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Macroeconomics 

Instructor: Mark Tomass

Handout 6

The Simple Income Multiplier
1.  Non Income Factors Influencing Consumption and Savings:
    1.  Wealth of Stock of Assets

    2.  Price and Income Expectations

    3.  Credit and Interest Rates

    4.  Taxation

    5.  Population, Age Distribution and Geographic Location

    6.  Distribution of Income

2.  Investment Expenditures:
    1.  Short-term Investment is Autonomous:  Independent of the level


   of:  



a.  Income



b.  Profit expectations



c.  Interest rates



d.  Other factors


   Instead any investment expenditures in any current period is


   affected by past investment decisions  

    2.  Long-term Investment is affected by:



a. Interest rates and Cost of Capital



b. Current Sales and Expected Sales

3.  The Multiplier:  The ratio of the change in equilibrium output to the independent initial change in investment, consumption, or government spending that brings about that change.  Assuming that MPC = 0.8 and the change in I = 10

     Y/ I  =  1/(1-MPC)

     Y     =  1/(1-MPC) x  I = (1/1 - 0.8)  x  10 = 5 x 10 = 50

4.  The Role of the Marginal Propensity to Consume:

The larger the MPC, the larger is the size of the multiplier, the steeper the slope of the aggregate expenditure function, thus, the higher the change in income as a result of the initial increase in autonomous investment.

5.  The Process by Which Income Increases:

Round one:
Expenditure rise by I(10) where more investment goods




are produced, and income of the factors producing them




increase directly by I(10) since GNP = I + C = Y.  This




process takes the following course:  Increase sales of




investment goods = rise in production of investment




goods, rise in wages or employment, rise Y.

Round two:
The additional income received is spend on consumption




of food, clothing, books, etc. by the amount:




C = MPC x Y




C = 0.8 x 10




where the remainder of income is saved, since 




Y = C + S.  Therefore, the output and income of the




grocers, the clothing industry, etc. go up by 8,




thus adding another amount to the income increase




in autonomous investment.

Round three:
Again, the recipients of this increment of spending




will spend 6.4 (.8 x 8) of it, adding by that another




amount to the increase in income.

Round four:
This process will go on with the increments becoming




smaller and smaller until the impact of the initial




increase in autonomous investment fades away, and




income converges to a higher, new equilibrium level.

After the final round:
If we add up these increment increases in income, they amount to 50.

The Derivation of the Simple Multiplier



Fortunately, we do not have to go through all these processes in order to find out by how much would the level of income increase as a result of the initial increase in autonomous spending.  For, we can find the change in the level of income by multiplying the initial amount of autonomous investment by the multiplier.  To find the simple multiplier, we follow the steps below:

Assuming that we have a closed economy with no government sector:

Total spending GDP = C + I = total income Y = C + S

Y   =   C + S   where C = consumption, I = investment, Y = income, S = savings

 Y  =   C +  I  where   C  =  MPC x Y

 Y  =   (MPC x Y) + I

 Y - MPC x Y  =  I

 Y(1 - MPC) =  I

divide both sides by 1 - MPC

 Y  =   I x [(1/(1-MPC)], where 1/(1-MPC) is the simple multiplier

You should also know that since:

 Y  =  C + S, then if we divide by Y

 Y/ Y  =  C/ Y +  S/Y

1  =  MPC + MPS

