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An Investment Subsidy
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FIGUREJS{ I = 3
AN INVESTMENT SUBSIDY. An investment subsidy shifts the

9 investment schedule in panel (a) at each interest rate out and to the
right. The increase in planned investment shows in pane! (b} as a

shift of the IS curve. Equilibrium income rises to Y%, and the interest
rate increases to i'. At the higher interest rate, investment is still
higher, /', than it was initially. Thus an investment subsidy raises
interest rates, income, and investment.
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The Policy Mix o

. S
In Figure ’& we show the policy problem of reaching full-employment output, ¥*,
for an economy that is initially at point E with unemployment. Should we choose a
fiscal expansion, moving to point E, with higher income and higher interest rates? Or

MONETARY AND FISCAL PoLicY i
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ALTERNATIVE FISCAL POLICIES \
interest rate consumption investment GDP

Income tax cut + + - +

Government spending + + - +

Investment subsidy + + + +
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FIGURE B N ne
EXPANSIONARY POLICIES AND THE COMPOSITION OF OUTPUT. In an
economy with output Y, below the full-employment level, Y*, there
is a choice of using monetary or fiscal expansion to move to full
employment. Monetary expansion would move the LM curve to the
right, putting the equilibrium at E,. Fiscal expansion shifts the /S
curve, putting the new equilibrium at £,. The expansionary
monetary policy reduces the interest rate, while the expansionary
fiscal policy raises it. The lower interest rate in the case of monetary
policy mreans that investment is higher at £, than at £, (except if the
IS curve was shifted by an investment subsidy).
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MONETARY AND FISCAL POLICY ‘
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% MONETARY POLICY. An increase in the real money stock shifts the LM
schedule to the right. The asset markets adjust immediately, and
interest rates decline between points £ and £,. The lower interest
rates stimulate investment, and spending and income rise until a
new equilibrium is reached at point E'. Once all adjustments nave
taken place, a rise in the real money stock raises equilibrium income
and lowers equitibrium interest rates.
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Crowding Out —

Comparing E' to the initial cquilibrium at £, we see that incrcascd government spending
raises both income and the interest rate. But another important comparison is between
points E' and E”, the equilibrium in the goods market at unchanged interest rates.
Point E” corresponds to the equilibrium we studied in Chapter 3, when we neglected
the impact of interest rates on the ecomnomy. In comparing E” and E’ it becomes clear
that the adjustment of imterest rates and their impact on aggregate demand dampen the
expansionary effect of increased government spending. Income, instead of increasing
to the level Y”, rises only to Y. '

The reason that income rises omly to Yy rather than to Y" is that the rise in the
interest rate from i, to i’ reduces the level of investment spending. We say that the
increase in government spending crowds out investment spending. Crowding out occurs
when expansionary fiscal policy causes interest rates to rise, thereby reducing private
spending, particularly investment.

What factors determine how much crowding out takes place? In other words,
what determines the extent to which interest rate adjustments dampen the output
expansion induced by increased government spending? By drawing for yourself differ-
ent IS and LM schedules you will be able to show the following:

® Income increases more, and interest rates increase less, the flatter the LM schedule.
& Income imcreases less, and interest rates increase less, the flatter the IS schedule.

® Income and interest rates increase more the larger the multiplier, ag, and thus
the larger the horizontal shift of the IS schedule.

In each case the extent of crowding out is greater the more the interest rate increases
when government spending rises.

To illustrate these conclusions, we turn to the two extreme cases we discussed
in connection with monetary policy, the liquidity trap and the classical case.
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The Classical Case and Crowding Out 6

* If the LM curve is vertical, then an increase in government spending has no effect
on the equilibrium level of income and only imcreases the interest rate. This case,
already noted when we discussed monetary policy, is shown in Figure 5-4a, where

an increase in government spending shifts the IS curve v 15" but has no effect

on income. If the demand for money is not related to the interest rate, as a vertical

LM curve implies, then there is a unique level of income at which the money
market is in equilibrium.

Thus, with a vertical LM curve, an increase in government spending cannot

change the equilibrium level of income and only raises the equilibrium interest rate.

, But if government spending is higher and output is unchanged, there must be an

offsetting reduction in private spending. In this case, the imcrease in interest rates
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FULL CROWDING OUT. With a vertical LM schedule, a fiscal expansion,
shifting out the /S schedule, raises interest rates, not income.
Government spending displaces, or crowds out, private spending,
one for one.
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The Liquidity Trap

If the economy is it the liquidity trap, SO that the LM cuarve is horizontal, an increase
in government spending has its fall multiplier effect on the equilibriam level of income.
There is no change in the interest rate associated with the change in government
spending, and thus no investment spending 1s cut off. There is therefore RO dampening
of the effects of increased government spending on income.
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ANSION. A fiscal
expansion " shfts 4 e urve 1o oves e equilibrium of
the economy from E to E” Bsecause nhe higher level of income has
increased the quantity of money demanded, the interest rate rises
from i to 7, thereby crowding out investment spending. But the Fed
can accommodate the fiscal expansion, creating more money and
shifting the LM curve to LM’ and the equilibrium of the economy to
E'. The interest rate remains at level i, and the level of output rises
toY'.
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SUMMARY: POLICY EFFECTS ON INCOME AND INTEREST RATES
policy equilibrium income equilibrium interest rate
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