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Long-run self-adjustment
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Left alone, a gap heals by moving
SRAS (not AD):

recessionary gap: high
unemployment ⇒ wages fall ⇒
SRAS right
inflationary gap: scarce labour ⇒
wages rise ⇒ SRAS left

Output returns to potential; the
price level ends lower (or higher) –
but slowly.
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Fiscal policy
Fiscal policy : the government uses
spending and taxes to steer AD.

Expansionary: raise G / cut T
⇒ AD right (for a recession-
ary gap)

Contractionary: cut G / raise
T ⇒ AD left (for an inflation-
ary gap)

Worked example
Gap = 200, MPC = 0.8 so multiplier = 5.

ΔG = 200
5 = 40

Spending and taxes steer aggregate
demand
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Expansionary fiscal policy shifts AD right

AD0 AD1

SRAS

P0

P1

real output

price
level

expansionary policy: AD shifts right

Expansionary fiscal policy shifts AD right, raising output and prices
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Automatic stabilizers

Automatic stabilizers dampen
the business cycle with no new law:

Progressive taxes : collect
more in booms, less in slumps

Transfer payments :
benefits rise automatically in a re-
cession

Automatic: instant, built
into law – no legislative
lag .

Discretionary : a new
bill – precise, but slow to pass.
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Self-adjustment & policy

Aggregate Demand

A city skyline: national output and aggregate demand reflect economy-wide
spending
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Exercises 2.1·2.3

AP MACROECONOMICS • EXERCISE SHEET

3.7 Long-Run Self-Adjustment

Name: Class: Date: Total: 9 marks

KEY WORDS price level价格水平 • inflationary gap通胀缺口 • nominal wages名义工资
• recessionary gap衰退缺口

Objective
Build the skills to answer exam questions on long-run self-adjustment.

You must be able to:

• explain how an economy in a recessionary or inflationary gap returns to full em-
ployment on its own

• describe how changes in nominal wages shift SRAS during self-adjustment
• compare the long-run outcome (output back at potential) with the short-run effect on

the price level

1 Key knowledge and worked examples
Study these first. Each one shows the method for a question type used later.

Closing a recessionary gap
High unemployment pushes nominal wages down, lowering costs, so SRAS shifts
right until output returns to potential – at a lower price level.

Closing an inflationary gap
Low unemployment pushes nominal wages up, raising costs, so SRAS shifts left
until output returns to potential – at a higher price level.

Long-run outcome
Either way, output returns to potential; only the price level is permanently changed.

2 Practice
2.1 Explain how an economy in a recessionary gap self-corrects. [2]

AP Macroeconomics • 3.7 Long-Run Self-Adjustment 12.2 State what happens to nominal wages during a recessionary gap. [1]

2.3 State the long-run level of output after self-adjustment. [1]

3 Exam-style questions
3.1 In a recessionary gap, self-correction happens as nominal wages [1]

A rise
B fall
C stay fixed
D disappear

3.2 After long-run self-adjustment, output returns to [1]

A zero
B potential output
C above potential
D below potential

3.3 An economy has an inflationary gap.

(a) State what happens to nominal wages over time. [1]

(b) State the direction SRAS shifts. [1]

(c) State the long-run level of output. [1]
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Build the skills to answer exam questions on long-run self-adjustment.

You must be able to:

• explain how an economy in a recessionary or inflationary gap returns to full em-
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• describe how changes in nominal wages shift SRAS during self-adjustment
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Study these first. Each one shows the method for a question type used later.

Closing a recessionary gap
High unemployment pushes nominal wages down, lowering costs, so SRAS shifts
right until output returns to potential – at a lower price level.
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Low unemployment pushes nominal wages up, raising costs, so SRAS shifts left
until output returns to potential – at a higher price level.

Long-run outcome
Either way, output returns to potential; only the price level is permanently changed.
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2.1 Explain how an economy in a recessionary gap self-corrects. [2]
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Solutions
Each answer shows the steps, then the result.

2.1

• high unemployment lowers nominal wages, which lowers costs and shifts SRAS right
until output is back at potential

2.2

• they fall

2.3

• potential (full-employment) output

3.1 B

• fall.

3.2 B

• potential output.

