
Reading 9 

In this lesson you will learn 
how flows of goods and ser- 
vices, factors of production, 
and money move through our 
economic system. You will 
read an explanation of the 
importance of the product 
market and the factor market. 
You will also discover that the 
entire economic system can 
be represented with what is 
called a circular-flow diagram 
that allows you to trace these 
flows through the economy. 

The Circular Flow 
Between Consumers 
and Entrepreneurs 

Imagine that you make the most outrageously wonderful pizzas 
there ever were. They look wonderful, smell better, and their 
taste is out of this world. There's just one problem: They are rela- 
tively expensive to make, and few people in your community have 
enough money to buy them. Many workers in the community 
have lost their jobs, and those who are still workingare worried. 
Most people are buying only what they decide they absolutely 
need. If you can't think of a resourceful or innovative way to mar- 
ket your pizzas, your business could fail. No matter how good 
your pizzas are, you will not succeed if your customers cannot 
afford to buy them. 

That is why it is important to businesses that people earn a good 
income. Income may come from wages, rent, interest, profit from 
business, or any combination of these. People need a source of 
income to purchase the goods and services they want. Without 
income people cannot buy the products businesses offer for sale. 

Entrepreneurs purchase productive resources, or factors of pro- 
duction, to provide goods and services to offer for sale. In Reading 
5 you learned that the factors of production are land, labor, capi- 
tal, and entrepreneurship.'Land (natural resources) is owned by 
people. People provide labor. Capital (tools used in production) is 
also owned by people. Entrepreneurship is a human ability. Even 
when a factor of production is owned by a business, that firm is 
owned by people. Therefore, all factors of production are finally 
owned by people. Any time resources are purchased, people 
receive income in one way or another. This is how people earn the 
income they need to buy the products they want. 

In our economic system, money flows from businesses to people 
(or to other businesses) to pay for factors of production. On the 
other hand, money flows from people (or from other businesses) to 
businesses to pay for goods and services. This movement is called 
a circular flow. Economists use what they call a circular-flow 
diagram such as the one in Illustration 9a to represent these 
flows in our economy. 



To understand the flows shown in the circular- 
flow diagram, first examine the top half of the 
diagram. Households, or people, appear a t  
the left. Businesses, or entrepreneurs, are 
found on the right. There'is a flow of finished 
goods and services from the businesses 
through the product market (across the top of 
the chart) to the people (households). There is 
a flow of money from the households through 
the product market to businesses to pay for 
the goods and services people purchase. The 
product market  is any place where final 
goods and services are sold by businesses to 
people (households). 

If you were in the pizza business, you would 
produce pizzas and sell them to people, thus 
creating a flow of products from your business 
to households. Your customers would pay for 
the pizzas, which would create a flow of money 
from households to your business. These trans- 
actions take place in the product market. . 

Now turn your attention to the bottom half of 
the diagram. You will see that the factors of 
production flow from people through the factor 
market to businesses. A flow of money returns 
to the resource owners through the factor 
market in payment for the factors of produc- 
tion businesses buy. This flow of money is 
made up of wages, rents, interest, dividends, 
and profit. .The factor market is any place 

where factors of production are purchased by 
businesses. 

Imagine, for example, that in your pizza busi- 
ness you employ four workers who bake and 
deliver pizzas. In return for their labor, you 
pay them a wage. There is a flow of labor (a 
factor of production) from households to your 
firm and an opposite flow of money from your 
business to households. These transactions 
take place in the factor market. 

In the circular-flow diagram, money moves in 
a clockwise direction while goods and services 
gnd factors of production move in the opposite 
direction (counterclockwise). The values of 
both flows are the same. 

