A-LEVEL ECONOMICS « EXERCISE SHEET

4.2 Introduction to the circular flow
of income

Name: Class: Date: Total: 19 marks
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Objective

Build the skills to answer exam questions on the circular flow of income I A fEFF7i
households and firms F £ 51>/, leakages and injections i -5 A, and the
equilibrium condition.

You must be able to:

« describe the circular flow between households and firms
« identify the three leakages and three injections
o explain when the flow grows, shrinks or is in equilibrium

1 Worked examples

B Money around the economy

leakages

saving taxation imports

L[]

incomes (wages, rent, interest, profit)

Households Firms

spending on goods and services

]

investment government exports
spending

injections

Households supply factors and spend; firms pay income and produce
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» Leakages it take money out: saving fi#i& (S), taxation Bilg (T), imports
#a (M).

 Injections £ A put money in: investment % (I), government spending
BUFZH (G), exports H T (X).

o Equilibrium when injections = leakages; if injections > leakages the economy
grows.

Answer shapes: AO1 + AO2 + AO3 (analysis) + AO4 (judgement, for evaluate
questions).

2 Practice

2.1 Define the term leakage (withdrawal) from the circular flow.

2.2 State the three injections into the circular flow.

2.3 State the condition for the circular flow to be in equilibrium.

3 Exam-style questions
3.1 Which is a leakage from the circular flow of income?

e A investment

« B government spending
¢ C saving

e D exports

A-Level Economics ¢ 4.2 Introduction to the circular flow of income @



3.2 Explain what happens to national income when injections are greater than leakages.|6|

3.3 Explain how a rise in exports affects the circular flow of income in an open economy. 6|
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Solutions

Economics answers are marked by level of response against the assessment objectives:
award AO1 knowledge, AO2 application, AO3 analysis and AO4 evaluation.

2.1 money that is taken out of the circular flow rather than passed on as spending (saving,
taxation or imports) (2 for a clear definition; 1 for a partial idea).

2.2 investment; government spending; exports (1 + 1 + 1).
2.3 when total injections equal total leakages (1).
3.1 C. Saving is a leakage (withdrawal) from the flow.

3.2 [6] AO1 1 + AO3 up to 5 — when injections exceed leakages, more money enters
the flow than leaves — firms receive more spending — they produce more and pay more
income — national income rises until leakages rise to match injections.

3.3 /6] AO1 1 + AO2/AO3 up to 5 — exports are an injection, so more money enters
the flow — foreign buyers’ spending raises firms’ revenue — firms produce more and pay
more income to households — national income rises (a multiplier effect may amplify this).
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