
91

Introducing the Circular Flow
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Injections and Leakage in the Circular Flow

Leakage – when money moves out of the Circular Flow 

Households/Businesses don’t spend all of their income. 

• Savings 

• Pay taxes 

• Buy imports from other countries 

 
Injection

• Households/Businesses borrow money 

• Government buys goods/services 

• Sell exports to other countries 

 Injections are not from: 

 • Businesses selling goods/services 

 • Households selling resources



Circular Flow D gram
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GDP Measures the Health of the Economy 

Gross Domestic Product is 

• the total value 

• produced in a given year 

• within the borders of a country. 
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Determining GDP Using the Expenditures 
Approach 

Economists often measure GDP by totaling the money 
spent on four major categories of goods and services:  
GDP = C+I+G+(X-M) 

•  Consumption (C): Spending by households on goods 
and services. Includes durable and non-durable goods.

•  Investment (I): Spending by businesses on machinery, 
factories, equipment, tools, and construction of new 
buildings. Includes changes in inventory 

•  Government (G): Spending by all levels of government 
on goods and services.

•  Net Exports (X – M): Spending by people abroad on 
U.S. goods and services (exports, or X) minus spending 
by people in the U.S. on foreign goods and services 
(imports, or M). Also written as XN 
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Limitations of Expenditures Approach to 
Calculating GDP

What is Not Counted?
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Calculating GDP

C = Consumer spending on goods and services 

I = Investor spending on business capital goods 

G = Government spending on public goods and services 

X = exports 

M = imports 

• plus  taxes on production and imports (indirect business taxes)

• minus net foreign factor income

• plus statistical discrepancies 
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Consider the following data:

Three Approaches for Calculating GDP



107

A Price Index is a measure of the overall price level. 

*Cost =  cost of your market basket full of goods and 
services 

 
The Consumer Price Index (CPI) is used to measure the 
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Shortcomings of CPI
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Shoe leather costs

• The cost of changing a listed price. 

• The cost of having a less reliable unit of measurement. 



In and Out of the Labor Force
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The labor force participation rate (LFPR) – the 
percentage of the population that is considered part of the 
labor force.

The unemployment rate (UR) – the number of people 
who are unemployed as a percentage of the labor force. 
To be counted as unemployed you must be jobless, but 
actively looking for work (sent out resumes, interviewed, 
etc.) in the past four weeks.

Calculating Employment



125

Frictional Unemployment
• Someone “between jobs” 

• Voluntarily left one job and looking for another 

Usually short term 

Unavoidable in market economy 

Good for the economy 

Seasonal Unemployment
•  

•  Demand for labor depends on the season – tourism, agricultural, 
construction, Christmas season 

from “not in labor force” to looking for work 

Structural Unemployment 
•  Advances in technology make jobs obsolete or reduce demand for certain skills 

•  Unemployed workers who don’t have the skills that in-demand jobs require

Cyclical Unemployment 
•  Due to a decline in business activity during an economic downturn or 

recession

• NOT due to changing jobs or lack of worker’s skills 

Types of Unemployment



Phases of the Business Cycle



Output Gaps and the Business Cycle




