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Macroeconomics
Unit 4 Lesson 5

Activity 39

Understandi
ng the
Foundations
of Economic
Stability: A
Deep Dive
into
Macroecono
mics Unit 4
Lesson 5
Activity 39

I n  t h e  v a s t  a n d
interconnected world of

economic  theory,  few
subjects carry as much
immediate  relevance
a s  t h e  t o o l s
governments  and
central  banks  use  to
steer an economy. For
s t u d e n t s  a n d
enthusiasts  alike,  the
curriculum often builds
t o w a r d  a  c r i t i c a l
juncture  where  theory
meets practice. This is
precisely  the  territory
e x p l o r e d  i n
M a c r o e c o n o m i c s
U n i t  4  L e s s o n  5
Act iv i ty  39 .  Th i s
lesson  serves  as  a
p i v o t a l  e x e r c i s e



designed  to  solidify
o n e ’ s  g r a s p  o f
stabilization  policies,
the  in t r i cac ies  o f
aggregate  demand,
and  the  real-world
implications  of  fiscal
a n d  m o n e t a r y
intervention.  If  you
have  ever  wondered
how  pol icymakers
decide between cutting
taxes or raising interest
rates,  or  how  these
decisions  impact  your
d a i l y  l i f e ,  t h i s
exploration will provide
a  clear,  structured
understanding.

The goal of this article
is  to  unpack  the  core
components  of  this
important  lesson,
offering  a
comprehensive  guide
that is both informative
for  the  student  and
e n g a g i n g  f o r  t h e
curious reader. We will
move  beyond  simple

definitions  to  explore
t h e  d y n a m i c
relat ionships  that
define  modern
macroeconomic  policy.
By the end, you will not
only  understand  the
mechanics  of  Activity
39 but also appreciate
its  place  in  the  larger
puzz le  of  nat ional
e c o n o m i c
management.

The
Strategic
Context of
Unit 4: Why
This Lesson
Matters

Before  diving  into  the
specifics of Lesson 5, it
i s  e s s e n t i a l  t o
understand its strategic
posit ion  within  the
b r o a d e r  U n i t  4
framework.  Typically,
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Unit  4  in  a  standard
m a c r o e c o n o m i c s
course  focuses  on
financial  sector
dynamics,  the  role  of
the  central  bank,  and
the  tools  available  for
m a n a g i n g  t h e
economy.  This  unit
transitions  students
from the basic model of
aggregate  supply  and
aggregate demand into
the  more  complex
realm  of  active  policy
management.

L e s s o n  5 ,  a n d
specifically  Activity  39,
is  often  the  synthesis
point. It is the exercise
where  students  must
apply  the  theoretical
c o n c e p t s  o f
expansionary  and
contractionary policy
to  specific  economic
scenarios.  This activity
is not merely a test of
memorization;  it  is  a
test  of  application.  It

challenges  learners  to
diagnose  an  economic
problem—such  as  a
recessionary gap or an
inflationary  gap—and
prescribe  the  correct
monetary  or  fiscal
remedy.

What Activity 39
Typically Entails

While the exact content
of Activity 39 can vary
slightly  depending  on
t h e  c u r r i c u l u m
publisher  (such as the
well-known  Advanced
Placement  Economics
materials),  the  core
object ive  remains
consistent. The activity
usual ly  presents  a
series  of  hypothetical
economic  situations.
For each situation, the
student must:

Identify whether
the economy is
experiencing a
recessionary gap



or an inflationary
gap.
Determine the
appropriate
policy response
(fiscal or
monetary).
Specify the exact
tool to be used
(e.g., open
market
operations,
changes in the
discount rate,
changes in
government
spending, or tax
adjustments).
Diagram the
effect on the
aggregate
demand and
supply model,
showing the
intended shift
back to long-run
equilibrium.

This  process  forces  a
deeper  cogn i t i ve
engagement.  It  is  one

thing to know what the
Federal  Reserve  does;
it is another to decide
when  it  should  buy
bonds versus sell them.
Activity 39 bridges that
g a p ,  m a k i n g  t h e
student  an  ac t ive
par t ic ipant  in  the
policy-making process.

