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it society becomes more thrifty—meaning that for any given level of income people

save more and consume less—then the _Blanned-expenditure function shifts down-
ward, as in Figure 10-9 (note that C; < Cy. Equilibrium income falls from Y, to Y.
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Equilibrium saving remains unchanged. The national accounts identity tells us
that saving equals investment, or S = 1. In the Keynesian-cross model, we
assumed that desired investment is fixed. This assumption implies that invest-
ment is the same in the new equilibrium as it was in the old. We can conclude that
saving is exactly the same in both equilibria.

The paradox of thrift is that even though thriftiness increases, saving is unaffect-
ed. Increased thriftiness leads only to a fall in income. For an individual, we usu-
ally consider thriftiness a virtue. From the perspective of the Keynesian cross,
however, thriftiness is a vice.

In the classical model of Chapter 3, the paradox of thrift does not arise. In that
model, output is fixed by the factors of production and the production technology,
and the interest rate adjusts to equilibrate saving and investment, where invest-
ment depends on the interest rate. An increase in thriftiness decreases consump-
tion and increases saving for any level of output; since output is fixed, the saving
schedule shifts to the right, as in Figure 10-10. At the new equilibrium, the inter-
est rate is lower, and investment and saving are higher.
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Thus, in the classical model, the paradox of thrift does not exist.




_ Falling prices can either inc ease or decrease
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uilibrium income. TRere are two ways
in which falling prices can ihcrease income. Firet, an increase in real\money balances
hifts the LM curve downward, thereby increasiyg income. Second, the IS curve shifts
the right because of the |Pigou effect: real myney balances are pary, of household
money balances Margs consumers feel wea hier and buy
to the right, also incrkasing income.

There are two ways il which falling prices can reduce income. The\first is the
debt\deflation theory. An unkxpected decrease in tBe price level redistributes wealth
from \ebtors to creditors. If §ebtors have a higher p opensity to consume than credi-
tors, then this redistribution tauses debtors to decreage their spending by more than
creditory increase theirs. As a esult, aggrega
to the leR and reducing inconye. The second way
income is
equals the minal interest rat i minus the expected in ation rate me1 T = [ — me.
everyone expeqts the price level Yo fall in the future (i.e., ® is negative), then for an
given nominal ihterest rate, the rew} intere st rate is higher. higher real interest rate
depresses investm t and shifts the kS curve to the left, reduci income.

If the central bank increases the money supply, then the LM curve ghifts down-
ward, as shown in Figure 11-4. Income increases and the interest rate falls. The
increase in disposable income causes consumption to rise; the fall in the interest
rate causes investment to rise as well.

Figure 11-4
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b. If government purchases increase, then the government-purchases multiplier tells
us that the IS curve shifts to the right by an amount equal to [1/1 — MPO)IAG.
This is shown in Figure 11-5. Income and the interest rate both increase. The

increase in disposable income causes consumption to rise, while the increase in
the interest rate causes investment to fall.

Figure 11-5
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c. If the government increases taxes, then the tax multiplier tells us that the IS
curve shifts to the left by an amount equal to [ — MPC/(1 — MPO)AT. This is
shown in Figure 11-6. Income and the interest rate both fall. Disposable income

falls because income is lower and taxes are higher; this causes consumption to fall.
The fall in the interest rate causes investment to rise.

Figure 11-6
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We can figure out how much the IS curve shifts in response to an equal increase
in government purchases and taxes by adding together the two multiplier effects
that we used in parts (b) and (c):

AY = [(1/(1 - MPCNHIAG] - (MPC/(1 - MPC)AT]
Because government purchases and taxes increase by the same amount, we know
that AG = AT. Therefore, we can rewrite the above equation as:
AY = [(1/(1 - MPO)) - (MPC/(1 ~ MPC)IAG
AY = AG.

This expression tells us how output changes, holding the interest rate constant. It
says that an equal increase in government purchases and taxes shifts the IS curve
to the right by the amount that G increases.

This shift is shown in Figure 11-7. Output increases, but by less than the
amount that G and T increase; this means that disposable income Yy - T falls. As a
result, consumption also falls. The interest rate rises, causing investment to fall.

Figure 11-7
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