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SHOW ALL CALCULATIONS CLEARLY. MARKS WILL BE DEDUCTED OTHERWISE

Question 1. (24p) True /False/Uncertain? Explain.

a. In the credit market model with limited commitment, suppose that a consumer’s collateral constraint

doe.s not bind. Then, suppose that the value of collateral falls. Then, current consum ption falls and
saving increases.
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¢. In the credit market model with asymmetric information, an increase in the number of bad
borrowers increases the interest rate spread.
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Given the information above, write down the consumer’s budget constraint in the
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c. (4p) Froma and b, derive the intertemporal (lifetime) budget constraint of the rep consumer
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d. (4p) Write down the consumer’s optimization problem.
mox U Cre! )

e. (4p) Write down the budget constraint of the government. Suppose that all expenditures of the
government are equal to zero, and that the government does not issue bonds.
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Bp) Discuss the effects of the subsidy: Will savings increase? Will welfare increase?
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Question 3. (22p) Suppose you are analyzing n economy
u(c.c’) = log ¢ + log ¢’ (which satisfies all the properties O

~ and ¢’ refer to consumption in current and future periods. Let y,

incomes and 7 and 7’ be the levels of current and future ( lump-sum) taxes.

‘ , .+ in the current period.
a. (3p) Given the information above, write down the consumers budget constraint |
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b. (3p) Given the information above, write down the consumer’s budget constraint in the future period.
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¢. (3p) From a and b, derive the intertemporal (lifetime) budget constraint of the rep. consumer. 3
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ppose the current value of the interest rate, r; increases fo rz > r;. Utilizing the information summarized

in the Fi Ny
Figure above, draw on (a) graph(s), the effect of the increase in interest rate on current and future

consumption values. Make sure you label the axes, the relevant points/slopes/lines clearly. Explain |
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