The Core
Toolkit:
Fiscal
versus
Monetary
Policy

T o  s u c c e s s f u l l y
n a v i g a t e
Macroeconomics Unit 4
Lesson 5 Activity 39, a
firm  command  of  the
t w o  p r i m a r y
stabilization  toolkits  is
required.  These  are
fiscal  policy,  managed
by  the  government,
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and  monetary  policy,
m a n a g e d  b y  t h e
c e n t r a l  b a n k .
Understanding  the
nuanced  differences,
s t r e n g t h s ,  a n d
weaknesses of each is
critical.

Fiscal Policy: The
Government's
Lever

Fiscal  policy  involves
the use of government
spending  and  taxation
to  influence  the
economy.  When  the
economy  is  sluggish,
an  expansionary  fiscal
policy  might  involve
increasing  government
s p e n d i n g  o n
infrastructure  projects
or  cutt ing  taxes  to
leave  more  money  in
t h e  h a n d s  o f
c o n s u m e r s  a n d
businesses. The goal is
to  shift  the  aggregate
demand  curve  to  the

right.

Converse ly ,  i f  the
e c o n o m y  i s
o v e r h e a t i n g  a n d
inflation  is  a  concern,
the  government  might
employ  contractionary
fiscal  policy  by  cutting
spending  or  raising
taxes.  This  reduces
aggregate  demand,
cooling  off  the
economy.  In  Activity
39,  students  must
evaluate which of these
levers  is  appropriate
based  on  the  given
d a t a  a b o u t
unemployment  and
price  levels.

O n e  o f  t h e  k e y
challenges  highlighted
in  this  lesson  is  the
concept  of  crowding
o u t .  W h e n  t h e
government  borrows
money  to  finance
increased  spending,  it
can  drive  up  interest



r a te s ,  wh i ch  may
r e d u c e  p r i v a t e
investment.  This  is  a
classic complexity that
makes fiscal policy less
straightforward  than  it
appears on the surface.

Monetary Policy:
The Central
Bank's Scalpel

Monetary policy, on the
other  hand,  is  often
viewed as more nimble.
Conducted  by  the
cent ra l  bank  ( the
Federal Reserve in the
Un i ted  S ta tes ) ,  i t
involves managing the
money  supply  and
interest  rates.  The
three main tools are:

Open Market1.
Operations:
Buying or selling
government
bonds to increase
or decrease the
money supply.

The Discount2.
Rate: The
interest rate the
central bank
charges
commercial
banks for loans.
Reserve3.
Requirements:
The fraction of
deposits banks
are required to
hold in reserve.

In  a  recession,  the
central bank would buy
b o n d s  ( i n j e c t i n g
rese rves  i n to  the
banking system), lower
the  discount  rate,  or
r e d u c e  r e s e r v e
requirements.  This
expansionary monetary
po l i cy  l owers  the
federal  funds  rate,
encouraging  borrowing
and  investment.  In
Activity  39,  students
o f t e n  g r a p h  t h i s
process: an increase in
the money supply leads
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to lower interest rates,
wh i ch  s t imu la tes
investment  and  shifts
aggregate  demand
rightward.

The lesson emphasizes
that monetary policy is
g e n e r a l l y  m o r e
effective  at  fighting
inflation  than  at  curing
a  deep  recession  (a
concept  known  as
"pushing on a string").
This distinction is  vital
for correctly answering
the analytical questions
posed in Activity 39.

Applying the
Model: The
Role of
Aggregate
Demand and
Supply

C e n t r a l  t o
Macroeconomics Unit 4

Lesson 5 Activity 39 is
the AD-AS model.  This
model  provides  the
visual  framework  for
u n d e r s t a n d i n g
economic  fluctuations.
The  activity  typically
requires  students  to
draw  and  interpret
shifts in these curves.

