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The Labor Market
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• Figure 1 The Labor Market
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The Production Function
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In the labor market, the
demand and supply
curves intersect to
determine employment
of 150 million workers.

The production function shows that  those 150 million
workers can produce $10 trillion of real GDP.
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• Figure 2 Output Determination in the Classical Model
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Total Spending in a Simple Economy
• Figure 3 Total Spending in a Simple Economy
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Table 1: Flows in the Economy
of Classica, 2006
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Leakages and Injections
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• Figure 4 Leakages and Injections
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The Supply of Funds Curve
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As the interest rate rises, saving
or the quantity of loanable funds
supplied increases.

• Figure 5 Household Supply of Loanable Funds
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Business Demand for Loanable Funds
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As the interest rate falls, business
firms demand more loanable
funds for investment projects.

• Figure 6 Business Demand for Loanable Funds
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The Demand for Funds

Summing business
demand for loanable
funds at each interest
rate . . .

gives us the economy's
total demand for
loanable funds at each
interest rate.

and the government's
demand for loanable funds

Trillions of Dollars per Year

Business
Demand for

Funds (IP)

Interest
Rate

5% B

3% A

1.0 1.5

Government Demand
for Funds (G – T)

0.75

A

B

Total Demand for
Funds  [IP + (G – T)]

A

B

1.75

• Figure 7 The Demand for Funds
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Equilibrium in the Loanable Funds Market
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• Figure 8 Loanable Funds Market Equilibrium
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The Loanable Funds Market and Say’s Law
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• Figure 9 Loanable Funds Market: Total Spending = Total Output
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An Increase in Government Purchases
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• Figure 10 Crowding out from an increase in Government purchases
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A Decrease in Net Taxes
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• Figure 11 Crowding out from a tax cut
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Appendix: The Classical Model - Open Economy

• Figure A.1 The Loanable Funds Market with a Trade Deficit
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