









































Chapter 26W  The Multiplier Model

aggregate income changes in terms of the multiplier and autonomous expenditures. As
you see, the multiplier equation calculates the shift, while the graph determines itin a
visual way. Now let’s turn to two real-world examples.

Let’s first consider Japan in the 1990s. A dramatic appreciation of the Japanese
exchange rate in the mid-1990s cut Japanese exports, decreasing aggregate expendi-
tures so that aggregate production was greater than planned aggregate expenditures.
Then, simultaneously, consumers became worried and autonomous consumption fell.
Suppliers could not sell all that they produced. Their reaction was to lay off workers
and decrease output. That response would have solved the problem if only one firm
had been affected. But since all firms (or at least a large majority) were affected, the
fallacy of composition came into play. As all producers responded in this fashion,
aggregate income, and hence aggregate expenditures, also fell. The suppliers’ cutback
started what is sometimes called a vicious cycle. Aggregate expenditures and produc-
tion spiraled downward, which is what the multiplier process explains.

Our second example is the worldwide recession of 2008. The recession began
when the housing market in the United States collapsed. As a result the financial mar-
ket almost collapsed and the stock market dropped precipitously. These led to a sudden
large shift down in the AE curve, with aggregate output falling so much that many
economists feared the world economy was falling into a depression.

Fiscal Policy in the Multiplier Model

The multiplier model is of interest to policy makers not only because it allows them to
predict the effects of shifts in autonomous expenditures but also because they believe
that it allows them to control the level of output with countershifts of their own. By
implementing policies affecting autonomous spending, governments can shift the AE
curve up or down and, in the model at least, achieve the desired level of output.

Fighting Recession: Expansionary Fiscal Policy

To see how this is done, let’s consider how government policy can get an economy out
of a recession with fiscal policy.

i 7 The top panel shows
fiscal policy in the multiplier model. ||| GG
[ ] Initially the economy is in equilibrium at income level $1,000, which is below
potential income ($1,180). The economy is in a recessionary gap. This is what ideally
happens: The government recognizes this recessionary gap in aggregate income of,
say, $180 and responds with expansionary fiscal policy by increasing government
expenditures by $60.

Assuming the price level is constant (the SAS curve is flat), the increased govern-
ment spending shifts the AE curve from AE, upward to AE,. Businesses that receive
government contracts hire the workers who have been laid off by other firms and open
new plants; output increases by the initial expenditure of $60. But the process doesn’t
stop there. At this point, the multiplier process sets in. As the newly employed workers
spend more, other businesses find that their demand increases. They hire more work-
ers, who spend an additional $40 (since their mpe = .67). This increases income fur-
ther. The same process occurs again and again. By the time the process has ended,
income has risen by $180 to $1,180, the potential level of income.
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Fiscal Policy

In (a) if the economy is below its potential income level, the government can increase government spending to stimulate the economy.
ncome expands by a multiple of that increase. In (b) we see

appropriate government policy for an inflationary gap. In the absence of any policy, shortages and accelerating inflation will occur. To
prevent this, government must use contractionary fiscal policy, shifting the AE curve downward from AE, to AE, to reduce equilibrium
income from $5,000 to $4,000.
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(a) Fighting a Recession (b) Fighting Inflation

How did the government economists know to increase spending by $60? By
backward induction. They empirically estimated that the mpe—the slope of the
aggregate expenditures curve—was .67, which meant that the multiplier was
1/(1 — .67) = 1/.33 = 3. They divided the multiplier, 3, into the recessionary
gap, $180, and determined that if they increased spending by $60, income would
increase by $180.



