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GROSS DOMESTIC PRODUCT (GDP) 
GDP is the economy wide measure of economic income during a specific time 

period.  It is the measure of final goods/service sold.  GDP is made up of four components:  
consumption, investment, government and net exports.  GDP can be stated in nominal 
terms (i.e. current prices) or real terms (constant prices).  Real GDP is adjusted for changes 
in the price level over time, and is a more accurate way of comparing economic activity and 
measuring economic growth. 

 
UNEMPLOYMENT AND INFLATION 
There are three types of unemployment:  frictional, structural and cyclical.  Full 

employment includes frictional and structural unemployment, so deviations from full 
employment are due to cyclical unemployment.  The economic cost of unemployment is that 
resources are not producing output, and is approximated by Okun’s Law. 

Inflation is measured by using a price index and measuring the changes in the index 
over a period of time.  Inflation is categorized by demand-pull or cost-push.  A big 
economic problem of inflation is that it arbitrarily re-distributes wealth. 
 

BASIC MACROECONOMICS 
The multiplier is the impact that a change in investment has on the overall economy, 

since a small change in investment leads to a large change in GDP since people tend to 
consume a large portion of their income (Marginal Propensity to Consume). 

 
AGGREGATE DEMAND (AD) & AGGREGATE SUPPLY (AS) 
Aggregate demand is the total demand for an economies goods and services and 

aggregate supply is the total supply of an economies goods and services.  Aggregate demand 
is downward sloping.  In the short-run AS is upward-sloping and in the long-run AS is 
vertical.  The intersection of AD and AS (similar to supply and demand) determine the 
equilibrium price level and real GDP of an economy.  Factors changing AD, AS or both will 
lead to changes in either the price level, real GDP or both.  With AD shifting right, this is an 
example of demand-pull inflation, and with AS shifting left, this is an example of cost-push 
inflation. 

 
FISCAL POLICY 
One of the ways that government can stimulate economic growth is to employ 

expansionary fiscal policy (i.e. Federal government increases in spending, decreases in taxes, 
or both).  Expansionary fiscal policy shifts the AD curve to the right, increasing real GDP 
and the price level.  Depending on where the AD curve intersects the AS curve will 
determine how much of the expansion goes to real GDP and how much is offset by a higher 
price level.  The crowding out effect is if expansionary fiscal policy leads to higher interest 
rates which will shift the AD to the left.  Additionally, the net export effect is if expansionary 
fiscal policy leads to a decline in net exports, again shifting AD to the left. 
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MONEY & BANKING AND MONETARY POLICY 
The demand for money is made up of the transactions demand and asset demand for 

money, which when combined is downward sloping.  The supply of money is vertical with 
respect to the interest rate (which is the price of money).  The money market is the market in 
which the demand and supply of money interact, and determines interest rates. 

Commercial banks lend more money than they have on hand.  The ability of banks 
to do this results in a stimulative effect on the economy (i.e. shifts AD right).  The amount 
of money that the commercial banking system can create is determined by the money 
multiplier, which is the ratio of the required reserves kept on hand by the commercial banks.  
If banks are overextended, they can borrow from other banks, and the interest rate changed 
is called the Fed Funds Rate. 

The Federal Reserve (the Fed) oversees both the supply of money, the banking 
system and also is required to control inflation.  The monetary policy tools available to the 
Fed are open-market operations, the reserve ratio and the discount rate.  Each can have an 
expansionary or contractionary effect on the economy by shifting the AD curve either to the 
right or left. 

Expansionary monetary policy in which the Fed buys bonds, lowers the reserve ratio 
and/or lowers the discount rate leads to increases in banks excess reserves and allows an 
increase in the money supply.  As the money supply increases, interest rates decrease and 
investment spending increases, which shifts AD to the right.  Assuming the AS curve is not 
vertical, real GDP increases by a multiple amount.  One of the benefits of expansionary 
monetary policy is that due to the decrease in interest rates, neither the crowding out effect 
nor the net export effect occur. 

Monetarism and rational expectations have raised doubts on some of the mainstream 
macroeconomic ideas.  Both doubt the impact of fiscal policy, and rational expections 
doubts the effectiveness of monetary policy.  Each view anticipated fiscal/monetary policy 
as ineffective to increase real GDP and the only impact is on the price level. 

 
INTERNATIONAL MACROECONOMICS 
The foundation to international trade is called comparative advantage, and is the 

concept that all nations have an incentive to trade based on specialized and producing goods 
that a nation has a comparative advantage in producing. 


