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Macroeconomic activity, objectives and policy

Objective
Define and compare GDP measures, read the AD/AS diagram, apply the CPI basket,
and evaluate the three policy families against the objectives and their conflicts (syllabus
3.1–3.7, SL).

1 Key knowledge and worked examples
Macro toolkit. GDP by output, income or expenditure; real GDP strips out price
changes; per head divides by population. AD = C + I + G + (X − M); on the
shared diagram AD meets SRAS at (70, 55) and a rightward AD shift moves it to
(85, 62.5). CPI: weights 50/30/20 over relatives 110/100/120 → 109 → 9% inflation.
A supply-side shift of LRAS from 85 to 105 cuts the price level from 47.5 to 37.5
while output rises. The objectives – growth, low unemployment, low stable inflation,
equity – conflict in pairs.

2 Practice
2.1 Define gross domestic product, distinguish nominal from real GDP, and explain why
real GDP per head is the better comparison of living standards. [3]

2.2 State the four components of aggregate demand and explain one factor that would
shift AD to the right. [2]
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2.3 On the diagram AD meets SRAS at a price level of 55 and real output of 70; a stimulus
shifts AD right so the new equilibrium is (85, 62.5). State what happens to output and
the price level, and explain how the outcome differs if long-run AS is vertical. [4]

2.4 A CPI basket has weights 50, 30 and 20 with price relatives 110, 100 and 120.
Calculate the CPI and the inflation rate. [3]

2.5 Name any four instruments of supply-side policy. [2]

3 Exam-style questions
3.1 (Original, Paper 1 style.) Describe the four stages of the business cycle and explain
how unemployment and inflation move across them, naming two types of unemploy-
ment. [4]

3.2 (Original, Paper 2 style.) A central bank cuts interest rates from 6.5% to 6.25%.
Explain the transmission mechanism to AD and name one trade-off the policy accepts.[3]
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3.3 (Original, policy evaluation.) On the diagram a supply-side programme shifts LRAS
from 85 to 105, so along AD the price level falls from 47.5 to 37.5 while output rises.
Using the diagram, evaluate supply-side policy against expansionary fiscal policy as a
route to growth. [4]
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