
ECONOMICS CIRCULAR FLOW

The circular flow of income or circular flow is a model of the economy in which the major exchanges are represented as
flows of money, goods and services, etc. between economic.

Subscribe Thanks. Circular Flow of Income in the Four Sector Economy The concept of the four-sector
economy incorporates the factor of international trade. The circular flow of income and spending shows
connections between different sectors of an economy The circular flow model - revision video It shows flows
of goods and services and factors of production between firms and households The circular flow shows how
national income or Gross Domestic Product is calculated Businesses produce goods and services and in the
process of doing so, incomes are generated for factors of production land, labour, capital and enterprise â€” for
example wages and salaries going to people in work. When households and firms save part of their incomes it
constitutes leakage. The main injection provided by this sector is the exports of goods and services which
generate income for the exporters from overseas residents. These sectors can then be conceptualized as the
components of total nation income or output GDP. The addition of the foreign sector transforms the model
from a closed economy to an open economy. By tracking the injections into and withdrawals from the circular
flow of income, the government can calculate its national income which is the wages and other forms of
income received by households for their services. Money is also added to the circular flow through exports X
which involves foreign entities purchasing goods from the economy. Money that is used to pay foreign entities
for goods and services through imports M also constitutes a leakage. Financial institutions or capital market
play the role of intermediaries. In addition to the household sector that engages in consumption spending C
and the business sector that produces the goods, two sectors that can also be included in the circular flow of
income include the government sector and the foreign sector. The income received is used by households and
individuals to purchase the goods and services produced by these businesses. Capital spending by firms, i.
Leakages and injections can occur in the financial sector, government sector and overseas sector: In the
financial sector In terms of the circular flow of income model, the leakage that financial institutions provide in
the economy is the option for households to save their money. Injection means introduction of income into the
flow. Investment I : Money invested by firms in purchasing capital stock Exports X : Money coming from
abroad to buy domestically produced goods Government spending G : Government welfare benefits; spending
on infrastructure Withdrawals Withdrawals are leakages from the economy as a result of taxation, spending on
imports, and monetary savings. The firms will then use these factors of production to produce goods and
services to be sold in the markets for goods and services. Businesses and companies manufacture goods or
provide services to consumers. Money flows to workers in the form of wages and money flows back to firms
in exchange for products. The circular flow of income is said to be balanced when withdrawal equals
injections. The Domestic Circular Flow of Income and Spending The external sector involves businesses
exporting goods and services overseas X and consumers and business buying imported products from other
countries M The domestic circular flow The Circular Flow of Income and Spending with the External Sector
added Circular flow with external sector Financial Sector Added to the Circular Flow Model Test your
knowledge: circular flow Subscribe to email updates from tutor2u Economics Join s of fellow Economics
teachers and students all getting the tutor2u Economics team's latest resources and support delivered fresh in
their inbox every morning. An example of a tax collected by the government as a leakage is income tax and an
injection into the economy can be when the government redistributes this income in the form of welfare
payments , that is a form of government spending back into the economy. This makes the circular-flow model
easier to understand, but excludes significant elements of the economy that are quite important to understand
how it functions in full. The government is responsible for both injection and leakage. Spent on foreign-made
goods and services, i. The model can be much more complex including things such as leakages and additions
to income from other sectors of the economy. International trade includes exports and imports. Firm Sector
The firm sector includes businesses that take on the risk of combining scarce resources to produce goods and
services. However, this job is done by financial institutions in the economy. Technically speaking, so long as
lending is equal to borrowing i. You're now subscribed to receive email updates! Put aside for future spending,
i. Paid to the government in taxation T e. It excludes the financial sector. Building up the model In this next



ECONOMICS CIRCULAR FLOW

series of images we build up the circular flow model from just having a domestic sector and then adding in an
external sector exports and imports before including the financial sector which channels savings and hopefully
provides the finance available to fund investment. Withdrawals reduce the flow of income. The way of
measuring all these flows of money is the gross domestic product GDP. Businesses that invest I money to
purchase capital stocks contribute to the flow of income in the economy. Just as money is injected into the
economy, money can also be withdrawn or leaked through a number of activities. Enhancing Circular Flow
The circular flow of income described above is the most simplistic illustration of the interdependence of two
sectors in the economy. This sector buys capital goods with investment and pays for the factors of production.
Firms use these factors in their production. Key Takeaways Circular flow of income is a model of income
going from firm to household and vice versa in a loop. Savings S : Money not used to finance consumption, e.