Consider  a  scenario
where the economy is
operating  below  full
employment. In the AD-
AS model, this appears
as  a  recess ionary
gap—the  short-run
equilibrium is to the left
o f  t h e  l o n g - r u n
aggregate  supp ly
(LRAS)  curve.  The
student's  task  is  to
recommend  a  policy
that shifts the AD curve
to the right, closing the
g a p  w i t h o u t
overshoot ing  and
creating  inflation.

I f  t he  economy  i s



operating  above  full
e m p l o y m e n t ,  a n
inflationary  gap  exists.
Here,  the  short-run
equilibrium  is  to  the
right of the LRAS. The
recommended  policy
w o u l d  b e
contractionary,  shifting
AD  to  the  lef t .  The
complex i ty  in  the
activity  often  arises
from  questions  about
time lags and the self-
correcting  mechanism
of  the  economy.  The
s e l f - c o r r e c t i n g
mechanism  suggests
that, over time, wages
and prices will adjust to
bring  the  economy
b a c k  t o  f u l l
employment  without
g o v e r n m e n t
intervention.  However,
this  process  can  be
painfully  slow.  Activity
39  forces  students  to
weigh  the  benefits  of
active  policy  against
the  wait  for  natural

adjustment.

Common
Challenges
in Activity
39 and How
to Overcome
Them

Many  students  find
Macroeconomics Unit 4
Lesson  5  Activity  39
challenging  for  a  few
specific  reasons.
Recognizing  these
pitfalls  is  the  first  step
t o  m a s t e r i n g  t h e
content.

Confusing the
Goals of Fiscal
and Monetary
Policy

A  common  error  is
applying  a  monetary
tool  to  a  fiscal  problem
and  vice  versa.  For
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example,  a  student
might suggest lowering
t a x e s  t o  s o l v e  a
banking liquidity crisis,
w h e n  i n  f a c t ,  t h e
central bank should be
using  open  market
operations.  The key is
to remember that fiscal
policy is about budgets
( s p e n d i n g  a n d
r e v e n u e ) ,  w h i l e
monetary  pol icy  is
a b o u t  m o n e y  a n d
credit.  The  activity
o f t e n  i n c l u d e s
scenarios  where  both
types of policy could be
used,  but  the  student
must  jus t i fy  the i r
choice based on speed
and political feasibility.

Misreading the
Economic
Indicators

The  activity  provides
d a t a  p o i n t s  l i k e
unemployment  rate,
inflation  rate,  and

real  GDP.  A  common
m i s t a k e  i s
misdiagnosing the gap.
High  unemployment
and  low  inflation
suggest a recessionary
g a p .  L o w
unemployment  and
high  inflation  suggest
an  inflationary  gap.  A
careful  reading  of  the
data is non-negotiable.
S t u d e n t s  s h o u l d
practice  scanning  for
these  two  cr i t i ca l
indicators  first  before
selecting  a  policy.

Graphing the
Wrong Shift

When  drawing  the
diagrams,  students
sometimes  shift  the
aggregate supply curve
i n s t e a d  o f  t h e
aggregate  demand
curve.  While  supply
shocks  are  real,  the
policies taught in Unit 4
(fiscal  and  monetary)



are  primarily  designed
to  shi f t  aggregate
demand.  The  on ly
exception discussed in
later  units  might  be
supply-side  fiscal
policy,  but  within  the
scope  of  Activity  39,
the  focus  is  firmly  on
demand  management.

Real-World
Connections
: Why This
Activity
Matters
Beyond the
Classroom

O n e  o f  t h e  m o s t
valuable  aspects  of
Macroeconomics Unit 4
Lesson 5 Activity 39 is
how directly it connects
to real-world headlines.
The debates you see on
t h e  n e w s  a b o u t
stimulus  packages,

infrastructure bills, and
F e d e r a l  R e s e r v e
interest  rate  decisions
are  all  echoes  of  the
c a l c u l a t i o n s  y o u
perform in this lesson.

