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Praxis concepts addressed in this course: Macroeconomics: measures of economic 
performance, national income accounting, unemployment, and inflation, and business 
cycles, national income determination, fiscal policy, money and banking, monetary policy, 
international finance and investment, and economic growth.  
 
 
The Business Cycle describes the irregular patterns of Economic Activity.   

 
Expansion  RGDP increases  
   Inflation increases  
   Unemployment falls 
   Interest rates rise 
 
Contraction  RGDP decreases 
(Recession)  Inflation decreases 
   Unemployment rises 
   Interest rates fall 

 
NGDP = Nominal Gross Domestic Product is a measure of aggregate production and 
income.   
NDP = the current market value of all final goods and services produced within a certain 
 time period. 
RGDP = Real Gross Domestic Product 
RGDP = NGDP/(GDP Price Deflator) 
RGDP measures real production holding prices fixed 
 
NGDP = C + I + G + Exp - Imp  

 C = Personal Consumption Expenditure 
 I  = Gross Private Domestic Investment 
 G = Government Purchases of Goods & Services 

Exp = Exports of goods and services 
Imp = Imports of goods and services 
Net Exports = Exp - Imp 

 
Nominal Gross Domestic Product (NGDP) is the current market value of all final goods and 
services produced within a certain time period.  The time period is usually annual or quarterly.   
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Real Gross Domestic Product (RGDP) is a measure of total/aggregate production for and 
economy holding prices of goods and services fixed.   
 
Real economic growth is the percentage change in RGDP.  It measures the percentage change or 
growth of real production holding prices/inflation constant.   
 
Price Indices 
 
 CPI = Consumer Price Index = measures the price level of a typical market basket of  
       Consumer Goods. 

The percentage change (growth rate) of the CPI is a measure of inflation or deflation.  
And inflation is defined as the price level increasing while a deflation is defined as the 
price level decreasing.   

 PPI / Producer Price Index = measures the price level of a typical market basket of  
     Producer Goods. 
 GDP Price Deflator / measures the price level of all goods included in GDP. 
 
 A common measure of inflation is the percentage change in the GDP Price Deflator 
   
Theories of Employment, Income & Production 
 
Keynesian Economics 
 
Assume - Price Level is fixed. 
     Prices and Wages are sticky downwards. 
 
Income and employment are determined by Aggregate Supply (AS) and Aggregate Demand 
(AD).   
 
Recessions are caused by deficient AD.  If AD < AS employment will fall (unemployment will 
rise) and income & production will fall. 
 
Inflation is caused by excessive AD at full employment level of income & production.  If AD > 
AS income and production will rise until full employment level of income.  If AD > AS at full 
employment the price level will rise (inflation). 
 
Monetarist & Neo-Classical Macroeconomics 
 
Monetarist position based on the Quantity Theory of Money 
 

M * V = P * Y 
 

M is the Money Supply. 
V is the Velocity of Money. 
P is the Price Level. 
Y is the level of income/production. 
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If markets and prices & wages (see Neo-Classical position) are free to adjust then there is a 
natural tendency for production to approach full employment level of income. 
 
Velocity of Money is assumed to be constant and/or predictable. 
 
Conclusion:  The sole cause for inflation is excessive growth in the money supply. 
  The sole cause for deflation is deficient growth in the money supply. 
 
Neo-Classical Position
 
They hold the same view as monetarists in their view towards inflation and deflation. 
 
Classical view is AD & AS determine Income/Production and the Price Level. 
 
If AD > AS both production/real GDP and the Price Level will increase up to the full 
Employment Level.  After full employment all the adjustment is in the price level or inflation in 
the long run. 
 
If AD < AS both production/real GDP and the Price Level will decrease.  As production/real 
GDP decrease the level of employment will fall or unemployment will rise.   
 
Economic Policy 
 
Fiscal Policy   
 

The deliberate use of government spending (G) and taxation (T) to manipulate AD or 
order to attain their goals of full employment level of income, price stability, and maximum 
economic growth. 
 
Expansionary F.P.:  Increase G and /or decrease T will increase AD employment, income, and  
  production.   
 
Contractionary F.P.:  Decrease G and /or increase in T will decrease AD, employment, income  
  and production. 
 

If T < G (ie. T – G < 0) then the government is running a deficit which must be 
financed through borrowing by selling government securities (Treasury 
Securities) 

 
If T > G (ie. T – G > 0) then the government is said to be running a surplus which 
may be used to purchase past debt or to hold and use to spend in the future.   

 
Crowding Out Effect:  Expansionary fiscal policy will increase the federal government deficit (ie. 
T- G increases).  If financed by borrowing, the Treasury sells treasury securities.  This will 
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increase interest rates which will decrease real investment, durable goods consumption, reducing 
AD, production, and income.  
 
Monetary Policy 
 
Conducted through the Federal Reserve System the U.S. Central Bank which is made up of 12 
federal reserve banks.  The Federal Open Market Committee (FMOC) formulates and conducts 
all open market operations. 
 
Three Tools of Monetary Policy  

1. Open Market Operations:  The Fed buys and sells government securities to change the 
level of bank reserves and lending. 

 
Open Market Purchases:  Fed buys government securities which will increase bank 
reserves, lower interest rates, stimulate interest-sensitive spending (Investment & 
Consumption) which increases AD. 

 
 Open Market Sales:  The Fed sells Treasury Securities reducing bank reserves, raising 
 interest rates, lowering investment & consumption which reduces AD. 
 

2. Required Reserve Ration:  Set by the Fed which dictates the amount of reserves banks 
cannot lend.  Increase in the required reserve ration will reduce bank lending.  A decrease 
in the required reserve ration will increase bank lending. 

 
3. The Discount Rate:  The rate at which depository institutions borrow reserves from the 

Fed.  The Federal Funds Rate is the rate at which Depository Institutions borrow and lend 
with each other. 

 
 Increase (Decrease) in the Discount Rate relative to the Federal Funds Rate will cause 
 banks to decrease (increase) borrowing with the Fed and thus increase (decrease) bank 
 reserves that lowers (increases) bank lending capacity. 
 
The Transmission Mechanism of Monetary Policy (M.P.) 
 
Expansionary M.P. 
 
Fed will use their M.P. tools to increase bank reserves, lower interest rates, increasing investment 
& durable goods consumption which increases AD, production, income & prices. 
 

→ ↓ Interest 
rates → ↑ Spending → ↑ AD → 

   → ↑ Production/Income & 
Employment 

Fed 
Tools 
of MP 

    ↑ Prices (inflation) 
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Contractionary M.P. 
 
Fed will use the M.P. tools to decrease bank reserves increasing interest rates, deceasing 
investment & consumption and AD which decrease production, income, and prices. 
 

→ ↑ Interest 
rates → ↓ Spending → ↓ AD → 

   → ↓ Production/Income & 
Employment 

Fed 
Tools of 

MP 
    ↓ Prices (inflation) 

 
 

Development of this review sheet was made possible by funding from the US Department of Education 
through South Dakota’s EveryTeacher Teacher Quality Enhancement grant. 

 


