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UNDERSTANDING MACROECONOMICS LESSON 5
ACTIVITY 39: NAVIGATING AGGREGATE DEMAND AND
FISCAL POLICY

For  students  and  educators  navigating  the  complexities  of
advanced placement  economics,  Macroeconomics Lesson 5
Activity 39 serves as a pivotal exercise. This activity typically
focuses  on  the  relationship  between  aggregate  demand,  fiscal
policy tools, and the multiplier effect. Whether you are preparing
for the AP exam or simply seeking to deepen your understanding
of  how governments manage economic cycles,  mastering this
lesson is essential. This article provides a thorough walkthrough
of  the  concepts,  applications,  and  analytical  frameworks
embedded  in  this  key  activity.

THE FOUNDATION OF LESSON 5: BUILDING BLOCKS
OF MACROECONOMIC STABILIZATION

Before  diving  into  the  specifics  of  Activity  39,  it  is  important  to
situate it  within the broader context of  Lesson 5.  This lesson
generally  covers  stabilization  policy,  focusing  on  how  the
government and central bank can influence output, employment,

and  price  levels.  Students  are  expected  to  have  a  working
knowledge of the Aggregate Demand-Aggregate Supply (AD-AS)
model, the expenditure multiplier, and the distinction between
expansionary  and  contractionary  fiscal  policy.  Activity  39  often
serves  as  the  culminating  exercise,  requiring  students  to
synthesize these elements into a coherent analytical framework.

What Macroeconomics
Lesson 5 Activity 39
Typically Covers
Activity  39  is  designed  to  test  your  ability  to  apply  fiscal  policy
concepts  to  realistic  economic  scenarios.  It  usually  involves
analyzing  a  hypothetical  economy  facing  a  recessionary  or
inflationary  gap.  Students  must  determine  which  type  of  fiscal
policy  is  appropriate,  calculate  the  necessary  change  in
government spending or taxes, and trace the effects through the
multiplier process. The activity often includes tables, graphs, and
short-answer questions that simulate real policymaking decisions.
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Key Terms You Must Master
for Activity 39
To  succeed  in  this  activity,  you  need  a  firm  grasp  of  several
critical  terms.  Autonomous spending  refers  to  expenditures
that  are independent  of  current  income,  such as government
purchases.  The  expenditure  multiplier  quantifies  the  total
change  in  real  GDP  resulting  from  an  initial  change  in
autonomous spending.  Fiscal policy  encompasses the use of
government  spending  and  taxation  to  influence  the  economy.
Understanding  the  difference  between  discretionary  fiscal
policy (deliberate changes) and automatic stabilizers (built-in
mechanisms  like  unemployment  benefits)  is  also  crucial.
Additionally,  you  must  be  comfortable  with  the  concepts  of
recessionary gaps (actual output below potential output) and
inflationary gaps (actual output above potential output).

STEP-BY-STEP APPROACH TO SOLVING ACTIVITY 39
PROBLEMS

Most versions of Macroeconomics Lesson 5 Activity 39 present
students  with  a  series  of  data tables  or  scenarios.  Here is  a
structured approach to tackling these problems effectively.

Step 1: Identify the
Economic Condition
The first task is to examine the data provided. Look at the current
equilibrium  level  of  real  GDP  and  compare  it  to  the  full-
employment  level  of  real  GDP.  If  current  GDP  is  below  full-
employment GDP, the economy is experiencing a recessionary
gap. If current GDP is above full-employment GDP, there is an
inflationary gap. Some problems may also indicate a situation of
stagflation,  where  both  unemployment  and  inflation  are  high,
though  this  is  less  common  in  standard  fiscal  policy  exercises.

Step 2: Determine the
Appropriate Policy
Response
Once  you  have  identified  the  gap,  you  must  choose  the  correct
fiscal  policy.  For  a  recessionary  gap,  the  government  should
pursue  expansionary  fiscal  policy,  which  involves  increasing
government  spending,  decreasing  taxes,  or  a  combination  of
both.  For  an  inflationary  gap,  the  government  should  pursue
contractionary  fiscal  policy,  which  involves  decreasing
government spending, increasing taxes, or a combination of both.
The goal is to shift aggregate demand enough to close the gap.
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Step 3: Calculate the
Multiplier
The multiplier is the heart of Activity 39. The simple spending
multiplier is calculated as 1 divided by (1 minus the marginal
propensity to consume),  or  1  /  (1  -  MPC).  If  the  marginal
propensity to consume is 0.8, the multiplier is 5. This means that
every dollar of new government spending ultimately generates
five dollars of new GDP. For tax changes, the multiplier is slightly
smaller because a tax cut is partly saved. The tax multiplier is -
MPC divided by (1 minus MPC), or -(MPC / MPS).

Step 4: Determine the
Required Change in
Spending or Taxes
To  close  a  gap,  you  must  calculate  the  exact  amount  of  fiscal
stimulus or restraint needed. If a recessionary gap is $100 billion
and  the  multiplier  is  5,  the  government  needs  to  increase
spending by $20 billion  ($100 billion  /  5).  If  using a  tax  cut
instead, you would need a larger initial change because the tax
multiplier has a lower absolute value. For example, if  the tax
multiplier is -4, a tax cut of $25 billion would increase aggregate
demand by $100 billion.

Step 5: Account for
Crowding Out and Other
Complications
Many versions of Activity 39 introduce the concept of crowding
out.  When  the  government  borrows  money  to  finance  spending
increases, it can drive up interest rates, which reduces private
investment.  This  dampens  the  effect  of  expansionary  fiscal
policy. Some problems may ask you to adjust your calculations to
account  for  a  partial  crowding-out  effect.  Other  complications
include the impact of international trade, such as changes in net
exports due to exchange rate fluctuations.

