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Advanced Placement Macroeconomics Unit 2 Part 2- Overview - Measuring Economic 

Performance 
 

Textbook Pages 

1.  Chapter 7 page 134, "Inflation" to the end of the chapter 

2.  Chapter 2, pages 38 - 41 The Circular Flow Model 

3.  Chapter 4, pages 75 - 77 "The Circular Flow Revisited" up to but not including "Federal Finance" 

 

Graphs for Graphing Test 

Key Graphs 1 - 11 

Note:  For the Circular Flow Model, you will be given an image of the model with some terms given and some 

missing.  You will be asked to fill in the missing terms correctly.   

 

Key Concepts for Part 2 Test 

Inflation, price indices, CPI, GDP Deflator, adjusting for inflation, depreciation, personal income, Circular 

Flow, households, businesses, government, international sector, gross domestic product, inflation 

 

Reading Due Dates.  GO FOR UNDERSTANDING! 

Outline Collection - ________________________________________________________________________ 
- Chapter 7, page 134 the short section on "Inflation" and "Meaning of   Inflation," page 138 "Who is hurt by 

inflation" to page 140 "Does Inflation Affect Output," and page 141 "Hyperinflation" 

 

 

Crucial Activities for Part 2 Test 

1.  Outline:  Chapter 7, page 134 the short section on "Inflation" and "Meaning of   Inflation," page 138 "Who is 

hurt by inflation" to page 140 "Does Inflation Affect Output," and page 141 "Hyperinflation" 

2.  Macroeconomics Lesson 3 Activity 15 Who is Hurt / Helped by Inflation? 

3.  Macroeconomics Lesson 2 Activity 11 Measuring Price Changes 

4.  Macroeconomics Lesson 3 Activity 13 Price Indexes 

5.  Reading Questions:  A Shortcoming of the Consumer Price Index:  Substitution Bias 

6.  The Circular Flow – A model of economic activity 

7.  Getting into the flow activity 

8.  Discuss Getting into the flow activity 

9.  Macroeconomics Lesson 1, Activity 10 - Understanding the Circular Flow of the Marcoeconomy 

10.  Practice Test 
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Name _______________________________________  Hour ________________ 

A Shortcoming of the Consumer Price Index:  Substitution Bias 
(Modified from Khan Academy Article, " How changes in the cost of living are measured" https://www.khanacademy.org/economics-finance-domain/macroeconomics/macro-

economic-indicators-and-the-business-cycle/macro-price-indices-and-inflation/a/how-changes-in-the-cost-of-living-are-measured-cnx) 

 The most commonly cited measure of inflation in the United States is the Consumer Price Index, or 

CPI. The US Bureau of Labor Statistics (BLS) generates the CPI by creating a 'market basket' of goods and 

services that are supposedly purchased by the average American family of four.   By comparing the prices 

of the goods and services in this market basket over time, the BLS calculates the inflation rate.    

 One reason that the inflation rate is calculated is to determine how much the cost of living has 

changed over time.  If the inflation rate is 6%, then consumers would then need to spend 6% more money 

to enjoy the same lifestyle that they did before the inflation occurred.  We would then say that the cost of 

living gone up 6%.  All of this assumes that the BLS' market basket accurately represents the lifestyle of 

American families.  However, in recent years, economists have become aware of a subtle problem with the 

Consumer Price Index:  the change in the total cost of the market basket is not quite the same as the change 

in the cost of living because individual consumers change their personal market baskets over time to avoid 

inflation. 

 Let us imagine that over the past 10 years, the cost of purchasing the BLS' market basket increased 

by 25%.  We would then say that inflation over that decade was 25% and that the cost of living has gone up 

25%.  However, when prices of particular products rise, consumers do not always simply pay these higher 

prices.  Instead, they seek out other products to purchase instead.  They change their own personal market 

basket to avoid inflation while the BLS' market basket remains fixed.  This makes the BLS' market basket 

outdated and hence inaccurate.  So while the CPI shows that inflation has been 25%, the actual inflation 

that consumers experience may be significantly less.       

 This problem with the CPI is called 'substitution bias,' and it causes to CPI to overstate the inflation 

that consumers actually experience.  Because consumers change their market basket to avoid inflation 

while the BLS does not change its market basket, the inflation rate that is calculated using the CPI is 

somewhat higher than the actual inflation rate experienced by US Consumers.   

 

1.  Read the entire text before answering these questions. 

 

2.  The US Bureau of Labor Statistics uses the CPI to calculate the inflation rate.  It involves creating and 

comparing what over time (be complete)?   

 

 

 

 

3.  Over time, what happens to the actual market baskets of American families that does not happen to the 

BLS' market basket?  Why? 

 

 

 

 

 

4.  As a result of this difference between the BLS' and the actual market baskets, the inflation rate 

calculated using the CPI will likely be a bit higher or lower than the actual change in the cost of living? 

 

 

 

5.  What specific name is given to this problem with the CPI?  

https://www.khanacademy.org/economics-finance-domain/macroeconomics/macro-economic-indicators-and-the-business-cycle/macro-price-indices-and-inflation/a/how-changes-in-the-cost-of-living-are-measured-cnx
https://www.khanacademy.org/economics-finance-domain/macroeconomics/macro-economic-indicators-and-the-business-cycle/macro-price-indices-and-inflation/a/how-changes-in-the-cost-of-living-are-measured-cnx
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The Circular Flow – A model of economic activity 

I.  Two Markets in the circular flow 

A.     

 

 

B.     

 

II.  Two Actors in the simple circular flow 

 A.   

 

 

 

B.   

 

 

III.  3rd actor in the expanded circular flow:  _________________________ 

 A.   

 

 

 B.   

 

 

 C.   

 

 

 D.   
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Name __________________________________________________________________________  Hour _______________________ 

Getting into the flow 
Directions:  Read the story below.  Then, get the characters and things from the story into the flow by filling out the table at the 

bottom, writing each bolded term from the story next to the term that it is equal to.  For terms for which there is no specific bolded 

word that should be substituted, just re-write the term from the circular flow diagram (For example, "Resource Market" will still just 

be "Resource Market," so I left it as "Resource Market" as an example.) 

 

Story:  Mr. Vincent works as a mechanic for "Run-Smooth Auto-repair."  With some of the money he makes, goes to 

ABC Warehouse and buys a new LCD TV made by Sony Corporation.   

 
Circular Flow Term Term From The Story Circular Flow Term Term From The Story 

1.  Households = 
 

 
2.  Consumption Expenditures =  

3.  Product Market =  
4.  There are two businesses in the story. If we 

divided the business box into a top and bottom 

section, the bottom one business would = 

 

5.  Revenue = 
 

 
6.  Goods and Services =  

7.  Land, Labor, Capital, 

Entrepreneurial Ability= 
 8.  Resource Market = Resource Market 

9.  Resources = 
 

 
10.  Top business =  

11.  Costs =  12.  Money Income =  
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Getting into the flow 
 

Directions:  Put an X under either Product Market or Factor Market to indicate which one is being described: 

 

Example 

 

Resource Market 

 

Product Market 

 

1.  A job fair (where people are invited to apply for a job) 

  

 

2.  10 minute oil change garage 

  

 

3.  A Fast Food restaurant 

  

4.  An office with a file cabinet full of job applications and where people are 

interviewed for jobs. 

  

 

5.  A website where people post job applications 

  

 

6.  Sears shopping website 

  

 

7.  A Temp Agency (Where businesses can hire employees to work temporarily) 
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