The business cycle
While the previous lesson dealt with ways to measure national income, this lesson focuses on the general pattern of GDP growth that can be seen in economically developed countries; a pattern known as the business cycle.
What is the business cycle?
The business cycle is the pattern of economic growth in a country. It is known as a “cycle” because the economy goes through cycles of alternating positive and negative growth.
If you happen to find the business cycle particularly interesting, there are a few things that you should be aware of:
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· You are not alone. The business cycle is one of the main areas of theory and debate in macroeconomics. Why? Simply because being able to predict cycles would be about the same as being able to turn sand into gold.
· There are numerous theories and explanations as to why different cycles can be observed.
· If you manage to construct a model for predicting changes, and provide proof that it actually works, you are very likely to be considered for the Nobel Prize in economics. The cycle can be divided into four different stages depending on the current economic growth of the economy. The phases are boom, recession, trough and recovery. They are illustrated in the business cycle diagram below.
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The stages of the business cycle
The recovery phase of the business cycle is characterised by increasingly rising rates of Real GDP growth. As employment is falling, people will have more money to spend on goods and services, and, as more and more money is spent, firms need to hire more people. Thus, the growth rate increases.
The economy will reach a boom as it approaches a level of full employment. Inflationary pressure will start to build up as wages rise. As you will study in more detail later, the government and the central bank are likely to react to the increased inflationary pressure by raising taxes and interest rates, thereby causing the economic expansion to slow down.
When the economy experiences two quarters of negative GDP growth, i.e. two quarters during which real GDP is actually decreasing, economists say that it enters a recession. During a recession, firms will start to make people redundant, and, as unemployment rises, overall spending decreases.
At some point, the recession will come to an end. This may be thanks to expansionary fiscal policy, e.g. lower taxes and spending on government projects, lower interest rates, or merely because overall confidence in the economy starts to turn. The point at which this occurs is known as the trough. After experiencing a trough, the economy will once again move on to the recovery phase and the business cycle starts over.
 
What you should know
· The business cycle is a general pattern of positive and negative real GDP growth seen in economically developed countries.
· The four stages of the business cycle are recovery, boom, recession and trough.

image1.jpeg




image2.jpeg
The Business Cycle

Actual growth

Boont “ Longterm

growth trend

Real GDP

Time




