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2.7 Business Cycles
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Objective
Build the skills to answer exam questions on business cycles.

You must be able to:

o identify the four phases of the business cycle 4% JE#]: expansion, peak, contrac-
tion, trough

» relate movements in real GDP to unemployment and inflation over the cycle

o distinguish the output gap ;=Hif [T between actual and potential GDP

« define a recessionary gap FiEfk[1 and an inflationary gap i k&t 1

1 Worked examples

Study these first. Each one shows the method for a question type used later.

B The four phases

Expansion (rising output) — peak — contraction / recession (falling output) —
trough — recovery.

B Over the cycle

In an expansion unemployment falls and inflation tends to rise; in a recession the
reverse happens.

B Qutput gaps

The output gap is actual minus potential real GDP. Below potential is a reces-
sionary gap; above potential is an inflationary gap.

2 Practice

2.1 Name the four phases of the business cycle. 2]

2.2 Define a recessionary gap. 1]
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2.3 State what happens to unemployment during an expansion. 1]

3 Exam-style questions
3.1 The lowest point of the business cycle is the 1]

o A peak

« B trough

o C expansion
e« D boom

3.2 An inflationary gap occurs when actual GDP is potential GDP. 1]

A below

B above

C equal to

D unrelated to

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

(a) Name this type of output gap. 1]
(b) State what is likely to be high in this phase. 1]
(c) Name the phase of the business cycle. [1]

4 Go further

o work through the 2.7 Business Cycles lesson on the Learn page;

e read the Economic Indicators and the Business Cycle section of the AP Macroe-
conomics handout on the Know page.
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Solutions

2.1 expansion, peak, contraction (recession), trough.

2.2 the gap when actual real GDP is below potential (full-employment) GDP.
2.3 it falls.

3.1 B.

3.2 B.

3.3 (a) a recessionary gap. (b) unemployment. (c¢) contraction / recession.
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