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MASTERING MACROECONOMICS UNIT 3 LESSON 7 ACTIVITY 29 ANSWERS: A COMPLETE GUIDE TO FISCAL POLICY AND THE
MULTIPLIER

Navigating the complexities of macroeconomics can often feel like learning a new language. For students working through a standard curriculum,
Macroeconomics Unit 3 Lesson 7 Activity 29 Answers represent a critical checkpoint in understanding how governments manage economic
fluctuations. This activity typically focuses on the mechanics of fiscal policy, the spending multiplier, and the delicate balance between taxation and
government expenditure. Whether you are preparing for an AP exam, completing a college assignment, or simply trying to solidify your understanding
of aggregate demand, this guide will walk you through the core concepts, provide detailed answers, and offer practical insights that go beyond rote
memorization. By the end of this article, you will not only have the answers you need but also a deeper appreciation for how fiscal tools shape the
economic landscape.

Understanding the Context of Unit 3 in Macroeconomics
Before diving into the specifics of Activity 29, it is essential to understand where this lesson fits within the broader macroeconomics framework. Unit 3
typically centers on National Income and Price Determination, which is the cornerstone of macroeconomic analysis. This unit introduces the
Aggregate Demand-Aggregate Supply (AD-AS) model, a powerful tool for visualizing how an economy behaves in the short run and the long run.
Within this unit, students explore concepts such as the consumption function, investment demand, and the multiplier effect. Lesson 7 often zeroes in
on fiscal policy, which is the use of government spending and taxation to influence economic activity. Activity 29 serves as a practical application of
these theories,  requiring students  to  calculate multipliers,  predict  changes in  equilibrium output,  and evaluate the effectiveness of  different  policy
measures.
Understanding the answers to this activity is not just about getting a good grade. It is about grasping how policymakers respond to recessions,
inflationary  gaps,  and  structural  imbalances.  When  you  work  through  Activity  29,  you  are  essentially  simulating  the  decision-making  process  that
occurs in treasuries and central banks around the world.

What Is Activity 29? A Closer Look at the Learning Objectives
Activity  29  in  most  macroeconomics  curricula  is  designed  to  reinforce  the  relationship  between  fiscal  policy  actions  and  aggregate  demand.  The
activity typically presents a series of scenarios where the economy is either operating below full employment (a recessionary gap) or above full
employment  (an  inflationary  gap).  Students  must  then  determine  the  appropriate  fiscal  policy  response  and  calculate  the  necessary  change  in
government  spending  or  taxes  to  close  the  gap.
The key learning objectives for this activity include:

Understanding the difference between expansionary and contractionary fiscal policy
Calculating the spending multiplier and the tax multiplier
Determining the amount of government spending needed to achieve full employment
Analyzing the impact of tax changes on disposable income and consumption
Recognizing the limitations and time lags associated with fiscal policy

By mastering these objectives, students gain the ability to evaluate real-world policy proposals with a critical eye. The answers to Activity 29 are not
arbitrary numbers; they are derived from logical relationships that define how the economy responds to government intervention.

Detailed Answers and Explanations for Activity 29
Below, we break down the most common types of questions found in Activity 29, providing step-by-step solutions and clear explanations. These
answers are based on standard macroeconomic models and assume a simplified economy without international trade or complex financial markets.

UNDERSTANDING THE SPENDING MULTIPLIER

One of the first concepts tested in Activity 29 is the spending multiplier. The formula is straightforward:
Spending Multiplier = 1 / (1 - MPC)
where MPC is the marginal propensity to consume. For example, if the marginal propensity to consume is 0.8, the spending multiplier is 1 / (1 - 0.8) =

1 / 0.2 = 5. This means that every dollar of government spending increases real GDP by five dollars.
A common question in Activity 29 asks: "If the MPC is 0.75, what is the value of the spending multiplier?"
Answer: The spending multiplier is 1 / (1 - 0.75) = 1 / 0.25 = 4.
This simple calculation is the foundation for more complex problems. Once you have the multiplier, you can determine how much government
spending must increase to close a recessionary gap or decrease to close an inflationary gap.