Keynes and Fiscal Policy

One of the themes of this book is that economic thought
and policy are more complicated than an introductory
book must necessarily make them seem. Fiscal policy is a
good case in point. In the early 1930s, before Keynes
wrote The General Theory, he was advocating public
works programs and deficits (government spending in ex-
cess of tax revenues) as a way to get the British economy
out of the Depression. He came upon what we now call
the Keynesian theory as he tried to explain to Classical
economists why he supported deficits. After arriving at his
new theory, however, he spent little time advocating fiscal
policy and, in fact, never mentions fiscal policy in The
General Theory. The book’s primary policy recommen-
dation is the need to socialize investments—for the gov-
ernment to take over the investment decisions from
private individuals. When one of his followers, Abba Le-
rner, advocated expansionary fiscal policy at a seminar
Keynes attended, Keynes strongly objected, leading Evsey
Domar, another Keynesian follower, to whisper to a friend,
“Keynes should read The General Theory.”

What'’s going on here? There are many interpretations,
but the one | find most convincing is the one presented
by historian Peter Clarke. He argues that, while working
on The General Theory, Keynes turned his interest from a
policy revolution to a theoretical revolution. He believed
he had found a serious flaw in Classical economic theory.
The Classicals assumed that an economy in equilibrium
was at full employment, but they did not show how the
economy could move to that equilibrium from a disequi-
librium. That’s when Keynes’ interest changed from a
policy to a theoretical revolution.

His followers, such as Lerner, carried out the policy im-
plications of his theory. Why did Keynes sometimes op-
pose these policy implications? Because he was also a
student of politics and he recognized that economic the-
ory can often lead to politically unacceptable policies. In a
letter to a friend, he later said Lerner was right in his logic,
but he hoped the opposition didn’t discover what Lerner
was saying. Keynes was more than an economist; he was
a politician as well.

Fighting Inflation: Contractionary Fiscal Policy

Fiscal policy can also work in reverse, decreasing expenditures that are too high.

Q-8

Expenditures are “too high” when the economy temporarily exceeds its potential
output. An economy operating above potential will generate accelerating inflation.

Potential income is $4,000, but the equilibrium level of income is $5,000. The
difference between the two, $1,000, is the inflationary gap. This inflationary gap
causes upward pressure on wages and prices with no additional lasting increase in
output. If the government wants to avoid inflation, it can use contractionary policy. By
how much should government reduce government expenditures? To determine that, it
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has to calculate the multiplier. In this example, the marginal propensity to expend is
assumed to be .8, which means that the multiplier would be 5. So a cut in autonomous
expenditures of $200 would shift the AE curve down by $200 and decrease equilib-
rium income by $1,000.

Using Taxes Rather than Expenditures
as the Tool of Fiscal Policy

As a brain teaser, you might try to figure out what you would have advised the
government to do if it had wanted to increase taxes rather than decrease expendi-
tures to get the economy out of the inflationary gap in Figure 26 W-9(b). By how
much should it increase taxes? If you said by $200 since the multiplier is 5, you’re
on the right wavelength, but not quite right. True, the multiplier, 1/(1 — mpe), is 5,
but a change in taxes affects initial expenditures in a slightly different way than
does a direct change in expenditures. Specifically, expenditures will not decrease
by the full amount of the tax increase. The reason is that people will likely reduce
their saving in order to hold up their expenditures. Expenditures will initially fall
by that portion of the decrease in their disposable income that consumers spend on
U.S. goods, which, as I stated earlier, is measured by the consumer’s marginal
propensity to consume (mpc). For simplicity, let’s assume that the marginal pro-
pensity to consume equals the marginal propensity to expend. Then, initially, the
decrease in expenditures from the tax increase will be (.8 X $200) = $160, rather
than $200. To get the initial shift of $200 from increasing taxes, the government
must increase taxes by $200/.8, or $250. Then when people reduce spending by .8
of that, their expenditures will fall by $200.

Limitations of the Multiplier Model

On the surface, the multiplier model makes a lot of intuitive sense. However, surface
sense can often be misleading. The multiplier model leaves out many aspects of the
aggregate economy and overemphasizes others. Models must be used with care when
relating them to the real world. They focus on certain relationships and in doing so
direct our focus away from other relationships. These other relationships are consid-
ered by the model to be exogenous noise.

