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The circular flow model is sometimes drawn showing only money flows in the economy, and at other times 
showing a combination of real flows (goods and resources) and money flows. It links the various sectors of the 
economy to show their interdependence. You should know the role of each sector.

Role of households (consumers)

Households own the resources and sell these resources to producers for their income (wages, rent, interest, 
profit). They may supply some resources directly to the government. Households use their income for 
consumption spending on goods and services, to pay direct tax (income tax) to the government, and to save with 
financial institutions.

Role of producers

Producers buy resources from households and use the resources to make goods and to provide services, which 
they sell to households and to the government, and export to the overseas sector. They also import goods and 
raw materials from overseas.

Processing salmon – producers make goods and provide services.

Businesses pass on the indirect taxes they collect from consumers (e.g. GST) to the government, and they borrow 
funds from financial institutions to use for investment in capital goods.

Chapter 3
The circular flow model
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Role of government

The government collects direct taxes from households and indirect taxes from businesses. It uses the tax revenue 
for government spending on goods and services, which it buys from producers. It provides transfer payments 
(benefits) to some households, and pays some producers subsidies for the production of particular goods and 
services, e.g. medicines, housing and education.

Role of the overseas sector

The overseas sector pays New Zealand export receipts for the goods the country exports (e.g. meat, wool, 
forestry, dairy products, fishing, horticultural products) and provides New Zealand with imports (e.g. motor 
vehicles, oil, electronics) in return for New Zealand’s import payments.

Role of the financial sector

Banks and other financial institutions receive savings from households and pay interest in return. The financial 
institutions then loan these funds to firms for investment, and charge them a higher rate of interest.

Drawing the circular flow model
Circular flow model
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Another common version of the model places the government sector in the middle. This version has had the real 
flows removed, leaving only the money flows.

Circular flow model showing only money flows

Households ProducersGovernment
Overseas 

sector

Financial 
institutions

Incomes

Savings

Investment

Import 
payments

Export 
receipts

Direct 
taxes

Indirect 
taxes

Transfer 
payments

Government 
spending

Consumption spending

L2.3 Analysing Econ Growth LWB.indd   22L2.3 Analysing Econ Growth LWB.indd   22 11/09/20   3:12 PM11/09/20   3:12 PM



  ISBN 978-1-988586-90-8 –  © Copying or scanning from ESA books is subject to the provisions of the Copyright Act 1994 

Chapter 3 – The circular flow model  23

Injections and leakages
Injections are the factors that increase economic activity. They create more job opportunities, increased incomes, 
increased consumption spending and increased production to satisfy the increased demand, which leads to 
economic growth. Injections are increases in:
• investment (I)
• government spending (G)
• exports (X).

Leakages, or withdrawals, are the factors that decrease economic activity. They lessen increases in economic 
growth by reducing any increases in consumption spending, so production doesn’t increase as much, nor does 
economic growth. Withdrawals are increases in:
• savings (S)
• taxation (T)
• imports (M).

Integrating changes shown on models into explanations
For this Achievement Standard, you must integrate changes shown on economic models into your explanations. 
When using the circular flow model, you must refer to the sectors and flows, both real and money, shown on the 
model.

Example

Refer to the circular flow model to describe the flow-on effects of an increase in export receipts:

There is greater profit for producers, more demand for resources, more employment and income for 
households, more savings, more tax paid to government, more spending on goods and services so 
more production, more jobs, higher household incomes ... and the cycle continues.

Some other flow-on effects follow.

Flow-on effects of an increase in taxes
There is less disposable income for households, so less savings, which might mean less funds available for firms 
for investment. There is less household spending on goods and services so less production. There is less demand 
for resources, so there are fewer jobs and less income for households.

Flow-on effects of an increase in savings
There is less household spending on goods and services, so less production. With less demand for resources, 
there are fewer jobs and less income for households.

Flow-on effects of an increase in emigration
There are fewer households, so consumption spending falls; with reduced demand for resources there are lower 
incomes, possible shortages of skilled labour means firms’ production falls further, so less economic growth.

Flow-on effects of an increase in interest rates
Firms face higher costs of borrowing, which increases costs of production giving reduced profits, so they may 
try to cut other costs by reducing staff, which in turn has an impact on households by reducing incomes. Some 
households’ incomes might increase because of the higher interest earned. There is less borrowing by households 
and less consumption spending. With less demand for goods and services there is less production and a lower 
demand for resources. Less GST is paid to the government.
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Flow-on effects of an increase in government spending
There is greater production, more demand for resources, more employment and income for households, more 
savings, more tax paid to government, more spending on goods and services leading to more production, more 
jobs, and higher household incomes.

An increase in government spending leads to higher household incomes.

Questions: The circular flow model
1. Identify which sector in the circular flow model has each of the following roles.