CALCULATING THE TAX MULTIPLIER

The tax multiplier is related to the spending multiplier but is slightly different because taxes affect disposable income rather than aggregate demand
directly. The formula for the tax multiplier is:
Tax Multiplier = -MPC / (1 - MPC)
Using the same MPC of 0.75, the tax multiplier is -0.75 / (1 - 0.75) = -0.75 / 0.25 = -3. This means that a reduction in taxes of one dollar increases real
GDP by three dollars, while an increase in taxes reduces GDP by three dollars.
A typical question states: "If the government wants to increase GDP by $300 billion and the MPC is 0.8, by how much should taxes be reduced?"
Answer: First, calculate the tax multiplier: -0.8 / (1 - 0.8) = -0.8 / 0.2 = -4. The desired change in GDP is +$300 billion. Using the formula Change in
GDP = Tax Multiplier × Change in Taxes, we get $300 billion = -4 × Change in Taxes. Solving for Change in Taxes gives -$75 billion. A negative
change means a reduction, so taxes should be reduced by $75 billion.
This calculation demonstrates why tax cuts are often proposed during recessions. However, the tax multiplier is always smaller in magnitude than the
spending multiplier, which means government spending is generally more powerful per dollar than tax cuts.

CLOSING A RECESSIONARY GAP

One of the most important scenarios in Activity 29 involves a recessionary gap. Suppose the economy is currently producing $800 billion in real GDP,
but full employment GDP is $1,000 billion. The marginal propensity to consume is 0.9. The question asks: "How much should government spending
increase to close the gap?"
Answer: First, calculate the spending multiplier: 1 / (1 - 0.9) = 1 / 0.1 = 10. The recessionary gap is $200 billion ($1,000 billion - $800 billion). To
close the gap, government spending must increase by $200 billion / 10 = $20 billion.
Alternatively, the government could reduce taxes. The tax multiplier is -0.9 / (1 - 0.9) = -0.9 / 0.1 = -9. To close the same gap, taxes must be reduced
by $200 billion / 9 ≈ $22.22 billion. Notice that a larger tax cut is needed compared to the spending increase because the tax multiplier is smaller.
This distinction has real-world implications. Policymakers must decide whether to use spending increases or tax cuts, and Activity 29 helps students
understand the trade-offs involved.

CLOSING AN INFLATIONARY GAP

An inflationary gap occurs when real GDP exceeds full employment GDP, putting upward pressure on prices. In this case, the government needs to
implement contractionary fiscal policy by decreasing spending or increasing taxes.
Consider an economy producing at $1,200 billion with full employment at $1,000 billion. The MPC is 0.8. The question asks: "How much should
government spending decrease to close the inflationary gap?"
Answer:  The spending multiplier  is  1 /  (1 -  0.8)  = 1 /  0.2 = 5.  The inflationary gap is  $200 billion.  Government spending must decrease by $200
billion / 5 = $40 billion.
Alternatively, taxes could be increased. The tax multiplier is -0.8 / (1 - 0.8) = -0.8 / 0.2 = -4. To close the gap, taxes must increase by $200 billion / 4
= $50 billion. This would reduce disposable income, lowering consumption and bringing GDP back to full employment.
These exercises  reinforce the idea that  fiscal  policy  is  a  balancing act.  Too much stimulus  can overheat  the economy,  while  too little  can leave it
languishing below potential.

Common Pitfalls and How to Avoid Them
Even the most diligent students make mistakes when working through Activity 29. Below are some of the most common errors and strategies for
avoiding them.
Confusing the Spending Multiplier with the Tax Multiplier
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The spending multiplier is always positive and larger than the absolute value of the tax multiplier. The tax multiplier is always negative because taxes
reduce disposable income. Remembering this relationship will help you avoid sign errors.
Forgetting to Use the Correct Formula for the Tax Multiplier
The tax multiplier is not simply the spending multiplier minus one. It is derived from the marginal propensity to consume and is given by -MPC / (1 -
MPC). Always double-check your formula before calculating.
Misidentifying the Type of Gap

A recessionary gap exists when actual GDP is below potential GDP. An inflationary gap exists when actual GDP is above potential GDP. Mixing these
up will lead to incorrect policy recommendations. Always compare actual GDP to full employment GDP to determine the gap type.
Applying the Multiplier in Reverse
When closing a gap, you divide the gap by the multiplier, not multiply. For example, if the gap is $200 billion and the multiplier is 5, the required
change in spending is $200 billion / 5, not $200 billion × 5. This is a common arithmetic mistake that can throw off your entire analysis.
Ignoring the Balanced Budget Multiplier
Some advanced versions of Activity 29 introduce the balanced


