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regards the “true” population response coeflicient ¢ as nonrandom, he
may have to base his actions on an estimate of it obtained by fitting
The model assumes that a constant fraction of Olltpllt, s, is equation (1) to sample data. The estimate he uses will be a random
variable, and its variance will affect the “variance” of y around its fore-

invested. Defining % as the stock of capital per effective unit of .5t vares

labor, k& = Kf AL, and ¥ as the level of Ollt]Tth per eﬁective unit of Asin the case where the population response coefficient is random, the
’ ’ magnitude of the policy action affects the contribution of this type of

labor, y = Y/AL, the evolution of & is governed by uncertainty to the variance of 3. In this case, however, the contribution
R depends on the difference between the policy taken in the forecast period
4) k(t) = sy(t) — (n + g+ Sk (t) and the average level of policy pursued in the sample period used in
. estimating . Assuming the u’s are independent over time, a will be un-
=sk(@)* — (n + g + d)k(), correlated with the # for the forecast period and equation (3) may be
rewritten:
where & is the rate of depreciation. Equation {4) implies that & @ S pa
. oy = oo(P — ou
converges to a steady-state value k* defined by sk** = (n + g + 8)k*, . v . . .
where P is the average P for the sample period on which the estimate
or of @ is based. Although we will use the first formulation to illustrate the
significance of uncertainty in the response of y to policy actions, our
(5) k* =[s/(n + g+ - results can be translated easily for use in the forecast crror case.

Assuming thg response cacﬂic_icnt is_a randn_m var_iable, we may find

The s‘geady-state ca_pital-labnr ratio is related _positively to the rate E‘l’)‘ffn‘l(’;;‘“d utility associated with a given policy action by substituting
of saving and negatively to the rate of population grawth. ..
The central predictions of the Solow model concern the impact @ B0 = - [5=5) +al

of saving and population growth on real income. Substituting (5) = —[@F + i — ) + 0P + o+ ZprcuP)
into the production function and takmg lOg’S, we find that steady- where  and 7 are the expected values of y and %, respectively. There is
z to no reason to suppose that @ equals zero.
state income per caplta 18 By differentiating (4) with respect to P and setting the derivative
Yo equal to zero, the optimal value of P is easily found to be:
6) In =lnAO)+gt+7 ln(s) 1—g nntg+d). (5) L 80— @) —prar
L @) @+
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