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Last updated at Dec. 14, 2024 by Teachoo It is a model showing flow of goods, services and money from Firm to Household and Households to Firms As per this Model Firm Sells all their goods and Services to households Households sell all their Factor Services (land, Labour etc) to Firms Firms Pay Factor Payments to Household for use of Factor
Service Households pay Consumption expenditure for use of goods and services Assumptions There are only 2 sectors in Economy - Firms and Households (There is no Government or External Sector) There is no Savings Firms spend all their profits on factor services. Households spend all their expedite on Factor Payments It is closed economy (no
dealing with outside country) Circular flow denotes both Real Flow and Money Flow Outer loop denotes Real flow - Exchange of goods and services between firms and Households Inner loop denotes Money flow - Exchange of money between firms and households In the Circular Flow of Income Production activities generate Factor Income (Factor
Payments made to households by firm). This Factor Income is then converted into Expenditure (Consumption Expenditure paid to firms by households). This flow of income continues as Production is a continuos activity due to never-ending human wants. It makes the flow of income circular. Phases of Circular flow of Income There are three phases in
Circular flow of Income: Generation Phase - In this phase, firms produce goods and services with the help of factor services. Distribution Phase - This phase involves the flow of factor income (in the form of rent, wages, interest and profit) from firms to households. Disposition Phase - In this phase, the income received by factors of production is spent
on the goods and services produced by firms. NCERT Questions Question 2 Why should the aggregate final expenditure of an economy be equal to the aggregate factor payments? Explain. View Answer In a 2 sector economy, consisting of only households and firms, households can spend their income only by spending it as consumption expenditure.
As a result the factor payments that the firm made comes back to them in the form of sales revenue. This way there is not difference between the factor payments and consumption expenditure. This process will go on continuing. However, if we include the government and external sectors into the economy. There will be a leakage in the form of
imports, exports, taxes which will lead to a difference between aggregate consumption expenditure and aggregate factor payments. So, the households will spend less than their factor incomes and firms will receive less amount as revenue, which will lead to a reduction and output and employment levels. This process will continue in every round, as a
result the output and employment levels will keep on decreasing. Thus, the equality between the aggregate consumption expenditure and the aggregate factor payments is very necessary for the smooth functioning of the economy. Other Books Question 1 In a two-sector economy, there is no and sector. View Answer Question 2 In the
phase, income received by factors of production, is spent on goods and services produced by . View Answer Question 3 What is the function of households in the circular flow (two-sector model)? View Answer Households supply factor services to firms and they spend their entire income in the form of consumption expenditure for purchasing
goods and services produced by the firms. The circular flow of income model was first introduced by French-Irish economist Richard Cantillon in the 18th century. Cantillon’s initial model was relatively primitive and was progressively expanded upon by Karl Marx and John Maynard Keynes, among others. The circular flow of income is a model that
illustrates how money, goods, and services move between sectors in an economic system. AspectExplanationDefinitionThe Circular Flow of Income is a fundamental economic concept that illustrates the continuous flow of money and resources between households and firms within an economy. It depicts how income, goods, and services circulate in a
closed-loop system. In this model, households are the primary consumers of goods and services, while firms produce these goods and services. Money flows from households to firms as spending, and it returns to households as income earned by providing factors of production (such as labor and capital) to firms. This circular flow is essential for
understanding the functioning of a market economy.Key Components- Households: Represent individuals or groups of people who own factors of production (e.g., labor, land, and capital) and consume goods and services. They supply factors of production to firms in exchange for income. - Firms: Businesses or producers that hire factors of production
from households to produce goods and services. They sell these goods and services to households and receive revenue in return. - Goods and Services: Represent the tangible and intangible products produced by firms and consumed by households. This includes everything from food and clothing to services like healthcare and education. - Factor
Payments: The income households receive from providing factors of production to firms. These payments include wages for labor, rent for land, interest for capital, and profit for entrepreneurship. - Spending: The money households spend on goods and services produced by firms. This spending is a significant source of revenue for firms.Flow
Directions- Product Flow: The flow of goods and services moves from firms to households as households consume these products. This flow represents the physical flow of goods in the economy. - Money Flow: Money flows from households to firms as households purchase goods and services. In return, money flows back to households as income in the
form of factor payments from firms. This flow represents the financial transactions in the economy.Macroeconomic Implications- The Circular Flow of Income is a foundational concept in macroeconomics and helps economists analyze key economic indicators such as GDP (Gross Domestic Product). - It illustrates the interdependence of households
and firms in a market economy, where one entity’s spending is another’s income. - Changes in spending patterns by households and firms can have significant effects on the overall economy, influencing economic growth, inflation, and employment levels.Real vs. Monetary Flows- The Circular Flow of Income distinguishes between real flows (physical
goods and services) and monetary flows (money exchanged for goods and services). This differentiation is crucial for understanding economic processes. - For example, when households purchase groceries (real flow), it generates income for the grocery store (monetary flow), which, in turn, pays its employees (real flow) and suppliers (monetary
flow).Savings and Investment- The Circular Flow model can be expanded to include the financial sector, where households save a portion of their income, and financial institutions channel these savings into investments by firms. This demonstrates how savings and investment are connected in the economy. - Savings represent a leakage from the
circular flow, while investments represent an injection of funds. Balancing these two factors is essential for economic stability.Global Trade- In a global context, the Circular Flow model can be extended to account for international trade. It shows how exports and imports fit into the circular flow, with countries participating in the exchange of goods