Consider the economic
response  to  the  2008
financial  crisis.  The
government enacted a
large  fiscal  stimulus
( t h e  A m e r i c a n
R e c o v e r y  a n d
Reinvestment  Act)
wh i le  the  Federa l
Reserve  slashed  the
federal  funds  rate  to
near zero and engaged
in  quantitative  easing.
This  was  a  real-world
application of the very
concepts in Activity 39:
diagnosing  a  massive
recessionary  gap  and
applying a coordinated
fiscal  and  monetary
response.

Similarly,  the  post-
pandemic  inflation
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surge  of  2021-2023
s a w  t h e  F e d e r a l
Reserve rapidly raising
i n t e r e s t  r a t e s
( c o n t r a c t i o n a r y
monetary  policy)  to
combat  an  inflationary
g a p ,  e v e n  a s  t h e
government  debated
the  inflationary  impact
of  further  spending.
Understanding  Activity
3 9  g i v e s  y o u  t h e
v o c a b u l a r y  a n d
analytical framework to
unders tand  these
complex  events.

Deepening
the Analysis:
The
Limitations
of Policy

A  h i g h - s c o r e
p e r f o r m a n c e  o n
Activity  39  requires
m o r e  t h a n  j u s t
identifying  the  right

tool;  it  requires  an
understanding  of  the
l i m i t a t i o n s  a n d
u n i n t e n d e d
consequences  of  each
policy  choice.  This  is
what separates a basic
a n s w e r  f r o m  a n
excellent  one.

One  limitation  is  the
recognition  lag,  the
t i m e  i t  t a k e s  f o r
policymakers to realize
a  p rob lem  ex i s t s .
A n o t h e r  i s  t h e
implementation  lag,
especially  for  fiscal
policy,  which  requires
legislative approval. By
the  time  a  policy  is
enacted, the economic
landscape  may  have
changed  entirely.  The
activity  often  includes
questions  that  ask
students  to  consider
these  delays.

Furthermore,  rational
expectations  theory



suggests that if people
anticipate  a  policy,
they  may  adjust  their
behavior  in  ways  that
neutralize  its  intended
effect.  For  instance,  if
workers  expect  an
expansionary  policy  to
cause  inflation,  they
will  demand  higher
wages,  potential ly
n e g a t i n g  t h e
stimulative  effect.
Activity  39  provides  a
platform  to  discuss
t h e s e  a d v a n c e d
concepts,  making  it  a
r i c h  l e a r n i n g
experience  for  those
willing  to  dig  deeper.

Study
Strategies
for
Mastering
Unit 4

Lesson 5

To  truly  benefit  from
Macroeconomics Unit 4
Lesson 5 Activity 39, a
strategic  approach  to
study is essential. Here
are several high-impact
strategies:

Master the
Graphs First

Macroeconomics  is  a
visual  science.  Before
you read the text of the
act iv i ty ,  p ract ice
drawing  the  money
market  graph and the
AD-AS  graph  f rom
memory. Know exactly
where the curves shift
for  each policy  action.
If you can visualize the
shift,  you  can  answer
the question.

Create a Policy
Decision Tree

B u i l d  a  s i m p l e
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flowchart  for  yourself.
The  first  question  is
always: "Is the problem
inflation  or
unemployment?" If it is
unemployment  (and
low inflation), go to the
expansionary branch. If
it  is  inflation,  go  to  the
contractionary  branch.
Then, decide which tool
is  most  appropriate
given the scenario. This
mental  map  is  highly
effective  for  the  timed
conditions of  an exam
o r  h o m e w o r k
assignment.

Explain Your
Reasoning Out
Loud

One of the best ways to
t e s t  y o u r

understanding  is  to
teach  it  to  someone
else.  Explain  why  the
Federal  Reserve would
buy  bonds  during  a
recession.  Explain why
raising taxes might be
politically  unpopular
e v e n  i f  i t  i s
e c o n o m i c a l l y
necessary.  Verbalizing
the logic helps cement
the  neural  pathways
and reveals any gaps in
your  understanding
before you put pen to
paper for the activity.

Conclusion:
The Lasting
Value of
Macroecono
mics


