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Cirenlar Flow of Income
In every cconomy, three :Il‘li\'l'.ll.(‘.‘i never stop:
woods and services, (i) g.’z‘(‘llt‘i'.'llum“l.lf' income (iny .
mterest. rent and  profie), :lllt.I (i) (-x,,m"““”‘l‘(-,.
consumption vx,wmlimrf'_:l,ld investment ("‘PCH(]- ,
these activities are the liteline ol an ¢conom type, Crp4l
cconomy does not exist without these activities. Y—the ‘U"]h,
It is diflicult to trace the beginning of these ACtiyi,: ({"l«*, 4
impossible  to predict . lhcir' end. P"OdUCtion, liues ang !

expenditure are flow variables. These have beep in exfl i
circle without a bcginning or an end. Circulay O‘Ist nCe;-;"-‘. i

means the circularity ol the flows of prOdUCtion’ 'ivof incll‘*,
expenditure in any economty. In fa(;t, production, £C0me f:}
expenditure are the three phases ofa circular flow in the ;é)onle anb"‘
Do, ©

Circular flow of inc

ome refers to the unending flow of the cer
Chugg;

| production, income generalion and exgezdz}z;ure involving i g

sectors of the economy, the producers ana the households 4, paﬂfzﬁrﬁu;

Each activity is the cause as well as the consequence of the other aciz%'- /|
v

= ; les income for 4 by |
Production in the producing sector SENETALES T 1€ hoyg,; D |
who are owners of the factors of production. Expendityy, [g{zof‘i‘ H

households generales demand for further production. 4c0, e
on. 1 tion and expenditure keep chas; gly,
roduction, income generail ng each o

Like three dots continuously moving in a circle.

Three Phases of Circular Flow
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The assumptiong.

(i) Domestic o
2-sectors, tﬁ:m’m gu‘::(::sprises %
households, and thy

(ii) The households Spend they, -
INGOme, so that there arg p, "
savings. 3

(iii) The domestic economy is 5 Closeg |
economy, so that there are pq
exports and imports.

(iv) There is no government in the
domestic economy.

E Z-Sector Circular Flow Model
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,‘v‘l‘ "‘“,.. st boy Dinonin Voo 0y b eviives o df thies Vo o anerdse Ao} mavacteen
he, YT LAl b el e o Bonme el e ey - Pove copmnes ood
iy " .‘-'” prodel BeCton 0 Bavingg )
4 ey lows e opposite oo veal lowas, Thie, while faoos
3 \l.'.':u“ flow Trom householda v e praticers, (b are

ot !

g losws) factor payiments flow fronn producers 1o the

Ceeholds (wWhich are money Nlowa),

"‘lll

qor paodel with Savings/Financial System

s L}

’,l" i ) )

e anstnned that honneholds spend the entire income on the
o l,-" e 0l poods ;n’nl servicen, Asamatter of fact, households tend
e ppart ol thelr income,

oy

1" "",'”_..-m e ol savings implies the cmergence of a financial system.
!ul““.;,. 1o the exintence of money market (or capital market) in

oy ine ]'"“”"",“ varicty of financial intermediaries such as
ynercial Diin e :Illl(l msurance companics, ' 'hese financial inter-
‘”f:!i.-ni:-n serve as alink between savers and investors,  Those who

,”‘1’{‘, park their l"”f«is with the financial intermediaries and those

J;;niln'vr’il. lm’r"mvy funds from the financial intermediaries. )
o e activity ol "saving and borrowing for investment’ is reflected in

(e circular flow model as under:
ﬂ 2-8octor Clrcular Flow Modol with Savings/Financlal System
ra%] v Factor Payments (Money Flow)
et
—
= N P Goods and Services (Real Flow)
Ll [ """"""""""""""""""""""""""""""""" \
eid el Borrowings for
!Pmr I m”m/F,”T_l‘ Investment Money Market/ \ Household Saving \Househo\ds\
— Financial System |
I -------- S Factor Services [Real Flow) \
Consumption Expenditure (Money Flow)
| ”l(. ASSHIM N tran elae . b N ' e
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This s ca
1ar flow. We shall study more abg,

crcu

chapters.