and services on a global scale. - International trade introduces the concept of a trade surplus (exports exceed imports) or a trade deficit (imports exceed exports) in the circular flow.Policy Implications- Government policies can influence the Circular Flow of Income through fiscal policies (taxation and government spending) and monetary policies
(interest rates and money supply). These policies can affect the level of economic activity, inflation, and employment. - Understanding the Circular Flow model helps policymakers make informed decisions to stabilize and stimulate the economy when necessary. The circular flow of income describes the way money moves through society. In very
general terms, money flows from producers to employees in the form of wages and then back to the producers as employees purchase goods and services. In reality, however, the flow of money through society is far more complicated. In modern capitalist economies, several other parties participate in the flow of money. We will take a look at these in
the next section. Many choose to describe the circular flow of income with two, three, or even four sectors. However, we feel the five sector model is the most detailed and holistic interpretation. The five sectors include: As we hinted at earlier, households receive income from firms in exchange for labor. However, they also receive money from
governments with some of this money returning to the government in the form of tax. The key functions of the government sector are to purchase goods and services, collect revenue through taxes and other fees, and send money to households in the form of social security or welfare payments. If the government spends more than it receives in taxes,
it must borrow money from financial markets. The financial sector is perhaps the most important part of the circular flow of income because it encompasses the behavior of banks and other financial institutions. These companies receive household savings income and then make investments in other companies, with this linkage representing one of the
most important ideas in macroeconomics. The financial sector also lends money to the government when required and receives money from foreign investment. Some suggest the foreign sector is the hardest to define because of the opaque nature of international transactions. Nevertheless, many of the goods produced in an economy are exported to
other countries. The foreign sector is concerned with how resources including goods and currency are exchanged between two or more trading partners. The flow of money in and out of a firm sector economy must balance. In other words, the total flow of money from the firm sector is the total value of production in an economy. Conversely, the total
flow of money into the sector is equivalent to the total GDP expenditure. Households send money to firms for goods and services in a process called consumption. The financial sector can also invest in firms to help companies increase their output. Understanding Economic Interrelationships: The circular flow of income model provides a simplified
framework for understanding the interrelationships between different sectors of the economy, including households, businesses, governments, and the external sector. By tracing the flow of goods, services, and payments between these sectors, policymakers, economists, and students can gain insights into how the economy functions as a whole.
Illustrating National Income Accounting: The circular flow model serves as a basis for national income accounting, which measures the total output and income generated within an economy over a specific period. By categorizing economic activities into production, income, and expenditure flows, the model facilitates the calculation of key
macroeconomic indicators such as Gross Domestic Product (GDP), Gross National Income (GNI), and Disposable Income. Highlighting Interdependence: The circular flow of income demonstrates the interdependence between different economic agents and sectors, emphasizing that spending by one sector becomes income for another. This mutual
dependence fosters economic integration, cooperation, and specialization, leading to increased efficiency, productivity, and overall economic growth. Policy Implications: The circular flow model helps policymakers analyze the potential impacts of fiscal, monetary, and trade policies on various sectors of the economy. By identifying leakages (savings,
taxes, imports) and injections (investment, government spending, exports) into the circular flow, policymakers can design interventions to stabilize the economy, promote growth, and achieve macroeconomic objectives such as full employment, price stability, and balanced trade. Educational Tool: The circular flow of income serves as a valuable
educational tool for teaching basic concepts of macroeconomics and economic theory. Its visual simplicity and intuitive nature make it accessible to students at various levels of education, allowing them to grasp fundamental economic principles such as supply and demand, equilibrium, multiplier effects, and income determination. Simplistic
Representation: The circular flow model provides a simplified representation of the economy that may overlook complexities, heterogeneity, and dynamic interactions within and between sectors. Real-world economic systems are characterized by uncertainties, asymmetries, feedback loops, and non-linear dynamics that are not fully captured by the
circular flow diagram. Omission of Financial Sector: The traditional circular flow model often omits the role of the financial sector, including banks, financial markets, and monetary transactions, which play a crucial role in intermediating savings, investment, and credit flows in the economy. Ignoring financial intermediation can lead to oversights in
understanding the transmission mechanisms of monetary policy, financial crises, and credit market dynamics. Static Assumptions: The circular flow model typically assumes static conditions, equilibrium, and constant parameters, which may not reflect the dynamic nature of economic activity, technological change, structural shifts, or policy
interventions over time. Dynamic adjustments, disequilibria, and disruptions are inherent features of real-world economies that are not adequately captured by the static circular flow framework. Homogeneity Assumption: The circular flow model often assumes homogeneity among economic agents, treating households, businesses, and governments
as uniform entities with identical behaviors, preferences, and decision-making processes. In reality, individuals and organizations exhibit heterogeneity, diversity, and complexity that influence economic outcomes, patterns of consumption, and investment decisions. Limited Scope: The circular flow model focuses primarily on domestic production,
consumption, and income flows, neglecting interactions with the global economy, international trade, capital flows, and external shocks. Globalization, trade liberalization, and financial integration have made economies increasingly interconnected, necessitating a broader analytical framework that considers international linkages and spillover effects.
