Exercise walk-through

3.9

Automatic Stabilizers

AP Macroeconomics



Potential output, and the curve that shows it

Full-employment out-  Full-employment (potential) output is what the economy
put produces when unemployment sits at its natural rate.

Vertical at that output: in the long run the price level does not change what

LRAS the economy can produce.
The production possibilities curve (PPC) shows the
The PPC same limit in goods-against-goods form — and both shift out for the same
reasons.
What shifts it More or better resources, more capital, better technology, higher productivity.

An AD shift moves output only until wages adjust. Only an LRAS shift raises output perma-
nently.



National Income & Price Determination

- Self-adjustment & policy

Automatic stabilizers

Automatic stabilizers
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

dampen

Automatic: instant, built
into law — no legislative

lag

Discretionary . a new
bill — precise, but slow to pass.



National Income & Price Determination

L Recap

Unit 3 — key takeaways

€@ ~panas

AD down (3 effects); SRAS up
(sticky wages); LRAS vertical at
potential

e Shocks

AD shift moves P and Y together;

supply shock moves them apart

e Multiplier

1/(1 — MPC); tax multiplier
smaller and negative

o Policy

expansionary for recession, con-
tractionary for inflation; stabilizers
act alone



AP Macroeconomics

Exercises 2.1:2.3

2.1 Define an automatic stabilizer.

2.2 Give two examples of automatic stabilizers.

2.3 State the difference between automatic and discretionary fiscal policy.



AP Macroeconomics

Exercises 2.1:2.3

2.1 Define an automatic stabilizer. 1]

2.1

o a feature of the economy that dampens the business cycle automatically, without new
laws

2.2 Give two examples of automatic stabilizers. 2]

2.2

e progressive taxes; transfer payments such as unemployment benefits

2.3 State the difference between automatic and discretionary fiscal policy. 1]

2.3

o automatic stabilizers act without new laws; discretionary policy requires deliberate
new legislation



AP Macroeconomics

Exercises 3.1-3.2

3.1 An automatic stabilizer works

D A only when a new law is passed
B without any new legislation
C through the central bank
D by changing interest rates

3.2 Which of these is an automatic stabilizer?

D A a newly passed stimulus law
B unemployment benefits
C an interest-rate cut
D a new tariff



AP Macroeconomics

Exercises 3.1-3.2

3.1 An automatic stabilizer works

D A only when a new law is passed
B without any new legislation

C through the central bank
D by changing interest rates

3.1B

o without any new legislation.

3.2 Which of these is an automatic stabilizer?

D A a newly passed stimulus law
B unemployment benefits
C an interest-rate cut
D a new tariff

3.2 B

o unemployment benefits.



AP Macroeconomics

Exercise 3.3 (a)

3.3 The economy enters a recession.

(a) State what happens to unemployment-benefit payments.
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Exercise 3.3 (a)

3.3 The economy enters a recession.

(a) State what happens to unemployment-benefit payments.

(a)

e they rise
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Exercise 3.3 (b)

3.3 The economy enters a recession.

(b) State the effect on AD.
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Exercise 3.3 (b)

3.3 The economy enters a recession.

(b) State the effect on AD.

(b)

o AD is supported (does not fall as far)
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Exercise 3.3 (¢)

3.3 The economy enters a recession.

(c) State whether this required new legislation.
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Exercise 3.3 (¢)

3.3 The economy enters a recession.

(c) State whether this required new legislation.
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