Economics 104B, Section 1 – Spring, 2011
Prof. Steve Fazzari

Homework Problems:  Part 6
Note:  These problem do not have to be handed in.  They are for your practice and will greatly help to prepare you for the third exam.  Solutions will be posted early in the reading week.  It would be best for you to write out answers to these problems before looking at the solutions.  But you are strongly encouraged to look carefully at the solutions prior to the final exam.

1.  Some time ago, an article in the St. Louis Post Dispatch stated:  “The Fed cares so much about inflation because when it starts spiraling it can be hard – and painful – to control.”  Answer the questions below about this statement.

a)  What kind of open market operation will the Fed take if it wants to “control,” that is, reduce, inflation?  How does this action affect bank reserves and the federal funds interest rate?

b) Describe one “transmission mechanism” that causes this Fed policy to affect the broader economy and explain why this policy will reduce inflation.”  Be specific about each step in the process.  

c) Use the theory discussed in class to explain why inflation, once it gets going, can be persistent.
d) Describe the most obvious event from U.S. economic history over the past 50 years during which the Fed pursued a policy specifically to reduce inflation.  In what sense was this event “painful?”
2.  Many monetary economists argue that the Fed should announce an explicit target for inflation.  Evaluate this policy by answering the questions below.

a) Explain how such a policy “anchors” inflation expectations. 

b) If the policy provides an effective inflation expectation anchor, describe how it would likely improve the performance of the economy after an unfavorable supply shock like a rise in energy prices.

c) Explain why an inflation target policy might have some costs for society.

3.  The U.S. economy has experienced substantial growth over the last century.  Discuss the factors that led to this growth by summarizing the key determinants of potential output.  You do not need to list every possible factor that affects Y*, just summarize the major categories.

4.  Summarize the logic of the supply-side economic policies pursued early in the Reagan administration.  Do you think these policies were successful in improving the performance of the U.S. macro economy?  Cite specific evidence from recent economic performance in the U.S.

5.  It is conventional wisdom that higher saving makes individuals better off in the future.  Describe in macroeconomic terms how higher saving can raise the welfare of the entire society.  Use a "loanable funds market" graph that includes investment and saving curves in your answer.

6.  Give a supply-side macroeconomic explanation for why higher saving by the baby boom generation today will make it easier for society to deal with the big increase in the retired population over the next several decades.

7.  When the government budget deficit rises, many economists predict that private investment will be "crowded out."  Use a loanable funds market diagram to demonstrate the crowding out phenomenon after an increase in the government budget deficit.  Make sure that you clearly label the magnitude of investment crowding out.

