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The Circular-Flow Diagram
S

The circular-flow diagram is a
visual model of the economy
that shows how dollars flow
through markets among
households and firms.



The interdependence of goods and factors markets

FIRMS
(suppliers of goods and services,
demanders of factor services)

HOUSEHOLDS
(demanders of goods and services,
suppliers of factgr services)
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The Circular Flow of Goods and Ser

Goods and Seryvices Markets

Payments

G(Sods and AER===S

Income
Taxes

‘::{ = 'rt,.{‘
Good§ and = (0%
Services

A
Sl

ouseholds

S90INOSIY
[e8a] pue
SJUSWIA®J

AR

Resource




e el a5 Al gl e la Gl
...

o gLdls LA 1y>,S ddls!
d Jo &



The Circular Flow of Goods and Serv;

Goods and Services Market
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The Circular Flow of Goods and Serviceg
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The Circular Flow Diagram

* Five key points coordinate the
circular flow of income.

1. The resource market coordinates
demand for factors of production
between businesses and households.

2. The goods & services market
coordinates the demand for output
between businesses and
households.

3. The income and expenditure of
government

3. The loanable funds market
directs household and foreign
Investments to business and
government borrowers .

4. The foreign exchange market
coordinates demand for currencies
for export/import transactions

services
market

Loanable
funds
market

Mo

Goods and

Resource
market

¥

AR

Foreign
exchange
market

<< Exports




The Circular-Flow Diagram
S

e Firms
- Produce and sell goods and services
- Hire and use factors of production

e Households

- Buy and consume goods and services
- Own and sell factors of production



The Circular-Flow Diagram
S

e Markets for Goods and Services
- Firms sell
- Households buy
e Markets for Factors of Production
- Households sell
- Firms buy
e Factors of Production
— Inputs used to produce goods and services
- Land, labour, and capital



The circular flow of income

Export
expenditure (.X)
nvestment (/)
Government
Consumption of expendityre (G)

Factor domestically

BANKS, etc _
payments produced goods ’ GOV. || ABROAD

and services (C,)
ort
expshiditure (M)
| S
fig




The Circular Flow

MARKETS
Revenue FOR 2 Spending
GOODS AND SERVICES
Goods *Firms sell Goods and
and services *Households buy services
sold bought
Y
FIRMS HOUSEHOLDS
*Produce and sell *Buy and consume
goods and services goods and services
*Hire and use factors *Own and sell factors
of production of production
A
Factors of MARKETS Labour, land,
production FOR ang capital
FACTORS OF PRODUCTION

Wages, rent, *Households sell Income
and profit *Firms buy

—»  =Flow of inputs

and outputs

—» = Flow of dollars




The Circular Flow

At 1, firms make production
decisions. All production must
occur before outout is sold and

income Is earned. Production of

aggregate output, or GDP, gives

rise to an equal amount of
aggregate income.

2. Not all income is available
g financial 2 for households spending,
markets
& : governments collect taxes.
c,;°

3. Some of these tax dollars
are returned to the income
stream as transfer payments.

4. By subtracting taxes and
adding transfers, we obtain
disposable income which flows
to the households




Expenditure Half of the Circular Flow

Disposable income splits at 5
where part of it Is spent on \‘
consumption, C, and the

remainder saved, S, =
DI =C+S. &

Consumption spending remains i
in the circular flow.

S\ Financial
Q\- markets o,fo
N h
N
&

Household saving flows to
financial markets. For
simplicity, we have assumed
that only households save.

While the primary borrowers are
firms and governments, in reality, %,

financial markets are connected to @
all four economic decision-makers. Gyl

YY



Circular Flow

Since firms in our simplified model
pay resource suppliers an amount
equal to the entire value of output,
they have nothing left for
Investment.

Thus, firms and households must
borrow in order to finance their
investments =

Financial
markets

6 investment spending enters the
circular flow =2 aggregate
spending at this juncture equals
cC+1

Governments must also borrow
to finance deficits. These
purchases, G, enter the spending
stream in the up



Circular Flow

Some spending by firms, households,
and governments goes for imports,
M. This flows to foreign producers
= it Is a leakage from the circular
flow at 8.

The net impact of the rest of the
world on aggregate expenditures
equals exports minus Imports, or
net exports which can be positive,
negative, or zero

Aggregate spending flows into firms at 10.
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