
Big Idea of the Day--The Multiplier & Its Effect on Macroeconomics

I. The Multiplier

     A. An increase in autonomous expenditure shifts the aggregate expenditure curve upward and increases real GDP.

     B. The increase in GDP resulting from an increase in autonomous expenditure exceeds the initial change in autonomous expenditure. This result reflects the multiplier, or the amount by which a change in autonomous expenditure is multiplied to determine the change in equilibrium expenditure.


1. The multiplier occurs because a change in autonomous expenditure causes an additional change in induced expenditure. For example, an increase in investment raises disposable income, which in turn induces an increase in consumption expenditure.

     C. The multiplier equals the change in equilibrium real GDP divided by the change in autonomous expenditure. Ignoring imports and income taxes, the multiplier equals 
[image: image10.emf]

or, alternatively, 
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     D. Income taxes and imports both reduce the size of the multiplier. Including income taxes and imports, the multiplier equals 
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     E. Turning points in the business cycle — peaks and troughs — are caused by changes in autonomous expenditure.


1. A recovery begins when autonomous expenditure increases.


2. A recession starts when autonomous expenditure decreases.

II. The Multiplier and the Price Level

     A. The aggregate expenditure, AE, curve shows how aggregate expenditures vary with disposable income; the aggregate demand, AD, curve shows how the equilibrium level of aggregate expenditure depends on the price level.

     B. A higher price level lowers aggregate planned expenditure because of a wealth effect and because of substitution effects. 


1. One substitution effect is intertemporal substitution; an increase in the price level makes goods and services more costly today relative to the future.


2. Another substitution effect is international substitution; an increase in the (U.S.) price level makes U.S.-produced goods more expensive relative to foreign goods.
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     C. The relationship between the price level and aggregate expenditure curve is used to derive the aggregate demand curve. A higher price level lowers the aggregate expenditure curve. In turn, the downward shift in the aggregate expenditure curve decreases the expenditure equilibrium level of real GDP. This process is illustrated in Figures 29.3 and 29.4. 


1. In Figure 29.3, the increase in price level from 130 to 170 shifts the AE curve from 
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downward to
[image: image7.wmf]1

AE

and decreases the equilibrium level of real output from $7 trillion to $5 trillion.


2. Figure 29.4 graphs the relationship between the price level and equilibrium expenditure, which is the AD curve.


3. An increase in the price level shifts the aggregate expenditure curve and results in a movement along the aggregate demand curve.
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     D. An increase in autonomous expenditure shifts the aggregate expenditure curve upward and shifts the aggregate demand curve rightward by the multiplied increase in equilibrium expenditure. 

1. An increase in investment shifts the AD curve rightward.   As shown in Figure 29.5, in the short run the economy moves along its short-run aggregate supply curve so that the level of output increases and the price level rises.


2. The rise in the price level lowers the multiplier effect on real GDP.


3. In Figure 29.5, the multiplied change equals the shift in the AD curve, as shown by the length of the arrow. But equilibrium real GDP increases less, only to 
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   E. In the long run the economy returns to potential real GDP. Thus, if 
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 is above full-employment level of output, in the long run the level of output falls back to potential real GDP and the long-run multiplier is zero.
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