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FIGURE 2.6 The effects of a fall in the discount rate 

Qualitative Effects 

Since the evolution of k is determined by technology rather than prefer 
ences, p enters the equation for  but not that for k. Thus only the = 0 
locus is affected. Recall equation (2.25): ()/¢(t) = fkt)) - p - 6g]/9. 
Thus the value of k where � equals zero is defined by f(k*) =p +0g. Since 
f"O is negative, this means that the fall in p raises k*. Thus the � 0 line 
shifts to the right. This is shown in Figure 2.6. 

At the time of the change in p, the value of k-the stock of capital per 
unit of effective labor-is given by the history of the economy, and it cannot
change discontinuously. In particular, k at the time of the change equals the 
value of k* on the old balanced growth path. In contrast, c-the rate at which 
households are consuming-can jump at the time of the shock. 

Given our analysis of the dynamics of the economy, it is clear what occurs: 
at the instant of the change, c jumps down so that the economy is on 
new saddle path (Point A in Figure 2.6). Thereafter, c and k rise gradu
to their new balanced grOwth- path values these are higher than their va 
on the original balanced growth path. 

Thus the eifects of a fall in the discount rate are similar to the effect 
a rise in the saving rate in the Solow model with a capital stock 

Since we are assuming that the change is unexpected, the discontinuc 

does not imply that households are not optimizing. Their original behavior i 

their beliefs; the fall in c is the optimal response to the new information that 
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