The circular flow of income is a model that illustrates how money, goods, and services move between sectors in an economic system. The most simplistic interpretation of the flow of income suggests money flows from producers to employees in the form of wages and then back again in the form of consumption. However, modern capitalist economies
are more complex. Five sectors describe the intricacies and interconnectedness of the circular flow of income. These include the household sector, government sector, financial sector, foreign sector, and firm sector. Origins and Evolution: The circular flow of income model was initially introduced by economist Richard Cantillon in the 18th century. It
was later expanded upon by economists like Karl Marx and John Maynard Keynes. The model illustrates how money, goods, and services circulate among various sectors within an economic system. Concept of Money Flow: The basic idea is that money flows from producers to employees in the form of wages and returns to producers as employees
purchase goods and services. In reality, the flow of money is more complex in modern capitalist economies, involving multiple parties. Five Sectors in the Model: The Household Sector: Receives income from firms for labor and from governments, with some money returned as taxes. Households also receive government payments like social security.
The Government Sector: Engages in purchasing goods and services, collects revenue through taxes, and provides payments to households. Government borrowing may be necessary if expenditures exceed revenue. The Financial Sector: Vital for the circular flow as it involves banks and financial institutions. It receives household savings and invests in
other companies. It lends to the government and receives foreign investments. The Foreign Sector: Involves international transactions, including exports of goods produced within the economy. It deals with resource exchange between trading partners. The Firm Sector: Involves balanced money flow. Money inflow is equal to the value of production,
while money outflow is equivalent to total GDP expenditure. Households purchase goods and services, and the financial sector can invest in firms to boost output. Sector/ComponentDescriptionRole in the Circular Flow of IncomeExamples and ImpactHouseholdsIndividuals or families who consume goods and services.Receive income from businesses
in the form of wages, salaries, and profits. Spend income on goods and services produced by businesses.Households contribute to demand for products and services.BusinessesEntities that produce and sell goods and services.Pay wages, salaries, and profits to households in exchange for labor and resources. Receive revenue from the sale of goods
and services to households.Businesses drive economic production and generate income.GovernmentThe public sector, including federal, state, and local authorities.Collect taxes from households and businesses. Allocate funds for public services and government spending.Government manages public resources and provides public goods.Financial
InstitutionsBanks, credit unions, and financial intermediaries.Facilitate the flow of funds between households, businesses, and the government through loans, savings, and investments.Financial institutions support economic growth and stability.Foreign SectorInternational trade and foreign economies.Engage in the exchange of goods and services
with domestic businesses. Affect the balance of trade and international financial flows.International trade impacts a country’s economic well-being.Investment and SavingsThe allocation of income for future use or investment.Households save a portion of their income, while businesses invest in capital, equipment, and research.Investment and savings
contribute to economic growth and stability.Taxes and Government SpendingGovernment’s fiscal policies and budget.Taxes reduce household and business income, while government spending stimulates demand and economic activity.Government policies influence income distribution and economic growth.Exports and ImportsIinternational trade and
cross-border transactions.Exports generate income from foreign countries, while imports represent money leaving the domestic economy.Trade balances affect the overall income and wealth of a nation.Transfer PaymentsPayments from government to individuals or entities.Examples include social welfare, unemployment benefits, and subsidies.
Redistribute income and support specific economic sectors or individuals.Transfer payments address income inequality and social welfare. Connected Economic Concepts Market Economy The idea of a market economy first came from classical economists, including David Ricardo, Jean-Baptiste Say, and Adam Smith. All three of these economists
were advocates for a free market. They argued that the “invisible hand” of market incentives and profit motives were more efficient in guiding economic decisions to prosperity than strict government planning. Positive and Normative Economics Positive economics is concerned with describing and explaining economic phenomena; it is based on facts
and empirical evidence. Normative economics, on the other hand, is concerned with making judgments about what “should be” done. It contains value judgments and recommendations about how the economy should be. Inflation When there is an increased price of goods and services over a long period, it is called inflation. In these times, currency
shows less potential to buy products and services. Thus, general prices of goods and services increase. Consequently, decreases in the purchasing power of currency is called inflation. Asymmetric Information Asymmetric information as a concept has probably existed for thousands of years, but it became mainstream in 2001 after Michael Spence,
George Akerlof, and Joseph Stiglitz won the Nobel Prize in Economics for their work on information asymmetry in capital markets. Asymmetric information, otherwise known as information asymmetry, occurs when one party in a business transaction has access to more information than the other party. Autarky Autarky comes from the Greek words
autos (self)and arkein (to suffice) and in essence, describes a general state of self-sufficiency. However, the term is most commonly used to describe the economic system of a nation that can operate without support from the economic systems of other nations. Autarky, therefore, is an economic system characterized by self-sufficiency and limited
trade with international partners. Demand-Side Economics Demand side economics refers to a belief that economic growth and full employment are driven by the demand for products and services. Supply-Side Economics Supply side economics is a macroeconomic theory that posits that production or supply is the main driver of economic growth.