The multiplier model both underestimates and overestimates the effects of
changes in the economy. Specifically, when shifts in aggregate demand are small,
the random fluctuations, which economists call noise, that tend to bring the
economy back to its original equilibrium drown out much of the multiplier effect
predicted by the model. Therefore, the multiplier model overestimates the effects of
shifting demand. That’s why the multiplier model lost favor in the 1970s. When
shifts in demand are large, as in 2008, the opposite occurs: The noise that
destabilizes the economy overwhelms the model’s predicted effect and the model
instead underestimates the effect of shifting demand. The multiplier model por-
trayed the economy as globally stable in the sense that the aggregate economy
would settle down to a new equilibrium. But, as I will discuss below, that is not
necessarily the case.

So let me briefly list some of the limitations of the multiplier model.
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competitive edge to Korean, Chinese, and Taiwanese industries. The Japanese econ-
omy faltered, but the problem was not simply a fall in aggregate demand, and therefore
the solution to it was not simply to increase aggregate demand. A simultaneous shift in
aggregate supply had to be dealt with. Today, more and more U.S. economists see the
United States as in the same position as Japan in the 1990s.

Suppliers operate in the future—shifting supply, not to existing demand, but to
expected demand, making the relationship between aggregate production and current
aggregate demand far more complicated than it seems in the multiplier model.
Expansion of this line of thought has led some economists, called real-business-cycle
economists, to develop the real-business-cycle theory of the economy: the theory that
fluctuations in the economy reflect real phenomena—simultaneous shifts in supply
and demand, not simply supply responses to demand shifts. Supply drives the econ-
omy. Let’s consider the expansion of the U.S. economy leading up to the 2008 reces-
sion.

The real-business-cycle theory would attribute that shift in income to businesses’ deci-
sion to increase supply in response to technological developments, and a subsequent
increase in demand via Say’s law.

Expenditures Depend on Much More than Current Income

Let’s say your income goes down 10 percent. The multiplier model says that your
expenditures will go down by some specific percentage of that. But will they? If you
are rational, it seems reasonable to base your consumption on more than one year’s
income—say, instead, on your permanent or lifetime income. What happens to your
income in a particular year has little effect on your lifetime income. If it is true that
people base their spending primarily on lifetime income, not yearly income, the
marginal propensity to consume out of changes in current income could be very low,
approaching zero. In that case, the expenditures function would essentially be a flat
line, and the multiplier would be 1. There would be no secondary effects of an initial
shift in expenditures. This set of arguments is called the permanent income
hypothesis—the hypothesis that expenditures are determined by permanent or lifetime
income. It undermines the reasoning of much of the specific results of the simple
multiplier model.

Conclusion

While each of the above criticisms has some validity, most macro policy makers still
use some variation of the multiplier model as the basis for their policy decisions. They
don’t see it as a mechanistic model—a model that pictures the economy as represent-
able by a mechanically determined, timeless model with a determinant equilibrium.
Modern economists have come to the conclusion that there is no simple way to under-
stand the aggregate economy. Any mechanistic interpretation of an aggregate model is
doomed to fail. The hope of economists to have a model that would give them a spe-
cific numeric guide to policy has not been fulfilled.

The model is still useful if it is seen as an interpretive model or an aid in under-
standing complicated disequilibrium dynamics. The specific results of the multi-
plier model are a guide to common sense, enabling us to emphasize a particular
important dynamic interdependency while keeping others in mind. With that
addendum—that it is not meant to be taken literally but only as an aid to intuition—
the simple multiplier model deals with the issues that concern today’s highest-level
macro theorists.
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Real-business-cycle theory suggests
that fluctuations in the economy reflect
real phenomena

Q-1O What effect would expenditures
being dependent on permanent income
have on the size of the multiplier?

