Any event that blocks one flow will have an 
impact on other flows. Por example, if people 
become worried about losing their jobs, they 
will probably reduce their spending for your 
pizzas in the product market. As a result, you 
would have lower sales. You would probably 
react by rediicing the number of workers you 
employ and the amount of other resources you 
purchase in the factor market. This would 
cause people's income to fall, which would 
reduce their ability and willingness to buy 
goods and services in the product market even 
more. For an economic system to be healthy, 
there must be a steady flow of money through 
both the product and factor markets. 
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Illustration 9a 



There are important lessons for entrepreneurs 
to learn from the idea of the circular flow. If 
entrepreneurs become concerned about the 
future and spend less money purchasing raw 
materials, investing in new equipment, or 
employing workers, then people or households 
will receive lower incomes. With less income, 
people will buy fewer products, and entrepre- 
neurs will have lower sales. If people in general 
become worried, a similar series of events take 
place. If worried people reduce their spending, 
businesses do not earn as much money to pay 
their workers or buy other factors of produc- 
tion. Thus, businesses and people rely on one 
another to achieve economic success. 

Most individual entrepreneurs run such small 
businesses that their decisions have little 
impact on the entire economy. However, if 
many entrepreneurs hire more workers or lay 

, off workers, there will be an increase or an 

I interruption in the circular flow of our econo- 
my. These increases or interruptions will 
affect other entrepreneurs and other business- 
es and people as well. 

CHECK YOUR UNDERSTANDING 
Consider each of the following questions. 
If you are not sure of an answer, review the 
reading to find the information you need 
before moving on to the next question. 

1. Why is a steady flow of income to people 
important to entrepreneurs? 

2. Why are factors of production that are 
owned by a business really owned by 
people? 

3. What kind of exchanges occur in the prod- 
uct market? 

4. Describe one transaction you recently 
made in the product market. 

5. What kind of exchanges occur in the factor 
market? 

6. Describe one transaction you or a member 
of your family recently made in the factor 
market. 

7. Compare the value of the flows of money 
and the value of goods and services and 
factors of production in the circular-flow 
diagram. 

8. What will happen in the circular-flow dia- 
gram if many people decide to save more of 
their income and spend less? 

9. What is the most important lesson entre- 
preneurs can learn from the circular-flow 
diagram? 

10. What is an innovative way that you could 
encourage people to purchase your pizzas 
even when their incomes are reduced? 

SOMETHING FOR YOU 
TQ THINK ABOUT 
Study Illustration 9b. The worker leaving 
Pete's E-Z Wash has just been paid and is 
going to the bank next door to cash her check, 
She plans to go to Vito's to buy spaghetti for 
lunch. The Ajax Foods truck was leased from a 
local car dealership. It is being used to deliver 
fresh produce to Vito's. After the driver makes 
his delivery, he will hit a pothole in the street 
and get a flat tire. Joe, who owns a garage 
down the street, will fix the tire for $15. 

How does this drawing demonstrate the way 
businesses and people are dependent on one 
another in our economic system? How is 
income being earned by people? Which factors 
of production are being supplied to business- 
es? What goods and services are being pur- 
chased? How many of these transactions could 
you place on a circular-flow diagram? 

PUTTING I T  ALL TOGETHER 
Assume that the business you started for this 
course made the transactions listed below. 
Locate each transaction on the circular-flow 
diagram. 

You hire two workers to help you. 
You purchase equipment needed to produce 
the goods or services you offer for sale. 
You rent space to produce the goods or ser- 
vices you offer for sale. 
People purchase your goods or services. 

Think of other transactions you might make if 
you were actually operating the business and 
locate these on the circular-flow diagram. 

EXTENSION ACTIVITIES 
1. Draw a circular-flow diagram. Use the dia- 

gram to write a brief essay describing 



what happens to a family whose primary 
wage earner either is laid off or is promot- 
ed to a job that pays a higher salary. 

2. Find a newspaper or magazine article that 
describes a change in business, govern- 
ment, or consumer spending. Write a brief 
essay stating what effect this event will 
have on the circular flow. 

Illustration 9b 