The Circular Flow Muoidel in a 3-Sector Econg,
1

We now consider an economy that inclucleg. ¢
houscholds, and (i) the governmen, In

lar flow model will be as in I'ig. b,
cular Flow Model reflecting activitles of GoV"""men,

along with Producers and Households
Note: Only money flows are shown]
' Taxes

uch, .
:]n
C

crrcu

a8ector Cin

Taves 2 /
Expanditure on Goods
; Govemment /

& Services

Transfer Payments

-

S{le'dFF’S

Saving
Bon’oquing

[ ]
r ¢ i
SEV2 o[ Money Market/ l’-‘-
Financial System |

Sorrowing
Factor Payments

Saving
Borrowing LHOUseholds
—
Household Consumption Expenditure
g Wi th Oth &

)

This model reflects activities of the government alon

sectors of the economy. Important activities of the governmep,

(1) the government taxes the households and offers them tranjfre:
payments (like scholarships and old-age pensions), (i) the go‘,remme;r
taxes the producers, and offers them subsidies (compensation fy,

selling goods at the lower price), (iii) the government buys goods
and services from the producers and accordingly, makes payment

to them, (iv) the government parks its funds in the money market,

and also borrows money.
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; .o jm yortant to note that ev
g I B { into tl ~; cn when the '
/ L ~cul: : Joverne CLON
i d"():wductinn (i‘n(."("l'“‘ Flow x\h\(l(‘\‘ the ‘|ll|(\;:| ::\‘t“\‘l‘hh"
0 (& P L] . "
’s to be im“ﬂ“l;\\c"r.“:;: ;‘le}t‘m\il\u‘c) is not disturbed ’1,[
) sha isc '
nt chapters. discuss more about it in the

J ‘.f: ;scl'(?-‘s
q [ opuntc
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‘, % t,sfr: he Circular Flow Model in a 4-Sector Ecanemy

DAY

+ consider an op
pen economy. In an open economy, there are

Ut yenow <Ol
% Y imports with r
3 _Horts an ports with res - -
{ p]d  ctor i$ introd st of the world. Accordingly, vest of the
£ oworl® . lar fl duced into the circular flow model. The
g-sector circular flow model will be as in iy, 6
v 4-Sector Circ
& | ular Flow Modael refl
’ W reflecting actlivities of Rest of the
] g orld along with Producers, Households and the Government
; Rest of the World/
= External Sector
- —
B g% g
u’j&, E £ Four Sectors:
| — Producers
Borrowing Borrowing - Households
roducers/Firms ; Money Market/ ' — Government e
F Saving Financial System | Saving KH°”5°“°'ds & _ Restof theworid|
Government Consumption Expenditure 3
Transfer Payments
Taxes
The model reflects activities of ‘rest of the world sector’. These
orts and imports with the producmg

qctivities include: (1) exp
cctor. The producing sector receives payments for its exports 1o
ost of the world; it makes payments for imports to rest of the
orld, (i) factor payments to the households. for their factor

rvices (These payments are reflected as shown as ‘net factor
1yments’ in the model. This is the difference between factor

yments received from rest of the world and factor payments
.de to rest of the world), (iii) transfer payments to the households
2in shown as net transfer payments). It may be noted that factor
ments (rent, interest, profit and wages/salaries) are related to
or services; transfer payments arc not. Transfer payments arc
charity or grant from one sector to the other.

\e four sector model also, the ‘triple identity’ is not disturbed.
model only shows a comprehensive view of the circular ﬂgw. It
s how different sectors of an open economy arc e'ngage('i in the
ss of production of goods and services, generation of income

lisposition (or expenditure) of income.
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