
Big Idea of the Day--Capital (Saving and Investment)

I. Capital and Interest--Definitions

     A. The capital stock is the total amount of plant, equipment, and inventories.

     B. Gross investment is the purchase of new capital. Depreciation is the wearing out of the capital stock. Net investment equals gross investment minus depreciation, and net investment is the addition to the capital stock.


1. The amount of gross and net investment decreases during recessions and increases during expansions.


2. The capital stock has increased every year since 1970 by an average of 2.5 percent per year.


3. As a percentage of GDP, investment in other industrial nations generally exceeds that in the United States.


4. As a percentage of GDP, investment in developing countries, on average, has exceeded that in industrial countries.

     C. The return on capital is the real interest rate, or (approximately) the nominal interest rate minus the inflation rate.


1. The real interest rate was low in the 1970s, high between 1980 and 1985 (exceeding 8 percent), and not as high between 1985 and 1989 (about 5 percent). It has been steady in the 1990s (between 4 percent and 6 percent).

II. Investment Decisions

     A. Investment depends on the expected profit rate and the real interest rate.


1. The expected profit rate is relatively high during expansions and relatively low during recessions.


2. Increases in technology can increase the expected profit rate.


3. Taxes affect the expected profit rate because firms are concerned about the after-tax profit rate.

     B. Investment demand is the relationship between the level of planned investment and the real interest rate. The real interest rate is the opportunity cost of investment.

     C. The investment demand curve, illustrated in Figure 27.1, plots the relationship between investment demand and the real interest rate.
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1. The investment demand curve slopes downward. A rise in the real interest rate (say from 2 percent to 4 percent) decreases the quantity of planned investment demanded (from $1.0 trillion to $0.5 trillion along investment demand curve ID1).


2. If the expected profit rate increases, the investment demand curve shifts rightward, say, from ID1 to ID2 .


3. The quantity of investment fluctuates because of changes in the real interest rate (which cause movements along the investment demand curve) and changes in the expected profit rate (which shift the investment demand curve).

III. Saving Decisions

     A. National saving is the sum of private saving and government saving.

     B. Households divide their disposable income between consumption expenditure and saving. Factors that affect saving are:


1. Real interest rate. The higher the real interest rate, the greater is a household’s opportunity cost of consumption and so the larger is the amount of saving.


2. Disposable income. The higher the disposable income, the greater is a household’s saving.


3. Purchasing power of net assets. The higher the purchasing power of a household’s net assets, the greater is its consumption and so, for a given level of disposable income, the less is its saving.


4. Expected future income. The higher a household’s expected future income, the greater is its current consumption and the lower is its current saving.

     D. The saving supply curve, shown in Figure 27.2, illustrates the relationship between the real interest rate and the quantity of saving.
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1. The saving supply curve slopes upward, showing that a rise in the real interest rate increases the quantity of saving.

     E. When a relevant factor other than the real interest rate changes, the saving supply curve shifts.

     F. Since 1980 the U.S. saving supply curve has shifted generally rightward because of growth in disposable income. 


1. The saving supply curve shifted rightward in response to higher disposable income but in recent years it has shifted leftward because of a rising stock market (an increase in the purchasing power of net assets) and higher expected future income.

