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FIGURE 1.4 The effects of an increase in the saving rate on investment 

affect the fraction of output that is invested. Thus it is natural to investigate 
the effects of a change in the saving rate.

For concreteness, we will consider a Solow economy that is on a balanced 
growth path, and suppose that there is a permanent increase in s. In addition 
to demonstrating the model's implications concerning the role of saving, this 
experiment will illustrate the model's properties when the economy is not 
on a balanced growth path. 

The Impact on Output 

The increase in s shifts the actual investment line upward, and so k* rises. 
This is shown in Figure 1.4. But k does not immediately jump to the new 
value of k*. Initially, k is equal to the old value of k". At this level, actual 
investment now exceeds break-even investnment-more resources are being 
devoted to investment than are needed to hold k constant-and so k is 
positive. Thus k begins to rise. It continues to rise until it reaches the new 
value of k", at which point it remains constant. 

These results are summarized in the first three panels of Figure 1.5. to 
denotes the time of the increase in the saving rate. By assumption, s jumps 
up at time to and remains constant thereafter. Since the jump in s causes 
actual investment to exceed break-even investment by a strictly positive 
amount, k jumps from zero to a strictly positive amount. k rises gradually 
from the old value of k to the new value, and k falls gradually back to zero.2 

2 For a sufficiently large rise in the saving rate, k can rise for a while after to before starting
to fall back to zero.
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