Creative Destruction Creative destruction was first described by Austrian economist Joseph Schumpeter in 1942, who suggested that capital was never stationary and constantly evolving. To describe this process, Schumpeter defined creative destruction as the “process of industrial mutation that incessantly revolutionizes the economic structure from
within, incessantly destroying the old one, incessantly creating a new one.” Therefore, creative destruction is the replacing of long-standing practices or procedures with more innovative, disruptive practices in capitalist markets. Happiness Economics Happiness economics seeks to relate economic decisions to wider measures of individual welfare
than traditional measures which focus on income and wealth. Happiness economics, therefore, is the formal study of the relationship between individual satisfaction, employment, and wealth. Oligopsony An oligopsony is a market form characterized by the presence of only a small number of buyers. These buyers have market power and can lower the
price of a good or service because of a lack of competition. In other words, the seller loses its bargaining power because it is unable to find a buyer outside of the oligopsony that is willing to pay a better price. Animal Spirits The term “animal spirits” is derived from the Latin spiritus animalis, loosely translated as “the breath that awakens the human
mind”. As far back as 300 B.C., animal spirits were used to explain psychological phenomena such as hysterias and manias. Animal spirits also appeared in literature where they exemplified qualities such as exuberance, gaiety, and courage. Thus, the term “animal spirits” is used to describe how people arrive at financial decisions during periods of
economic stress or uncertainty. State Capitalism State capitalism is an economic system where business and commercial activity is controlled by the state through state-owned enterprises. In a state capitalist environment, the government is the principal actor. It takes an active role in the formation, regulation, and subsidization of businesses to divert
capital to state-appointed bureaucrats. In effect, the government uses capital to further its political ambitions or strengthen its leverage on the international stage. Boom And Bust Cycle The boom and bust cycle describes the alternating periods of economic growth and decline common in many capitalist economies. The boom and bust cycle is a
phrase used to describe the fluctuations in an economy in which there is persistent expansion and contraction. Expansion is associated with prosperity, while the contraction is associated with either a recession or a depression. Paradox of Thrift The paradox of thrift was popularised by British economist John Maynard Keynes and is a central
component of Keynesian economics. Proponents of Keynesian economics believe the proper response to a recession is more spending, more risk-taking, and less saving. They also believe that spending, otherwise known as consumption, drives economic growth. The paradox of thrift, therefore, is an economic theory arguing that personal savings are a
net drag on the economy during a recession. Circular Flow Model In simplistic terms, the circular flow model describes the mutually beneficial exchange of money between the two most vital parts of an economy: households, firms and how money moves between them. The circular flow model describes money as it moves through various aspects of
society in a cyclical process. Trade Deficit Trade deficits occur when a country’s imports outweigh its exports over a specific period. Experts also refer to this as a negative balance of trade. Most of the time, trade balances are calculated based on a variety of different categories. Market Types A market type is a way a given group of consumers and
producers interact, based on the context determined by the readiness of consumers to understand the product, the complexity of the product; how big is the existing market and how much it can potentially expand in the future. Rational Choice Theory Rational choice theory states that an individual uses rational calculations to make rational choices
that are most in line with their personal preferences. Rational choice theory refers to a set of guidelines that explain economic and social behavior. The theory has two underlying assumptions, which are completeness (individuals have access to a set of alternatives among they can equally choose) and transitivity. Conflict Theory Conflict theory argues
that due to competition for limited resources, society is in a perpetual state of conflict. Peer-to-Peer Economy The peer-to-peer (P2P) economy is one where buyers and sellers interact directly without the need for an intermediary third party or other business. The peer-to-peer economy is a business model where two individuals buy and sell products
and services directly. In a peer-to-peer company, the seller has the ability to create the product or offer the service themselves. Knowledge-Economy The term “knowledge economy” was first coined in the 1960s by Peter Drucker. The management consultant used the term to describe a shift from traditional economies, where there was a reliance on
unskilled labor and primary production, to economies reliant on service industries and jobs requiring more thinking and data analysis. The knowledge economy is a system of consumption and production based on knowledge-intensive activities that contribute to scientific and technical innovation. Command Economy In a command economy, the
government controls the economy through various commands, laws, and national goals which are used to coordinate complex social and economic systems. In other words, a social or political hierarchy determines what is produced, how it is produced, and how it is distributed. Therefore, the command economy is one in which the government controls
all major aspects of the economy and economic production. Labor Unions How do you protect your rights as a worker? Who is there to help defend you against unfair and unjust work conditions? Both of these questions have an answer, and it’s a solution that many are familiar with. The answer is a labor union. From construction to teaching, there are
labor unions out there for just about any field of work. Bottom of The Pyramid The bottom of the pyramid is a term describing the largest and poorest global socio-economic group. Franklin D. Roosevelt first used the bottom of the pyramid (BOP) in a 1932 public address during the Great Depression. Roosevelt noted that - when talking about the
‘forgotten man:’ “these unhappy times call for the building of plans that rest upon the forgotten, the unorganized but the indispensable units of economic power.. that build from the bottom up and not from the top down, that put their faith once more in the forgotten man at the bottom of the economic pyramid.” Glocalization Glocalization is a
portmanteau of the words “globalization” and “localization.” It is a concept that describes a globally developed and distributed product or service that is also adjusted to be suitable for sale in the local market. With the rise of the digital economy, brands now can go global by building a local footprint. Market Fragmentation Market fragmentation is
most commonly seen in growing markets, which fragment and break away from the parent market to become self-sustaining markets with different products and services. Market fragmentation is a concept suggesting that all markets are diverse and fragment into distinct customer groups over time. L-Shaped Recovery The L-shaped recovery refers
to an economy that declines steeply and then flatlines with weak or no growth. On a graph plotting GDP against time, this precipitous fall combined with a long period of stagnation looks like the letter “L”. The L-shaped recovery is sometimes called an L-shaped recession because the economy does not return to trend line growth. The L-shaped
recovery, therefore, is a recession shape used by economists to describe different types of recessions and their subsequent recoveries. In an L-shaped recovery, the economy is characterized by a severe recession with high unemployment and near-zero economic growth. Comparative Advantage Comparative advantage was first described by political
economist David Ricardo in his book Principles of Political Economy and Taxation. Ricardo used his theory to argue against Great Britain’s protectionist laws which restricted the import of wheat from 1815 to 1846. Comparative advantage occurs when a country can produce a good or service for a lower opportunity cost than another country.
