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Unlocking the Secrets of Macroeconomics Unit /4 Lesson /5 Activity /39

For students navigating the world of macroeconomics, every lesson and activity serves as a stepping stone toward 

a deeper understanding of how economies function. One such pivotal exercise is macroeconomics unit /4 lesson /5 

activity /39, a problem that challenges learners to apply key concepts such as aggregate demand, fiscal policy, and

the impact of government spending on the overall economy. In this comprehensive guide, we’ll walk through the

activity’s objectives, dissect its components, and provide a detailed solution that highlights the underlying economic

principles. Whether you’re a high �school student, a college freshman, or a lifelong learner, this article will equip you

with the tools to master the activity and strengthen your macroeconomic intuition.
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Overview of Unit /4 Lesson /5

Unit /4 of most macroeconomics textbooks typically focuses on aggregate demand and aggregate supply, 

exploring how they interact to determine the overall price level and output in the economy. Lesson /5, in particular, 

delves into the role of government fiscal policy—specifically, how changes in government spending and taxation

influence aggregate demand.

Within this lesson, Activity /39 is designed to test students’ ability to:

•  Calculate the effect of a fiscal policy change on aggregate demand.

•  Determine the new equilibrium level of real GDP.

•  Understand the multiplier effect and its significance.

Activity 39: What Are We Trying to Achieve?

The problem statement for macroeconomics unit /4 lesson /5 activity /39typically presents a scenario where the

government decides to increase its spending on infrastructure. Students must then compute the resulting changes

in aggregate demand, assess the impact on real GDP, and analyze the broader economic implications.

Below is a typical version of the activity (the numbers can vary slightly depending on the textbook edition):

1.  The economy is initially at its long �run equilibrium with a real GDP of $5,000 /billion and a price level of 100.

2.  The government announces a new infrastructure project that will increase government spending by 

$200 /billion.



3.  The marginal propensity to consume (MPC) is 0.8.

4.  Assume that the economy is initially operating at full employment.

The tasks for students are usually:

•  Compute the fiscal multiplier.

•  Determine the increase in aggregate demand.

•  Find the new equilibrium real GDP.

•  Discuss whether the economy remains at full employment after the change.

Key Economic Concepts Covered

Aggregate Demand (AD)

Aggregate demand represents the total quantity of goods and services demanded across all levels of an economy

at a given price level. It is composed of consumption (C), investment (I), government spending (G), and net exports

(NX).

Fiscal Policy

Fiscal policy involves government decisions on taxation and spending. Expansionary fiscal policy—such as

increased government spending—boosts aggregate demand, while contractionary policy—such as tax hikes—

reduces it.

Multiplier Effect

The fiscal multiplier quantifies how much aggregate demand (or real GDP) changes in response to a change in

fiscal policy. It depends on the marginal propensity to consume (MPC) and, if taxes are involved, the marginal

propensity to tax (MPT).

Full Employment

Full employment occurs when all resources in the economy are utilized efficiently. In macroeconomic terms, it

means the economy operates at its potential output, with unemployment at the natural rate.

Potential Output and the Long �Run Aggregate Supply (LRAS)

The LRAS curve is vertical at the level of potential output. Any shift in aggregate demand that moves the economy

away from this point will eventually be corrected by price adjustments in the long run.

Step �by �Step Solution

Let’s walk through each part of Activity /39 meticulously, ensuring clarity and precision.

1. Calculate the Fiscal Multiplier

The fiscal multiplier for an increase in government spending (when taxes remain unchanged) is given by:

Multiplier = 1 / (1 – MPC)

With an MPC of 0.8:

Multiplier = 1 / (1 – 0.8) = 1 / 0.2 = 5

Thus, every dollar of increased government spending will ultimately raise real GDP by five dollars.

2. Determine the Increase in Aggregate Demand



The initial change in government spending is $200 /billion. Multiplying by the fiscal multiplier gives the total change in 

aggregate demand:

9D�B�Ò�×VÇF—�Æ–W"
r�”G = 5 × $200 /billion = $1,000 /billion

Therefore, aggregate demand rises by $1,000 /billion.

