EC 12 - Final - APRIVATE 

Spring 2006

Please answer all questions.  Make sure your graphs are completely labeled, and show your work.  Good Luck, and have a great summer!

1. (20)
Although the Solow growth model attempts to explain economic growth within and across counties, much of the relative level of growth remains somewhat of a mystery.  Explain how each of the following contributes to economic growth:




a.
Human Capital





i.  Give two examples of ways in which human capital is raised




b.
Technology



Part II – If the Solow Growth Model is defined as:




s Y/N = (n + d)K/N




where:
s = mps





Y = GDP





n = population growth rate





d = depreciation




What is the equilibrium value for capital/person if:





s = 0.05




Y = $6 trillion





n = 0.04




d = 0.15 (15%)

What happens to capital/person if the mps rises to 0.06?  Explain the causality between savings and growth that this example illustrates.




Why do we sometimes get a strange answer from this relation (e.g. Japan)?

2. (20)
The Lucas Supply Function might be written as:





Y = YLR + 30 *(P - Pexp)


a.
Describe the effectiveness of monetary policy if workers are rational.  Use the equation in your answer.


b.
Again, using the equation above, describe two situations where policy will work.

Part II - 
How is it possible for the Federal Reserve to raise the money supply in the Rational Expectations Model, and have GDP decline as a result?  Use the Lucas Supply Function to explain.

3 (25).
The Federal Reserve responded to a relatively weak economy in 2001 by beginning a significant expansion of the supply of money.


Show the impact of this change in policy in both the short- and long-run in the investment demand - money demand/money supply framework under:


a.
Keynsian assumptions



i.
By how much are Money demand and interest rates affected? Why?


b.
“Monetarist” Assumptions



i. 
Explain the relative impact on interest rates and Money demand.

4 (15).
The numbers below represent observations on unemployment and inflation.  Graph them, and answer the questions that follow:




Observation
Unemployment
Inflation




1

10%

    6%





2

8%

    4%





3

4%

    1%





4

2%

    3%


a.
How many Phillips Curves are implied by this data?


b.
What model (Monetarist, Rational Expectations or Real 





Business Cycle Theory) best explains this outcome?  Explain.


c.
Give an example of an economic event that causes movements like those from point 1 to point 2.  Should policy be used under these circumstances?  If yes, what policy?

5 (20).
Illustrate the effect of contractionary monetary policy upon wages and employment in the rational expectations model using the Labor supply – Labor demand framework.  Make sure you address both the short- and long-run.



a.
Explain what causes demand to shift.  What about supply?


Part II)
Repeat your answer under Monetarist assumptions.


Part III) Repeat both parts above in the AD/AS framework.