Easterlin Paradox The Easterlin paradox was first described by then professor of economics at the University of Pennsylvania Richard Easterlin. In the 1970s, Easterlin found that despite the American economy experiencing growth over the previous few decades, the average level of happiness seen in American citizens remained the same. He called
this the Easterlin paradox, where income and happiness correlate with each other until a certain point is reached after at least ten years or so. After this point, income and happiness levels are not significantly related. The Easterlin paradox states that happiness is positively correlated with income, but only to a certain extent. Economies of Scale In
Economics, Economies of Scale is a theory for which, as companies grow, they gain cost advantages. More precisely, companies manage to benefit from these cost advantages as they grow, due to increased efficiency in production. Thus, as companies scale and increase production, a subsequent decrease in the costs associated with it will help

the organization scale further. Diseconomies of Scale In Economics, a Diseconomy of Scale happens when a company has grown so large that its costs per unit will start to increase. Thus, losing the benefits of scale. That can happen due to several factors arising as a company scales. From coordination issues to management inefficiencies and lack of
proper communication flows. Economies of Scope An economy of scope means that the production of one good reduces the cost of producing some other related good. This means the unit cost to produce a product will decline as the variety of manufactured products increases. Importantly, the manufactured products must be related in some way.
Price Sensitivity Price sensitivity can be explained using the price elasticity of demand, a concept in economics that measures the variation in product demand as the price of the product itself varies. In consumer behavior, price sensitivity describes and measures fluctuations in product demand as the price of that product changes. Network Effects In
a negative network effect as the network grows in usage or scale, the value of the platform might shrink. In platform business models network effects help the platform become more valuable for the next user joining. In negative network effects (congestion or pollution) reduce the value of the platform for the next user joining. Negative Network
Effects In a negative network effect as the network grows in usage or scale, the value of the platform might shrink. In platform business models network effects help the platform become more valuable for the next user joining. In negative network effects (congestion or pollution) reduce the value of the platform for the next user joining. Main Free
Guides: Macroeconomics tries to study the central questions of economies. Amongst these questions, the main question is how economies create wealth. In an economy, all factors of production (FoP) undergo a production flow/cycle; in the process of which, it generates wealth in the form of making payments to the factor of production, known as
factor payments. Thus, the economic wealth of nations is created by generating this flow and producing commodities (goods and services), which are then consumed by consumers who spend their income on these goods and services. Circular Flow of Income The circular flow of income is an economic model that reflects how money or income flows
through the different sectors of the economy. A simple economy assumes that there exist only two sectors, i.e., Households and Firms. Households are consumers of goods and services and the owners of the factors of production (land labour, capital, and enterprise). However, the firm sector produces goods and services and sells them to households.
In the circular flow of income (two-sector economy), there is an exchange of goods and services between the two players, i.e., the firms and households, which leads to a certain flow of money in the economy. Households provide the firms with the factors of production namely, Land (Natural Resources), Labor, Capital, and Enterprise that generates
goods and services, and consumers spend their income on the consumption of these goods and services. The firms then make factor payments to households in the form of rent, wages, interest, and profit. This flow of goods and services and factors payments between firms and households reflects the circular flow of money in an economy. Phases of
Circular Flow of Income The three different phases in a circular flow of income are Generation, Distribution, and Disposition. 1. Generation Phase The first phase of the circular flow of income is Generation Phase. In this phase, the firms produce goods and services by taking the help of the factor services. 2. Distribution Phase The second phase of
the circular flow of income is the Distribution Phase. In this phase, factor incomes such as wages, rent, interest, and profit flow from firms to the households. 3. Disposition Phase The last phase of the circular flow of income is the Disposition Phase. In this phase, the income received by the factors of production is spent on the goods and services
produced by the firms. Hence, through the different phases of the circular flow of income, the income generated in production units of an economy reaches back to the production units and completes the circular flow. Types of Circular Flow The two types of circular flow are Real Flow and Money Flow. 1. Real Flow The flow of factor services from
the households to the firms and the corresponding flow of goods from firms to the households in an economy is known as the Real Flow. Real flow is also known as Physical Flow. In this type of circular flow, there is no involvement of money and the goods and services are exchanged between the two sectors of the economy. This flow helps an economy
in determining the magnitude of its growth process. For example, if more factor services are provided to the firms, then they will produce more volume of production, which will ultimately speed up the process of economic growth. The above diagram shows that the households provide factor services to the firm, and as a reward for their productive
services, the firms provide the household with goods and services. 2. Money Flow The flow of factor payments from the firms to households for their factor services and the corresponding flow of consumption expenditure from households to the firms for the purchase of goods and services produced by the firms is known as Money Flow. Money flow is
also known as Nominal Flow. This type of circular flow includes the exchange of money between the two sectors, i.e., households and firms. The above diagram shows that for the factor services provided by the households, firms make factor payments to them, and then households spend their income on the purchase of goods and services produced
by these firms. Significance of Circular Flow of Incomel. Helps in understanding the mutual interdependence among different sectors The different sectors of an economy involve the household sector, government sector, producer sector, and foreign sector. The circular flow of income of an economy helps in understanding the mutual
interdependence between these sectors. In other words, it shows that these sectors of an economy are complementary to one another in a way that the economic activity of a country remains intact. 2. Helps in estimating National Income The circular flow shows the three phases of income; viz., generation phase, distribution phase, and disposition
phase. The income generated by an economy under these phases can be determined in three different ways, i.e., Production Method, Income Method, and Expenditure Method. 3. Shows the equilibrium position of an economy Any disturbance in the circular flow of an economy can result in disequilibrium putting an impact on its functioning.