COMMON PITFALLS IN MACROECONOMICS LESSON 5
ACTIVITY 39

Students often make several recurring mistakes when working
through  this  activity.  One  common  error  is  confusing  the
spending multiplier with the tax multiplier. Remember, the tax
multiplier is always smaller in absolute value and has a negative
sign. Another frequent mistake is forgetting to multiply or divide
correctly  when  calculating  the  required  policy  change.  For
instance,  some  students  mistakenly  multiply  the  gap  by  the
multiplier instead of dividing. Always read the problem carefully
to understand what is being asked.
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Misinterpreting Graphs and
Data Tables
Activity 39 often includes an AD-AS graph. A typical mistake is
misidentifying the location of the recessionary or inflationary gap.
The  recessionary  gap  is  the  horizontal  distance  between  the
equilibrium point on the short-run aggregate supply curve and
the  long-run  aggregate  supply  curve  at  full  employment.
Students sometimes misplace this distance vertically instead of
horizontally. Practice drawing and labeling these graphs until the
relationships become intuitive.

Overlooking the Role of
Expectations
More advanced versions of the activity may incorporate rational
expectations  or  adaptive  expectations.  If  households  and  firms
anticipate government policy, they may adjust their behavior in
ways that offset the intended effects. For example, if consumers
expect a tax cut to be temporary, they may save most of it rather
than  spending  it,  reducing  the  multiplier  effect.  This  concept  is
often explored in deeper discussion questions within the activity.

REAL-WORLD CONNECTIONS: APPLYING ACTIVITY 39

TO RECENT ECONOMIC POLICY

Macroeconomics Lesson 5 Activity 39 is not just an academic
exercise; it  directly mirrors real  policy debates.  The American
Recovery and Reinvestment Act  of  2009,  for  example,  was a
massive  expansionary  fiscal  policy  intended  to  close  a  large
recessionary gap during the Great Recession. Policymakers had
to estimate the size of the multiplier and decide how much to
spend and where to target the spending. Similarly, the tax cuts
passed in 2017 were intended to stimulate aggregate demand
through a different channel.
More  recently,  the  fiscal  response  to  the  COVID-19  pandemic
illustrated many of the same principles. Governments around the
world injected trillions of  dollars into their  economies through
direct payments, enhanced unemployment benefits, and business
subsidies.  The  multiplier  effects  of  these  policies  are  still  being
studied, but the logic of Activity 39 underlies the entire response.
Understanding this lesson helps you see that macroeconomics is
a living discipline, not a set of abstract formulas.

DEEPENING YOUR ANALYSIS: BEYOND THE BASIC
MULTIPLIER

Once you have mastered the basic mechanics of Activity 39, you
can  explore  more  nuanced  topics.  One  such  topic  is  the
difference  between  automatic  stabilizers  and  discretionary
fiscal policy.  Automatic  stabilizers,  such as progressive income
taxes  and  unemployment  insurance,  automatically  dampen
economic  fluctuations  without  requiring  new  legislation.
Discretionary policy, on the other hand, requires deliberate action
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by  Congress  and  the  President.  Each  has  advantages  and
disadvantages  in  terms  of  speed,  precision,  and  political
feasibility.

The Role of Timing and
Lags
Another advanced concept is the problem of lags in fiscal policy.
There  is  a  recognition  lag  (the  time  it  takes  to  identify  a
problem), a implementation lag (the time it takes to pass and
execute a policy), and an impact lag (the time it takes for the
policy  to  affect  the  economy).  These  lags  can  sometimes  cause
policy to be counterproductive if the economy has already begun
to  recover  by  the  time  the  policy  takes  effect.  Many  discussion
questions in Activity 39 ask students to consider these timing
issues.

Fiscal Policy and the
National Debt
Activity 39 also provides a natural entry point for discussing the
national  debt.  Expansionary  fiscal  policy  often  leads  to  budget
deficits,  which  accumulate  into  a  larger  national  debt.  Students
must  weigh  the  short-term  benefits  of  stimulating  the  economy
against the long-term costs of higher debt, such as increased
interest payments and reduced fiscal flexibility. Some versions of

the activity explicitly ask students to consider the sustainability
of debt levels.

TIPS FOR EDUCATORS TEACHING MACROECONOMICS
LESSON 5 ACTIVITY 39

If  you are an instructor, you can enhance student learning by
incorporating several  strategies.  Use real  data from reputable
sources  such  as  the  Bureau  of  Economic  Analysis  or  the
Congressional  Budget  Office.  Have  students  calculate  actual
multipliers  from recent  economic  data  and  compare  them to
theoretical  values.  Create  small  group  discussions  where
students debate the merits of spending increases versus tax cuts
in  different  scenarios.  Use  interactive  graphing  tools  to  let
students  shift  AD  curves  and  see  the  effects  in  real  time.

Making the Activity
Accessible
Some  students  find  the  algebraic  components  of  Activity  39
intimidating. To address this, provide plenty of practice problems
with step-by-step solutions before asking students to complete
the activity independently. Use visual aids, such as flowcharts, to
show  how  a  change  in  government  spending  flows  through  the
economy.  Emphasize  the  intuition  behind  the  multiplier:  one
person's  spending  becomes  another  person's  income,  which
leads to further spending, creating a chain reaction.
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CONCLUSION: THE ENDURING VALUE OF LESSON 5
ACTIVITY 39

Macroeconomics Lesson 5 Activity 39 is more than a classroom
assignment;  it  is  a  microcosm  of  how  economists  and

policymakers think about stabilizing the economy. By working
through  the  mechanics  of  the  multiplier,  the  nuances  of  fiscal
policy, and the complexities of real-world application, you gain a
powerful analytical tool. Whether you are a student striving for a
high AP