Role Sector

a. Export goods

b. Own resources

c. Produce goods and services

d. Collects taxes

e. Provides transfer payments to households

f. Pay businesses for their exports

g. Pay interest to households

h. Import goods

i. Sell resources to producers or the government

j. Receive interest from borrowers

k. Pay direct tax

l. Pass on indirect taxes to the government

m. Pays subsidies to some producers

n. Provide imports

o. Spend income on consumption

p. Save

q. Invest

Answers 
p. 50
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2. Complete the following extracts from the circular flow model.
a.   

  

 

Households Financial institutions

b.   

  

 

Producers Government

c.   

  

 

 

Overseas Producers

d.   

  

 

 

Producers Households
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3. Identify the symbol for each of the following flows, and state whether each is a leakage or an injection.

Flow Symbol Leakage or injection?

Government spending

Imports

Investment

Exports

Savings

Taxation

4. Describe in detail the role in the economy of the following.

 a. Producers:

 b. Households:

 c. Government:

5. a. Define a ‘leakage’ from the circular flow.

b. Identify three injections into the circular flow.

  (1) 

  (2) 

  (3) 

6. Describe how households and producers are interdependent.
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7. Refer to the circular flow model to describe the flow-on effects of the following.
a. An increase in income tax rates:

b. An increase in government spending:

c. A fall in interest rates:

8. Explain why an increase in export receipts has a greater impact on the economy than an increase in immigration.

9. Discuss whether a cut in interest rates would have a greater or lesser impact on economic growth than 
would a cut in income tax rates.
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10. Refer to the circular flow model to describe how an increase in savings by New Zealand households could 
have short- and long-term impacts on economic growth.

11. Identify a REAL flow (if there is one) and a MONEY flow between the following sectors in the circular flow 
model.

Sectors Real flow Money flow

Consumers and producers

Households and government

Producers and the overseas sector

Financial institutions and 
producers

Producers and government

Households and financial 
institutions

12. Explain why withdrawals might limit any increase in growth caused by income tax cuts.

13. An increase in export receipts is an injection into the circular flow which will increase economic growth. How 
might withdrawals by both consumers AND producers reduce the overall increase in economic growth? 
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answers

Economic growth (page 3)

1. Term Definition

Economic growth

An increase in the value of goods and services produced in the country over a period of time (an increase in nominal GDP) 
/ an increase in the level of production in the country over a period of time (an increase in real GDP) / an increase in the 
productive capacity of the country over a period of time / an improvement in the net social welfare of the country over a 
period of time

Gross domestic 
product

The value of all goods and services produced in the country in a year

Production The total amount produced / the process of making a good or providing a service

Productivity Output per unit of input

Productive capacity How much could be produced with the resources available

Net social welfare A measure of growth that includes both economic and non-economic factors

Consumers People who buy goods and services to satisfy their needs and wants

Producers Firms that combine resources to make goods or provide services

Net exports Export receipts – import payments (X – M)

Consumption Household spending on goods and services

Investment Business spending on capital goods

Nominal GDP The value of all goods and services produced in a country in a year

Real GDP Nominal GDP adjusted for changes in the price level – it shows if production has increased

Income distribution A measure of how evenly the total income in a country is shared amongst the total population

Public facilities Places or services available for everyone to access

Housing affordability
A measure of how easy it is for people to buy their own house (based on factors such as average house prices, average 
incomes and interest rates)

Environmental 
impacts

The effect on the earth, sea, air or other natural resources of increased economic growth

2. In ‘real GDP’ zone: shows if more has actually been produced or adjusts 
nominal GDP for changes in the price level

 In ‘common’ zone: indicators of economic growth

 In ‘nominal GDP’ zone: shows if the value of production has increased

3. a.  Real GDP is a better measure because increases in real GDP must be 
caused by an increase in production. For real GDP to rise, growth 
must have occurred, whereas nominal GDP might increase if prices 
rise, even if the amount of production stays the same (or even falls).

b. Productive capacity. If new resources are found or new technology is 
developed, it will increase productive capacity, which means there is 
likely to be a higher rate of economic growth in the future.

4. a. $72.7m

b. $76.0m. This means in 2021, real GDP was the equivalent of $76.0m 
when measured in 2019 dollars.

c. 4.5%

d. From 2020 to 2021 nominal GDP increased by $12m, a 15% 
increase. Over the same period the price index increased by 10%. 
Since prices increased more slowly than nominal GDP, there was an 
increase in real GDP.

5. a. $32.9m

b. $31.1m. This means in 2021, real GDP was the equivalent of $31.1m 
when measured in 2020 dollars

c. –5.5%

d. From 2020 to 2021 nominal GDP increased by $4m, an 8.7% 
increase. Over the same period the price index increased by 15%. 
Since prices increased faster than nominal GDP, there was a fall in 
real GDP.

6. a. $172.7m

b. In 2021, real GDP was the equivalent of $172.7m when measured in 
2019 dollars.

L2.3 Analysing Econ Growth LWB.indd   47L2.3 Analysing Econ Growth LWB.indd   47 11/09/20   3:12 PM11/09/20   3:12 PM