Therefore, the circular flow of income of an economy shows its equilibrium position. 4. Helps in identifying different types of leakages and injections The circular flow of income of an economy also helps it in the identification of leakages and injections in the economy. Leakages mean to withdraw money from the circular flow of an economy. Leakage
from the circular flow of income of an economy happens when the firms and households save a part of their incomes. Therefore, leakage or withdrawal is that part of the income of an economy that does not pass through the circular flow of income, resulting in the unavailability of that money for spending on the goods and services produced recently.
Thus, it can be said that leakages reduce the flow of income in an economy. Injections mean the addition or introduction of income to the circular flow of an economy. Injections into the circular flow of income are a result of money borrowed by households and firms from different external sources, like financial institutions. However, this additional
income does not result in an immediate expenditure. Therefore, injections increase the flow of income in an economy. Explore Programs This category covers almost any topic in Finance. Accounting, US GAAP, Forex, CFA, CMA, Financial Modeling, Valuation, Investment Banking, Project Finance, PE, Credit Risk, Mergers, Stock Market, Financial
Institutions etc. A library of 550+ Courses and 300+ Test Series to choose from. All courses| bundles| learning paths| test series are curated and updated by industry experts. Enroll and You get One year access with all future updates. This category covers Cloud computing, R, devops, SEO, Big data, hadoop, machine learning, tensorflow, pandas,
NLP, Al, Tableau, Analytics, CouchDB, Azure, SQl, AWS, Hive, Cassandra, Apache Storm, Kafka, Docker, Matplotlib, Predictive modeling, saleforce, SAS, Pyspark, Forecasting, deep learning and many more. A library of 400+ Courses and 550+ Test Series to choose from. All courses| bundles| learning paths| test series are curated and updated by
industry experts. Enroll and You get One year access with all future updates. Learn programming and web development in this category. We have the largest collection of courses and questions on development, PHP, JavaScript, C++, Spring, SQL, Go, Wordpress, JS, VB, Selenium, Swift, Unity, Android, Devops. API, Dart, Dot net, R and many more. A
library of 1050+ Courses and 650+ Test Series to choose from. All courses| bundles| learning paths| test series are curated and updated by industry experts. Enroll and You get One year access with all future updates. Learn anything in Excel. We have a huge collection of courses and test series in MS Excel, VBAs, Macros, MS Office etc. A library of
120+ Courses and 110+ Test Series to choose from. All courses| bundles| learning paths| test series are curated and updated by industry experts. Enroll and You get One year access with all future updates. This category covers topics like Marketing Management, Strategic Management, Facebook ads, sales skills, digital marketing, SEO, SM
marketing, email marketing, Google analytics, brand management, product management, marketing analytics etc. A library of 170+ Courses and 800+ hours of video content to choose from. All courses| bundles| learning paths| test series are curated and updated by industry experts. Enroll and You get One year access with all future updates. It
covers Human Resource Processes & Planning, Human Resource Measurement, Strategic HRM, International HRM, Organizational Behavior, Talent Acquisition, Succession Planning etc. A library of 40+ Courses and 200+ hours of video content to choose from. All courses| bundles| learning paths| test series are curated and updated by industry
experts. Enroll and You get One year access with all future updates. It covers core areas such as Attitude development, Personality Analysis Concepts, Managerial Leadership, Organizational Development, Effective Communication Skills, Job interview, etc. A library of 60+ Courses and 300+ hours of video content to choose from. All courses| bundles|
learning paths| test series are curated and updated by industry experts. Enroll and You get One year access with all future updates. This category covers topics like Photo Editing, Game Design & Development, 2D 3D Animation, Architectural Drawings and Designs, User Experience, Web Design, Graphic Design Courses, Video-based courses, Interior
Design, Audio and Music, Compositing, Lighting, Rendering, Video Editing, Visual Effects VFX, and much more. A library of 280+ Courses, 110+ Test Series and 2000+ hours of video content to choose from. All courses| bundles| learning paths| test series are curated and updated by industry experts. Enroll and You get One year access with all future
updates. This category covers topics like Project Management, Risk Management, Schedule, Six Sigma, Quality Management, TQM, Lean, Agile and Scrum, Primavera Planner, Quality Control, PMI ACP, CAPM, CBAP, MS Project, PgMP, PMP and much more. A library of 100+ Courses, 220+ Test Series and 400+ hours of video content to choose
from. All courses| bundles| learning paths| test series are curated and updated by industry experts. Enroll and You get One year access with all future updates. From worldwide professional competitive exams to country specific tests, here you get all the resources like courses, mock quizzes and mock tests to successfully prepare for exams. Our
courses prepared by Industry Experts will help you understand the concepts. The mock tests and test series will help you get ready for exams. This category covers topics like PMP, CFA, CMA, FRM, PgMP, PMI, AWS, Azure and many more. You name it and you get it here. PRO Bundle clubbed together all courses, learning paths and test series. When