3.3

(a)

• they rise

(b)

• to the left

(c)

• potential output
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Exercises 3.1·3.2
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Exercises 3.1·3.2
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AP Macroeconomics

Exercise 3.3 (a)

2.2 State what happens to nominal wages during a recessionary gap. [1]

2.3 State the long-run level of output after self-adjustment. [1]

3 Exam-style questions
3.1 In a recessionary gap, self-correction happens as nominal wages [1]

A rise
B fall
C stay fixed
D disappear

3.2 After long-run self-adjustment, output returns to [1]

A zero
B potential output
C above potential
D below potential

3.3 An economy has an inflationary gap.

(a) State what happens to nominal wages over time. [1]

(b) State the direction SRAS shifts. [1]

(c) State the long-run level of output. [1]

AP Macroeconomics • 3.7 Long-Run Self-Adjustment 2
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AP Macroeconomics

Exercise 3.3 (a)

2.2 State what happens to nominal wages during a recessionary gap. [1]

2.3 State the long-run level of output after self-adjustment. [1]

3 Exam-style questions
3.1 In a recessionary gap, self-correction happens as nominal wages [1]

A rise
B fall
C stay fixed
D disappear

3.2 After long-run self-adjustment, output returns to [1]

A zero
B potential output
C above potential
D below potential

3.3 An economy has an inflationary gap.

(a) State what happens to nominal wages over time. [1]

(b) State the direction SRAS shifts. [1]

(c) State the long-run level of output. [1]
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Solutions
Each answer shows the steps, then the result.

2.1

• high unemployment lowers nominal wages, which lowers costs and shifts SRAS right
until output is back at potential

2.2

• they fall

2.3

• potential (full-employment) output

3.1 B

• fall.

3.2 B

• potential output.

3.3

(a)

• they rise

(b)

• to the left

(c)

• potential output
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AP Macroeconomics

Exercise 3.3 (b)

2.2 State what happens to nominal wages during a recessionary gap. [1]

2.3 State the long-run level of output after self-adjustment. [1]

3 Exam-style questions
3.1 In a recessionary gap, self-correction happens as nominal wages [1]

A rise
B fall
C stay fixed
D disappear

3.2 After long-run self-adjustment, output returns to [1]

A zero
B potential output
C above potential
D below potential

3.3 An economy has an inflationary gap.

(a) State what happens to nominal wages over time. [1]

(b) State the direction SRAS shifts. [1]

(c) State the long-run level of output. [1]
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AP Macroeconomics

Exercise 3.3 (b)

2.2 State what happens to nominal wages during a recessionary gap. [1]

2.3 State the long-run level of output after self-adjustment. [1]

3 Exam-style questions
3.1 In a recessionary gap, self-correction happens as nominal wages [1]

A rise
B fall
C stay fixed
D disappear

3.2 After long-run self-adjustment, output returns to [1]

A zero
B potential output
C above potential
D below potential

3.3 An economy has an inflationary gap.

(a) State what happens to nominal wages over time. [1]

(b) State the direction SRAS shifts. [1]

(c) State the long-run level of output. [1]
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Solutions
Each answer shows the steps, then the result.

2.1

• high unemployment lowers nominal wages, which lowers costs and shifts SRAS right
until output is back at potential

2.2

• they fall

2.3

• potential (full-employment) output

3.1 B

• fall.

3.2 B

• potential output.

3.3

(a)

• they rise

(b)

• to the left

(c)

• potential output
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Exercise 3.3 (c)

2.2 State what happens to nominal wages during a recessionary gap. [1]

2.3 State the long-run level of output after self-adjustment. [1]

3 Exam-style questions
3.1 In a recessionary gap, self-correction happens as nominal wages [1]

A rise
B fall
C stay fixed
D disappear

3.2 After long-run self-adjustment, output returns to [1]

A zero
B potential output
C above potential
D below potential

3.3 An economy has an inflationary gap.

(a) State what happens to nominal wages over time. [1]

(b) State the direction SRAS shifts. [1]

(c) State the long-run level of output. [1]
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Exercise 3.3 (c)
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Solutions
Each answer shows the steps, then the result.

2.1

• high unemployment lowers nominal wages, which lowers costs and shifts SRAS right
until output is back at potential

2.2

• they fall

2.3

• potential (full-employment) output

3.1 B

• fall.

3.2 B

• potential output.

3.3

(a)

• they rise

(b)

• to the left

(c)

• potential output
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