Second Exam, Econ. 311, Fall 2002


Name:________________________
Alias: _________
Score: ______

Question 1 (50 points). Use the graph on the next page for your answer. Consider two Korean brothers, Jun and Kyung. Jun is the older brother and is chosen by his father to take over the family auto repair shop. He makes $50,000 per year and will continue to make $50,000 per year for the rest of his life.  Kyung is allowed to leave the family business and goes to college. While in college be makes nothing but when he graduates he expects to get a job which pays $100,000 per year.
1. Draw the inter-temporal budget constraints of Jun and Kyung. Assume the interest rate is 6%. Include on your graph the horizontal and vertical intercepts for Jun and Kyung and the points representing the incomes each earns. 

2. Define permanent income. How is the concept of permanent income relevant to predicting how much Jun and Kyung will consume each year? Explain and depict on your graph. 

3. Will Jun and Kyung be net borrowers or lenders? Explain and depict the situation on your graph. 

4. Suppose interest rates rise to 10% today. Will this benefit Kyung or Jun. Depict and explain the effect on  your graph.
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1. Question 2 (50 points).  Answer the following questions. Use the graph on the next page for your answer. Mike is the owner of IndyMac bank and wants to increase the amount of money deposited in his bank and is considering the following measures: paying higher interest rates and installing additional ATM machines in grocery stores, 7 Elevens, and gas stations.
1. What are the formula’s for T*, M/P*, and V* and the Total Cost of Holding Money?
2. Will the measures Mike is considering have the desired effect? Explain using the formulas and show the results on the graph on the next page. 
3. What effect will Mike’s action have on money demand and velocity? Explain.
4. Suppose at the same time that he is installing additional ATM’s and increase interest rates, the level of income in the areas serviced by his bank rises. What will be the effect on bank balances, money demand, and velocity. Explain.
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