you enroll for an PRO Bundle, you get access to hundreds of courses, learning paths and test series in one place. You don't have to look somewhere else for a related skill. You get them all in one place. For example, when you enroll for Finance PRO Bundle, you get access to all courses, test series and learning paths in Finance Category. You will not
have to look for a different platform for any finance skill. You get them all in one place. FINANCE Pro Investment Banking, Cryptocurrencies, Accounting, Financial Modeling, CFA, Valuation, US GAAP, Hedge Funds, Equity Research, Technical Analysis, Financial Analysis, Investing, Stock Trading, Forex, Finance Fundamentals, Options Trading and
much more. Learn by doing. Verifiable Certificate of Completion for Courses. Full Lifetime Access. Data Science PRO Big Data, Cloud, Machine Learning, Deep Learning, Artificial Intelligence, Neural Networks, Statistics, Devops, Robotics, Business Intelligence, SAS, Hadoop, Predictive Analytics, R, Tableau, Python, Informatica, SPSS, Splunk,
Salesforce, Hive, Data Scientist and much more. Learn by doing. Verifiable Certificate of Completion for Courses. Full Lifetime Access. Computer Science PRO Web Development, Coding and Programming Languages, Mobile Apps, Databases, Software Testing, Software Engineering, Development Tools, IT Certification, Network & Security,
Hardware, Operating Systems, Game Development and E-Commerce. Verifiable Certificate of Completion for Courses. Full Lifetime Access. Excel PRO Unlimited access to 100+ world-class courses, 15+ specializations, mock tests, 1207+ hours of videos, unlimited certificates and all future & upcoming courses. Marketing PRO Branding,
Communications, Digital Marketing, Marketing, SEO, Social Media, Strategy, Supply Chain, Content Development, Campus Placement, CRM, HR and much more. Verifiable Certificate of Completion for Courses. Full Lifetime Access. Human Resource PRO Unlimited access to 40+ world-class courses, 4+ specializations, mock tests, 247+ hours of
videos, unlimited certificates and all future & upcoming courses. Personal Development PRO Attitude development, Overview of Personality, Personality Analysis Concepts, Management Process, Roles, Behavior & Skills, Managerial Leadership, Organizational Development, Email Etiquette, Effective Communication Skills, Job interview etc. Learn
Interview Skills, Effective Resume Making, Effective Communication Skills, Improve Body language and Gain confidence of, Personality Analysis Concepts, Personality, Attitudes & Work Behavior, Nature of Perspective Management and much more. Verifiable Certificate of Completion for Courses. Full Lifetime Access. VFX & Design PRO Game
Design & Development, Architectural Design, User Experience, Web Design, Graphic Design, Design Tools, 3D & Animation, Interior Design, Audio and Music, Compositing, Lighting, Rendering, Video Editing, Visual Effects VFX, and much more. Learn by doing. Verifiable Certificate of Completion for Courses. Full Lifetime Access. Project
Management PRO Project Management, Risk Management, Schedule, Six Sigma, Quality Management, TQM, Lean, Agile and Scrum, Primavera Planner, Quality Control, PMI ACP, CAPM, CBAP, MS Project, PgMP, PMP and much more. Verifiable Certificate of Completion for Courses. Full Lifetime Access. Skill up at scale with our customized holistic
learning solutions. Reskill and upskill your workforce. Help employees master new skills and reach their goals with access to world-class learning solutions from EDUCBA. Get your workforce ready for whatever comes their way with the support of a complete learning solution. Discover EDUCBA for Enterprise More than 50 Million people have used
our resources to enhance their knowledge. We offer simplified explanations and real-world applications across diverse fields. Access our high-quality, free articles to enhance your understanding of diverse domains. Discover Blog Learn Job ready skills from free online courses. These free courses in a wide variety of subjects have been hand-picked by
the learning team at EDUCBA. If you're new to online learning and not sure where to start, you're not alone. We’ve curated a free collection of courses for professionals. Take one of these courses and learn new skills. Discover Free Courses The instructor's teaching style is not only engaging but also incredibly effective. Concepts are explained clearly
and concisely, making it easy for beginners to grasp the fundamentals while still providing advanced techniques for more experienced users. The course is well-structured, with each module building upon the previous one, creating a seamless learning experience. I recently completed a free online Excel course and it was a fantastic experience! The
content was well-structured, easy to follow, and packed with practical tips. The interactive exercises helped me grasp key concepts effectively. Overall, a valuable resource for anyone looking to enhance their Excel skills without spending a dime. Highly recommended! EDUCBA's Statistics course for Analytics is exceptionally practical, offering a
comprehensive and easily digestible introduction to essential statistical concepts. The course seamlessly blends theory with real-world applications, providing a highly informative learning experience that equips beginners with valuable analytical skills. Highly recommended for those seeking a solid foundation in statistics. I found this course to be
very indepth. It covered all the facets of model building with very useful suggestions and guidelines. It was a very detailed model. With this learning, i will be able to independently build other models now. Thank you. I recently completed the Oracle SQL courses offered by EDUCBA, and I must say that it has been an incredible learning experience.
