
Main Idea:  In a mixed economic system, one major role of government is to promote both 

economic growth (encourage expansion the PPF and development of more/better economic 

factors of production) and economic stability (keep unemployment & inflation rates low)

while not overly limiting the freedom of individuals and businesses to make their own economic 

choices.  In order to assess how policies are working, governments use various tools to measure 

the economy.  Being familiar with these measurement tools (and their limitations) is important 

to understanding the impacts of government policies on the economy.

Assignment #5 – Measuring an Economy
Economic Indicators, GDP,  Inflation, Unemployment, Business Cycles & Externalities



Q:  How to measure the volume of the Circular Flow of the economy?  
A:  GDP

The total value of economic output illustrated in the the circular flow model is called the

Gross Domestic Product (GDP)

Video that Explains What is Gross Domestic Product (GDP)? (4:30)

Gross Domestic Product (GDP)

C = Consumer spending                  

I = Business Investment spending

G = Government spending             

NX = Net Exports (exports – imports)

https://www.youtube.com/watch?v=mjJmo5mN5yA


What counts in calculating GDP?
GDP = C + I + G +NX

• Dollar value of all final & new goods & services produced in 

a nation (domestically).

• Imports do not count (these are not domestic)

Ex: Avocados grown in Mexico but purchased in the USA

• Used goods do not count

Ex: Tools like a shovel purchased at a garage sale

• “Intermediary” goods sold to make “final” product do 

not count…only final products count

Ex: Avocados grown in Southern California bought by Good 

Earth to make guacamole sold in Fairfax…Guacamole sales 

count for GDP, not avocado sales.

• No “double counting” for GDP (only final/new product)

Ex: Steel used in making a tractor. GDP counts value of the John 

Deere tractor made in Iowa (final good), not the steel made in 

Pennsylvania (intermediary parts).



Q:  Is rapid GDP growth always good?     A: No
• The economy has a “speed limit” and 

government policy attempts to balance the 
economy from going too slow or too fast.

• If Economy grows TOO FAST: If GDP grows 
above 5%, per year the economy will likely 
experience inflation (prices rise).

• If economy grows TOO SLOW: If GDP grows 
below 2% per year, not enough jobs are 
created (unemployment rate increases).



5 minute video on what 
GDP does not measure

• Nonmarket Activities

• Goods & services people do themselves

• Ex:  Growing your own food

• Underground Economy

• “Under the table” wages

• “Black Market” purchases

• Ex:  Mowing your neighbors lawn for $5 cash

• Quality of Life

• Leisure time 

• Ex:  Work 80 hours vs. 40 hours per week  GDP goes up, but maybe not your happiness

• Personal safety

• Ex:  Faster pace of work may cause more injuries/stress  GDP goes up, bust so do chances of injury

• Negative Side Effects (Externalities)…more on this later

• GDP growth doesn’t account for negative side effects of economic growth

• Ex:  Costs of pollution or health care costs from over worked people

https://www.youtube.com/watch?v=HA90ubKiCXA


FYI…Global 

GDP

Vs.

Global GDP

Per Capita



INFLATION EXPLAINED IN 2 Minutes
A general increase in prices in an economy and 

subsequent fall in the purchasing value of 

money…when price grow faster than wages.  

• Calculated using the Consumer Price Index 

(CPI)

• CPI = prices of 80,000 goods from 30,000+ 

stores monitored monthly, added together, 

and averaged.

• Economists’ preferred range of inflation: 

1% or 2% per year

• Worst measured US inflation (rising prices) 

in US History: 14.4% (1947)

• Worst measured US deflation (falling prices) 

in US History: -10.3% (1932)

https://www.youtube.com/watch?v=HQ-Kg_xgdhE




Unemployment Rate Explained in 2:50

• Lowest ever in US: 1.2% (1944)

• Highest ever in US: 24.9% (1933)

• “Full employment” or the “natural rate of unemployment”: 4 or 5%.  

• Full Employment is a “desired” level of unemployment to account for frictional 

and structural unemployment, but leaves some uncounted (see cartoon)

• Inflationary pressure typically occurs when unemployment falls below 4%.

Example:  7.5 million seeking jobs    =   5.1% unemployment rate
148 million in labor force 

The percentage of 
people in the total labor 

force who are actively 
seeking jobs who 
cannot find them.

https://www.youtube.com/watch?v=_CdTu1pk06w&list=PLF2A3693D8481F442&index=18


4 Types of Unemployment 
Explained in 4 minutes

Cyclical

Unemployment that moves with the business cycle. Jobs lost due to a contracting economy.  

Example: A wine maker laid off from a premium winery during a recession when demand for luxury 

goods declines across the entire nation

Seasonal

Moves with the seasons. Not all jobs are needed on a yearly basis.  

Example: People who pick fruit & vegetable during fall harvest will lose this job in winter

Structural
Jobs lost due to a permanent mismatch in the supply and demand for a specific set of skills. Often 

because technology has replaced your job. 

Example:  When an assembly line worker at John Deere tractor factory is laid off after a new robot 

is installed in the factory that makes the person unneeded

Frictional
When someone is voluntarily unemployed, but still looking for a job. This type of unemployment 

always exists to some extent and is not related to the overall health of the economy.  

Example: Stock broker who quits their Wall Street job in NYC to move to Marin in hopes of becoming 

a yoga instructor

https://www.youtube.com/watch?v=ZckAN1KYB5I


The Business Cycle
Explained in ONE minute

Historically every economy moves through cycles (ups and downs)…most governments try to 

minimize the severity of the ups and downs but needs to “keep score” of how the overall 

economy is doing in order to decide what actions may be needed to stabilize the cycle

Q:  How can these cycles be measured?  A: Economic Indicators

https://www.youtube.com/watch?v=jGP-vPEHRRE&list=PLF2A3693D8481F442&index=23


Externalities 
Explained in 4 minutes

The unintended side effects of an economic choice that impacts other 

parties.  These impacts can be either POSITIVE or NEGATIVE.

https://www.youtube.com/watch?v=TY5M1HEldUQ


Economics is the study of the choices individuals and societies make in

utilizing their scarce factors of production.  Economists use various 

metrics (called INDICATORS) to “keep score” of the economy, but 

many very important aspects of life are difficult to measure exactly.  

See this TWO minute summary of why economic indicators matter 

an what their limits are as a review for this slideshow

https://www.youtube.com/watch?v=qC-U76O76X0

