment can be particularly problematic as it can easily become long-term 

unemployment 
 
Youth unemployment rate (16-24-year olds) in the United Kingdom from 2000 to 2018, by age group 

 
 

Examiner tip 
 
For questions relating to causes and consequences of unemployment, it is nearly always going to be the 
case that considering the different types of unemployment (rather than just discussing unemployment 
‘generically’) will lead to higher marks. The same is true in relation to questions on policies to tackle 
unemployment – governments will need to use different policies to tackle structural unemployment 
compared to cyclical unemployment, for example. 
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Quick question 
 
Why might unemployment rates vary in different parts of the country? 
 

 

Economic and social costs of unemployment 
Some of the negative economic and social impacts include: 

• Slower long-run trend rate of economic growth 
• Risks of a period of price deflation because of falling aggregate demand 
• Rising income inequality  
• Erosion of people’s skills (human capital) especially arising from long-term unemployment 
• Fiscal (budget) costs to the government as tax revenues shrink and welfare spending increases 
• Externalities from social problems  

 
More detail on economic consequences: 

• Loss of work experience 
o Reduced employability from a depreciation of skills 
o Gaps in CVs may (negatively) influence potential employers 
o Decline in quality of human capital 

• Loss of current and future income 
o Vulnerability of the unemployed to consumer debt at high interest rates 
o Decline in physical health and increase in stress – making it less likely someone will find work 

again 
• Changing pattern of jobs in the economy 

o New jobs in the recovery stage are often different from lost ones 
o Structural unemployment – i.e. occupational immobility – makes it harder to get people into 

new jobs 
 

Examiner tip 
 
When answering questions on the impact of unemployment in an economy, always think about: 
 

- The impact on different ‘stakeholders’ e.g. the government, businesses, households 
- The economy in question e.g. level of development, willingness of the government to provide 

unemployment benefits, etc 
 

 

Policies to reduce unemployment 
• Macro Stimulus Policies (+ possible positive multiplier effects) 

o Low interest rates + improving credit supply to businesses 
o Depreciation in the exchange rate (to help exporters) 
o Infrastructure investment projects (fiscal policy) 

• Cutting the cost of employing extra workers 
o Reductions in the rate of national insurance contributions 
o Financial support for apprenticeships / paid internships 
o Extra funding for regional policy – special economic zones 

• Competitiveness Policies 
o Reductions in corporation tax (to increase investment) 
o Tax incentives for research / innovation spending 



AQA A-Level Economics Macroeconomics Companion              www.tutor2u.net/economics   
SCHOOL LICENCE – Copyright Tutor2u 

Page 135 

 
Common error alert! 
 
Students often write incorrectly about progressive and regressive taxes. In both cases it is likely that the amount 
of revenue generated from each type of tax by high earners will be higher. It is vital that students consider the 
proportion of income spent in each category of tax! 
 
 

Progressive Taxes 
What are progressive taxes? 

• With a progressive tax, the marginal rate of tax (MRT) rises as income rises.  
• As people earn more, the rate of tax on each extra pound goes up. This increases the average rate 

of tax. 
• Income tax in the UK is a progressive tax: 
• Income tax on earned income is charged at three rates: the basic rate, the higher rate and the 

additional rate.   
• For 2019-20 these rates are 20%, 40% and 45% respectively.   

o Personal tax allowance (zero tax) up to £12,500 
o Basic rate taxed on taxable income between £12,501 and £50,000 
o Higher tax taxed on taxable income between £50,001 to £150,000 
o Additional 45% marginal tax rate on any taxable income in excess of £150,000 

(Income tax rates are slightly different in Scotland) 
 
The burden of income tax on households in different quintiles is shown in the table below: 
 

Percentage of Gross Income taken by different taxes in the UK in 2014 
 

Lowest 20% 
of Income 

  2nd Quintile   3rd Quintile   4th Quintile Highest 20% 
of Income 

 All 
households 

Income Tax 2.5  4.4  8.2  11.2  16.9  11.8  

 

Regressive Taxes 
What are regressive taxes? 

• With a regressive tax, the rate of tax paid falls as incomes rise – I.e. the average rate of tax is lower 
for people on higher incomes. Examples include: Duties on tobacco and alcohol. 

• A tax is said to be regressive when low income earners pay a higher proportion or percentage of 
their income in tax than high income earners. 

 
Consider data shown in the table which indicates that VAT is regressive as are indirect taxes when taken 
together.  

Percentage of Gross Income taken by different taxes in the UK in 2014  
Lowest 20% 
of Income 

2nd Quintile 3rd Quintile 4th Quintile Highest 
20% of 
Income 

All people 

VAT 11.0 7.9 7.7 7.0 5.5 6.8 
Duty on alcohol 1.5 1.0 1.0 0.9 0.7 0.9 
Duty on 
tobacco 

2.8 1.7 1.3 0.6 0.3 0.8 

All indirect taxes 28.1  19.1  17.8  15.3  11.3  15.3  
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Examiner tip: 
 
Essay questions on fiscal policy are common, perhaps asking students to evaluate the extent to which running 
a fiscal/budget deficit is a problem for an economy, or whether high government debt is a problem, or whether 
government debt / fiscal deficits should be reduced. These are worth practicing, especially under timed 
conditions. 
 
 
 

Fiscal Austerity 
Fiscal austerity is the term used to describe policies designed to reduce the size of a government fiscal deficit 
and eventually control / lower the size of the outstanding national debt. In the UK, austerity policies have been 
in place since 2010 in the aftermath of the Global Financial Crisis. Austerity has also been imposed in countries 
such as Greece and Italy as part of the bail-outs of national governments by the European Union and the 
International Monetary Fund. 
 
To what extent is fiscal austerity helpful or, in contrast, damaging to a country’s economic performance? 
 

Overview of policies to reduce a fiscal deficit 
This can be achieved in a number of ways: 
Cuts in government spending 

• Controlling public sector pay including wage freezes or limiting annual pay awards to 1% 
• Limiting welfare entitlement 
• Privatisation of state assets so that a government no longer has to cover losses 
• Reductions in the size and scale of government subsidies  

 
Higher taxes 

• Higher indirect taxes such as VAT rising to 20% 
• Cutting tax allowances or ending certain tax reliefs 
• Bringing in new taxes e.g. new environmental taxes or taxes on digital businesses 

 
Supply-side policies to encourage growth 

• This approach focuses on the argument that a growing and a more competitive economy will be a 
more effective way of cutting the deficit and the debt in the long-term 

• Stronger GDP growth increases tax revenues because the tax base widens, and people/businesses 
are earning higher incomes and profits 

• In a progressive tax system, expanding incomes and perhaps higher prices will lead to a faster growth 
of tax receipt  

• Growth cuts a deficit as a % of GDP because the denominator (GDP) has increased 
 
 
Arguments in favour of fiscal austerity: 

1. Reducing the budget deficit and the national debt is in the long run interests of economy – for 
example it helps to keep UK taxes lower and can avoid the problem of the state sector crowding-out 
investment and growth in the private sector 

2. Shrinking state encourages private sector growth in the long-run 
3. There is a high opportunity cost from over £50 billion spent each year on debt interest 
4. Cutting the fiscal deficit can improve investor confidence and might attract more FDI into the UK 


