HL Extension - The Multiplier Effect
Let's imagine that the government decides to spend $ 10 billion in order to boost the economy and to combat unemployment during an economic crisis.
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The money will be paid out as wages to people building new roads, working as nurses in hospitals etc. How do you illustrate this in a diagram? By a rightward shift of AD corresponding to a $ 10 billion increase in real GDP? Actually, the positive effect on AD will be much greater than $10 billion. The explanation is known as the "multiplier effect".
Marginal Propensity to Consume
Imagine that you are a nurse, working part time in a hospital. You earn $ 3000 per month. As a result of government expansionary policy, you get a full time job, and your salary increases to $4000 per month. In other words, because of the policy to increase AD, you now earn $ 1000 more each month. This can be thought of as your marginal, or extra, income. By giving you the extra income in return for your extra working hours, the government has increased AD by $ 1000. However, the question now arises: what are you going to do with your marginal income? Chances are you are going to spend a large proportion of it on buying other goods and services produced in your country, including restaurant meals, clothes etc. This means that the money is once again added to aggregate demand, and goes another lap in the circular flow of income. The waitress at the restaurant, whose salary you helped pay by buying a meal there, is then, in turn, going to spend some of her extra money on domestic goods and services and so on and so forth.
The extent to which you buy domestic goods and services with your marginal income is known as the marginal propensity to consume (abbreviated to MPC). The MPC is expressed as a decimal number between 1.0 and 0, denoting a percentage of your income. For example, if the MPC is 0.8, it means that you use 80% of your marginal income to buy domestic goods and services. The remaining 20% is either saved, used to pay taxes, or spent on imports.
The multiplier
If you know the MPC, it is an easy task calculating the multiplier. This is the number by which you multiply the extra government spending in order to get the amount by which real GDP actually increases. The formula for calculating the multiplier is:
 
Important
11−MPC=Multiplier


This means, obviously, that the greater the marginal propensity to consume domestic goods and services, the greater the increase in real GDP. The explanation is quite simple: if you spend more on domestic goods and services, a smaller amount of money will "leak out" of the economy. Hence, the money that is added can circulate in the flow of income more times. So, if we perform a calculation using the example above, when the MPC is 0.8, the multiplier would be:
Multiplier=11−MPC=11−0.8=5
In other words, if the government allocated a grand total of $ 10 billion to boost the economy, provided that the MPC is 0.8, the actual increase in AD would be $ 50 billion dollars. This is one of the reasons why government spending to boost the economy is so effective.
 
What you should know
· The marginal propensity to consume domestic goods and services (MPC) is the proportion of your marginal, or extra, income that you spend on domestic goods and services and thus remain in the circular flow of income.
· The multiplier is the number by which the extra expenditure is multiplied to get the actual addition to aggregate demand.
· The size of the multiplier is dependent on the MPC.
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