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Circular flow of income

The circular flow of
income is a way of
representing the flows of
money between the two
main groups in society -
producers (firms) and
consumers (households).
These flows are part of
the fundamental process
of satisfying human
wants.

As we have already
seen, a free market
economy consists of two components, or sectors, as they are called. These
are firms and households. People in households work for firms (selling
their factor services) and receive wages in exchange. On the scale of the
whole economy, this is known as national income - the total amount of
income earned over a given time period. This money is spent on food,
clothing, transport, entertainment etc, and so it returns to the firms. This is
the circular flow.

Figure 1 Circular flow of income

We can see this circular flow in Figure 1. Households sell their factor
services to firms (in the factor markets) and in exchange receive wages
(the left hand side of the flow). In the meantime, households spend this
income on goods and services (in the goods market) and in exchange
receive the goods and services themselves (the right hand side of the flow).
Economists call the wages plus the other forms of income, national income
and give it the code 'Y'. Domestic consumption is given the code 'C'.

Not all income is spent, however. Some is saved. Savings are coded as 'S'.
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Other money is used to buy goods or services produced overseas. The
money to buy these goods and services flows out of the country. It is given
the code 'M' for imports.

Figure 2 Circular flow - savings and imports

S and M are called leakages from the circular flow. The effect of these
leakages can be seen in Figure 2.

Leakage

A leakage is any income not passed on in the circular flow.

On the other hand, some firms make and sell exports overseas, and others
borrow money and invest it in their firms in the form of capital goods.
These are coded 'X' for exports and 'I' for investment and are called
injections as the money returns into the circular flows.

Injection

An injection is any expenditure not originating in the household sector,
including investment, government spending and exports.

Figure 3 Circular flow - two sector, open economy
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This is a 2-sector, open economy. The flow will be balanced and therefore in
equilibrium when the injections are equal to the leakages. If the leakages
are greater than the injections then national income will fall, while if
injections are greater than leakages national income will rise. This starts to
show us some possible policies to promote growth - policies that help boost
exports or investment will lead to more injections into the circular flow and
therefore boost national income.

We called the economy illustrated in Figure 3 an open economy because it
is open to trade with the outside world. If it did not trade outside of itself,
we would call it a 2-sector, closed economy.

Try drawing a circular flow for a 2-sector closed economy and then click on
2-CLOSED to check your answer.

In almost all economies, the government plays an active part. It taxes us,
T, and uses this money to finance its spending. Even though this partly
goes to pay themselves and their bureaucracy, as well as funding schools
and hospitals, it finds its way back into the flow. This spending is coded as
'G' for government expenditure.

Add this to the earlier model and we get the model of a 3-sector, open
economy, the most common type of economy in the real world. We can see
the circular flow for this economy in Figure 4 below.

Figure 4 Circular flow - 3 sector, open economy

What will be the equilibrium condition for this economy? Jot down your
answer and then follow the EQUILIBRIUM link.

We could also represent the government separately in this circular flow -
here's an alternative representation of Figure 4. It shows exactly the same
flows, but represents them a little differently.
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Figure 5 Circular flow - 3 sector, open economy

Why a big box in the middle for government? Just how big a player do you
think the government is in the economy? Do some research now and try to
find what proportion of national income in your country is taken up by
government expenditure. Useful Internet sites are:

Biz/ed (http://www.bized.co.uk) - look particularly at the Penn World
Data in the data section to see comparative data on government
spending around the world.
The World Bank site. To access the right section of the World Bank
site, go to
http://www.worldbank.org/data/countrydata/countrydata.html and
look at the 'Country at a glance' section. Choose the country where
you are and look at the relevant data to compare that country with
the UK.

When you have found this out, click GOVERNMENT.

Much of the data you will come across in your course is often presented in
the form of index numbers and index series. If you do not know what these
are then go to the data section of the course where there are worksheets
and other materials on index numbers.

What about a centrally planned economy? What will the circular flow look
like for such an economy? Think about it, then click CENTRALLY PLANNED.

Yes, another 2-sector economy. The government is the firms, as all firms
are owned by the government (state). It may be open or closed.

Look again at the circular flow model for a three-sector economy.

Figure 5 Circular flow - 3 sector, open economy

A reminder:

The leakages from the circular flow are:

Savings (S)

http://www.bized.co.uk/
http://www.bized.ac.uk/dataserv/penndata/pennhome.htm
http://www.bized.ac.uk/dataserv/penndata/pennhome.htm
http://www.worldbank.org/
http://www.worldbank.org/data/countrydata/countrydata.html
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Taxation (T)
Purchase of imported goods and services (M) (goods and services in
but money out - UK firms pay overseas ones)

The injections are

Investment (I) - expenditure on capital goods
Sale of exports (X) (goods and services out, but money now flows in)
Government Expenditure (G)

An economy is in equilibrium when injections match the leakages.

The standard codes used in this model, and in economics in general are:

Y = National Income
C = Domestic Consumption
S = Savings
M = Imports
T = Taxation
I = Investment
X = Exports
G = Government Spending

The circular flow model of an economy is very useful within the study of
economics. We will be looking at the actions and behaviour of firms and
households, and how governments interact with them. We will look at how
changes in the leakages and injections affect the stability of an economy.
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