3. Find the New Equilibrium Real GDP

The economy was initially at $5,000 billion of real GDP. Adding the $1,000 billion increase gives the new equilibrium

output:

New Real GDP = $5,000 /billion + $1,000 /billion = $6,000 /billion

So, the economy moves from $5,000 /billion to $6,000 /billion.

4. Assess Full Employment Status

Because the initial economy was at full employment, any increase in real GDP beyond potential output indicates

that the economy is overheating. In the short run, wages and prices may remain sticky, allowing output to exceed

potential. However, in the long run, the LRAS curve will shift upward as the economy’s productive capacity

expands, or prices will rise, bringing the economy back to its potential output.

In this scenario, the short �run equilibrium real GDP surpasses the initial potential output of $5,000 billion. Hence, the

economy is temporarily above full employment, leading to upward pressure on wages and prices.

Common Mistakes and How to Avoid Them

•  Forgetting to use the correct multiplier formula. Remember that for a pure spending increase, the multiplier is 

1/(1–MPC). If taxes change, the formula incorporates the marginal propensity to tax.

•  Misinterpreting the direction of the change. A positive 9Dr�ÆV�G2�Fò����÷6—F—`e 9D�@, but students sometimes 

mistakenly subtract the change.

•  Ignoring the potential output. Failing to compare the new equilibrium real GDP to potential output can lead to 

incorrect conclusions about full employment.

•  Assuming price level changes instantly. In the short run, prices may be sticky; only in the long run do they 

adjust to maintain equilibrium.

•  Overlooking the role of other AD components. While this activity focuses on government spending, changes in 

consumption, investment, or net exports can also shift AD.

Real �World Implications of the Activity

While the numbers in Activity 39 are simplified, they mirror real policy decisions governments face. For instance,

during economic downturns, governments often launch infrastructure programs to stimulate growth. The activity

demonstrates how such spending can create a multiplier effect, boosting output and potentially reducing

unemployment.

However, the activity also highlights potential risks:

•  Inflationary pressures. If the economy is already near full employment, increased demand can drive up prices.

•  Crowding out. Large fiscal deficits may raise interest rates, discouraging private investment.

•  Long �run sustainability. Persistent deficits can lead to higher debt levels, affecting future fiscal flexibility.

By understanding these dynamics, policymakers can design balanced fiscal strategies that promote growth without

destabilizing the economy.



Study Tips and Resources

1. Visualize the AD �LRAS Model

Draw the aggregate demand and long �run aggregate supply curves. Mark the initial equilibrium, then illustrate how a

rightward shift in AD due to increased government spending moves the economy along the short �run aggregate

supply curve.

2. Practice with Variations

Change the MPC value or the magnitude of the spending increase to see how the multiplier and GDP shift respond.

This reinforces the relationship between consumption behavior and macroeconomic outcomes.

3. Use Online Calculators

Several educational websites offer macroeconomic calculators where you can input MPC, 9DrÀ and other variables to

instantly see the impact on GDP.

4. Relate to Current Events

Read news articles on recent fiscal stimulus packages (e.g., COVID �19 relief bills). Compare the real �world spending

amounts with the multiplier effect you’ve calculated.

5. Discuss with Peers

Explaining the activity to classmates helps solidify your understanding and may uncover alternative perspectives or

common misconceptions.

Conclusion

Macroeconomics unit /4 lesson /5 activity /39 is more than a textbook exercise; it’s a microcosm of fiscal policy’s power 

to shape an economy. By carefully applying the fiscal multiplier, assessing changes in aggregate demand, and

evaluating the resulting impact on real GDP and full employment, students gain a practical grasp of how

government decisions ripple through the economy.

Mastering this activity equips you with the analytical tools needed to interpret real �world economic policies,

anticipate their consequences, and engage thoughtfully in discussions about fiscal stimulus, inflation, and growth.

Whether you’re preparing for exams or simply curious about how macroeconomics works, the lessons from this

activity will serve as a foundation for deeper exploration.

Keep practicing, stay curious, and let the numbers guide your understanding of the dynamic forces that drive our

global economy.
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