EDUCBA's comprehensive Oracle SQL curriculum provides an excellent foundation for anyone seeking to master this powerful database language. The course material is structured in a logical and progressive manner, starting from the basics and gradually building up to more advanced concepts. Each topic is explained thoroughly and accompanied
by clear examples and real-life scenarios, which greatly enhances the understanding and application of Oracle SQL. The Data Science Fundamentals online course that I recently completed. Overall, I found the course to be highly valuable and informative. The content was well-structured and provided a solid foundation for understanding key concepts
in data science. I recently took a course on SQL, and I must say that I am quite impressed with the level of instruction and the depth of the material covered. The course was well-structured and presented in a way that was easy to follow, even for someone with no prior experience in SQL. This video provided clear and concise explanations of
Photoshop, making it easy for me to understand and apply the concepts to my practical life. I appreciated the speaker's engaging presentation style and felt that I benefited greatly from the information presented. Overall, this is a great resource for anyone looking to learn the basics of Photoshop. The video that I recently watched was an absolutely
breathtaking experience. From the very start, I was completely captivated by the stunning visuals and the mesmerizing soundtrack. The production value was top-notch, and every single detail was executed flawlessly. The video was not only visually stunning, but it was also incredibly informative and educational. I learned so much from watching it,
and [ was amazed by the amount of research that must have gone into producing such a high-quality piece. Throughout the video, I found myself completely engrossed in the content. I couldn't take my eyes off the screen, and I was completely absorbed by every single second. It was one of those rare experiences where time seemed to stand still, and
I was completely lost in the moment. Overall, I would highly recommend this video to anyone who is looking for an incredible viewing experience. Whether you're looking for stunning visuals, captivating storytelling, or educational content. It was an exciting course. It taught me the basics of JAVA 8.0 and also how to use Netbeans IDE and how to
operate on it!! Hope this type of courses appear more in my future!! It refers to the cycle of generation of income in the production process, its distribution among the factor of production and finally, its circulation from households to firms in the form of consumption expenditure on goods and services produced by them. Phase in Circular Flow of
Income In the First Phase(Production Phase), the firm produces goods using factors of production(Land, Labor, capital and Enterprise) In the Second Phase (Income Phase), the firms make factor payments (Rent, wages, Interest & Profit) to the household for providing factor services. In Third Phase (Expenditure Phase), the households spend the
amount received by firms in purchasing their products. Stock and Flow Stock Variables- It refers to those variables, which are measured at a particular point of time, for example- Government Budget, National Capital, etc. Flow Variable- It refers to those variables, which are measured over a period of time, for example-National Income, any
transactions in money, etc. Difference between Stock and Flow BASIS STOCK FLOW Meaning Stock variables refer to those variables, which are measured at a particular point of time. Flow variables are those variables which are measured over a period of time. Time Dimension It does not have a time dimension. It has a time dimension as it is
measured over a period of time. Nature of concept It is a Static Concept It is a dynamic Concept Examples The population of any country, capital, stock of machines, etc. Savings, depreciation, Interest rate etc. TYPES OF CIRCULAR FLOW Different types of circular flow are- Real Flow and Money Flow. Real Flow - It refers to the flow of factor
services (land, labor, capital, and enterprises) from household to firms and the flow of goods and services from firms to households. It is also known as ‘Physical Flow’. Money Flow - It refers to the flow of factor payments (Rent, wages, interest, and profit) from firms to households for providing factor services and flow of consumption expenditure from
households to firm for providing goods and services. It is also known as Nominal flow. Difference between Real Flow and Money Flow BASIS REAL FLOW MONEY FLOW Meaning It is the flow of goods and services between households and firms. It is the flow of money between firms and households. Kind of Exchange It involves the exchange of goods
and services. It involves the exchange of money. Difficulty in Exchange These may be the difficulty of the Barter system in exchange of goods & factor services. There is no such difficulty in the case of money flow. Alternate Name It is also known as 'Physical Flow' It is also known as 'Nominal Flow' Circular Flow in Two Sector Economy In a simple
two-sector economy, there exist only 2 sectors i.e. household and firms, where households provide factors of production (Land, Labour, Capital, and Enterprise) and consumer goods & services made by the firm and sell them to households. In order to make our analysis simple, we can make some assumptions:- Only two sectors in an economy are
there i.e. Households and firms. Households provide factor services to firms only and firms hire factor services from household only. The amount received by the household from the firm for providing factor services is used entirely on consumption. This brings us to the following conclusion. There are no savings in the economy, i.e. neither the
household saves from their incomes, not the firm saves from their profits. In the given diagram, it can be seen that households are providing factor services in exchange for factor payment and firms are providing goods & services to households in exchange for consumption expenditure. Total Production = Total Consumption Factor Payment = Factor
Income Consumption Expenditure = Factor Income Real Flow = Money Flow Circular Flow in Two Sector Economy With Financial Markets Circular Flow of Income in 2 Sector Economy assumes that there is no savings i.e. households spends their entire income on consumption of goods and firms spends all their receipts in making factor payments.
But in real-world, this does not happen i.e. household saves some part of their factor incomes for future contingencies, whereas firms save some parts of their profits for expansion or some other reasons. The firm also borrows money from Financial Institutions for the same. All savings and borrowings are channelized through Financial Institutions /
Market. Financial Markets refers to institutions such as banks, insurance companies, etc. which transacts in loanable funds. Savings of households accumulated in the financial market are utilized by firms for investments purposes. Leakages Leakages refer to the withdrawal of money from the circular flow. Leakages reduce, the flow of income.
Examples of leakages in different types of Economics:- (1) Two sector Economy (without- No leakages financial market) (2) Two sector Economy (with financial -saving s market) (3) Three Sector Economy-Savings + Taxes (Government) (4) Four Sector Economy-Savings + Taxes + Imports Injections Injections refer to the introduction of income into
the circular flow. Injections increase the flow of Income. Examples of Injections in different types of economies: Two Sector Economy(without - no injections financial market) Two Sector economy(with the financial-investment market) Three Sector Economy-Investment + government expenditure Four Sector Economy-Investment + government +
exports Equilibrium is achieved when leakages are equal to injections.



