Exercise walk-through

2.7

Business Cycles

AP Macroeconomics



Economic Indicators & the Business Cycle
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Two phases and two turning points: expansion — peak — contraction/recession —
trough. Expansion and contraction are phases; peak and trough mark reversals.



Economic Indicators & the Business Cycle

L Business cycle

The four measures at a glance

AP 2024 Set 1, Q2: output and living standards

Year 1 (base) Year 2
Nominal GDP 800,000 1,035,000
GDP deflator 100 115
Population 1,000 1,200
Real GDP 800,000 1,035,000/115 x 100 = 900, 000
Real GDP per person 800 900,000/1, 200 = 750

Total real GDP rises 12.5%, but real GDP per person falls 6.25%. Average out-
put falls because population grows faster than real output.
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Output gaps

Compare actual output to potential
output (real GDP at full
employment):

output gap = actual — potential

m recessionary gap . actual
below potential — running cold

m inflationary gap : actual
above potential — running hot

Worked example ($b)

Potential = 1,200, actual =
1,140:

gap = 1,140 — 1,200 = —60

A recessionary gap — idle workers and

factories, a case for stabilization pol-

icy



Economic Indicators & the Business Cycle

L Business cycle

Limitations of GDP

Real GDP per capita Still does not tell us
Real output divided by population How income is distributed
Average output per person The value of unpaid housework
Compare years at constant prices Pollution, leisure or health

(. J . J

Higher average output does not prove that every household is better off.

Real GDP per capita measures average output, not its distribution or all aspects
of welfare
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Unemployment

frictional
short-term,
between
jobs

.

structural
skills no longer

match the jobs

cyclical
low demand in
a recession

Three types of unemployment: frictional, structural, and cyclical




AP Macroeconomics

Exercises 2.1:2.3

2.1 Name the four phases of the business cycle.

2.2 Define a recessionary gap.

2.3 State what happens to unemployment during an expansion.



AP Macroeconomics

Exercises 2.1:2.3

2.1 Name the four phases of the business cycle.

2.1

« expansion, peak, contraction (recession), trough

2.2 Define a recessionary gap.

2.2

 the gap when actual real GDP is below potential (full-employment) GDP

2.3 State what happens to unemployment during an expansion.

2.3

e it falls



AP Macroeconomics

Exercises 3.1-3.2

3.1 The lowest point of the business cycle is the
D A peak

B trough

C expansion

D boom

3.2 An inflationary gap occurs when actual GDP is
D A below

B above

C equal to

D unrelated to

potential GDP.

1]
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Exercises 3.1-3.2

3.1 The lowest point of the business cycle is the
D A peak

B trough

C expansion

D boom

3.1B

e trough.

3.2 An inflationary gap occurs when actual GDP is
D A below

B above

C equal to

D unrelated to

3.2 B

e above.

_ potential GDP.

1]



AP Macroeconomics

Exercise 3.3 (a)

3.3 An economy’s actual real GDP is below its potential.

(a) Name this type of output gap.
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Exercise 3.3 (a)

3.3 An economy’s actual real GDP is below its potential.

(a) Name this type of output gap.

(a)

e a recessionary gap
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Exercise 3.3 (b)

3.3 An economy’s actual real GDP is below its potential.

(b) State what is likely to be high in this phase.
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Exercise 3.3 (b)

3.3 An economy’s actual real GDP is below its potential.

(b) State what is likely to be high in this phase.

(b)

e unemployment



AP Macroeconomics

Exercise 3.3 (¢)

3.3 An economy’s actual real GDP is below its potential.

(¢) Name the phase of the business cycle.
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Exercise 3.3 (¢)

3.3 An economy’s actual real GDP is below its potential.

(¢) Name the phase of the business cycle.

()

 contraction / recession



