
Answers Exam ECON 4335, Economics of Banking, Fall 2016

Problem 1.

1.a) The fundamental value of the plot is
∑∞

i=1(1 + r)−ix.

1.b) Yes, it can. Even if all traders are rational, there can be a bubble that results in the

price of the plot being higher than its fundamental value. For the bubble to exist the following

conditions must hold: (a) the expected return from buying the plot and reselling it later must

be at least as large as the risk-free rate, (b) the risk-free rate must be below the growth rate of

the economy, (c) it must be the case that it is not easy to find new land to use for agriculture

in the area around the plot, (d) there must be infinitely many investors to which the bubble

can be passed on.

1.c) If the price of the plot increases, either because its fundamental value increases or because

of a bubble on its price, then the farmer has more collateral to pledge to lenders and so the

farmer has access to more credit and/or to better conditions on the loans she takes.

Problem 2.

See Lecture Notes “Introduction”, in the Micro Section, pages 9-12, as well as Slides in Banking

Regulation, in particuar the one titled “Why we regulate Banks”.

Problem 3.

3.a) No trade as individuals have all the same preferences at any point in the game.

3.b) No role for banks. As individuals are hit by the same shock, there is no role for pooling

resources with banks: each individual in autarky can do as well as in the socially efficient

allocation.

3.c) As shocks are correlated, the socially optimal allocation corresponds to the allocation

that maximizes expected utility under autarky. To find the latter, let x be the share of a

representative individual’s wealth invested in the short-term project. Then the optimal x,

denoted x∗, solves:
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2

x∗ = argmax

{
1

2
(2ln(x+ (1− x)L) +

1

2
(2ln(x+ (1− x)2))

}
= argmax {ln(x+ (1− x)L) + ln(2− x)}

FOC:

1− L

x+ (1− x)L
=

1

2− x

x∗ =
2− 3L

2(1− L)
.

So a share 2−3L
2(1−L) is allocated to the short-term project, while share 1− 2−3L

2(1−L) =
L

2(1−L) is invested

in the long-term project. Note that 2−3L
2(1−L) < 1 ∀L > 0 while 2−3L

2(1−L) > 0↔ L < 2
3
.

As x ∈ (0, 1), liquidation takes place whenever individuals need to consume in period t = 1.

If individuals consume in period t = 1, then they consume 2−3L
2(1−L)+

L
2(1−L)L. If instead individuals

consume in period t = 1, then they consume 2−3L
2(1−L) +

2L
2(1−L) . As 2 > L individuals consume

more if they need to consume in period t = 2. This makes sense as providing consumption in

period t = 2 is “cheaper” than in period t = 1 as 2 > L.


