Midterm Exam Review






                              
Name:  

Answer all questions on the sheets provided.  Give clear, precise reasoning for your answers.  Your goal is to demonstrate that you understand the concepts being tested.

Part 1:  Short Answer (10 points each)
Indicate whether each of the following statements is either true, false, or uncertain.  Explain your answer clearly in three short sentences or less.  To get full credit, you must give a clear explanation of your answer.
1.  Reform of the ejido system in Mexico had a similar effect on Mexican agricultural productivity as the land reform in Korea after World War II had on Korean agricultural productivity.  Explain how land reform in Mexico and Korea took place in different ways. 
2.  If the credit market worked in developing countries, the failures in the land and labor markets would be less important.  Cite at least one example from the articles.

3.  Consider an economy with two farmers: Farmer A and Farmer B.  Farmer A has some money saved up; Farmer B is poorer and has no money saved up.  Farmer A is more likely to get offered a sharecropping contract than Farmer B.

Part 2:  Free response (70 points)

Question 1 (40 points):

Parts A) and B):
Suppose Amanda lives on a family farm with Eric and Anne and that the table below summarizes the amount of output their farm produces as a function of the number of people who work on the farm:

	Number of people on the farm
	Output

	1
	$800

	2
	$1400

	3
	$1800


Suppose that formal sector jobs in the city pay $1100 and that informal sector jobs pay $300.  If someone goes to the city, there is a ½ chance that they find a formal sector job.

A) If the family splits up the farm income equally among the family members and each person maximizes their personal expected income, how many people will migrate to the city?  (10 points)

B) If the family maximizes the total family expected income instead, how many people will migrate to the city?  (10 points)

Parts C) and D):
Suppose we have risk-neutral landlord and a risk-neutral tenant who have to decide on a contract that will determine how the tenant is paid.  The output on the land depends on how much effort the tenant puts in.  Output on the farm is ln(e), where e is the amount of effort that the farmer puts in.  The farmer has a constant marginal cost 
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 of providing a unit of effort, so the cost of providing effort e is 
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C) Find the efficient amount of effort for the farmer to provide.  (10 points)
D) Suppose there are two contracts that the landlord can choose from.  They are:

1) Fixed rent with rent of 0.5
2) Sharecropping with the landlord getting ½ of the output

What contract does the landlord choose?  Show all work. (10 points)
Question 2 (25 points):  

Recently, Muhammad Yunus won the Nobel Peace Prize for founding Grameen Bank, the first major microcredit organization.

A) Explain in two short sentences or less why Grameen Bank chose to make small loans instead of large loans.  (5 points)

Suppose that people can borrow as much as they want at a given interest rate, r.  The cost of borrowing K units of capital is thus rK.  If you borrow $100 (K = $100) at an interest rate of r = 5%, the cost of the loan is rK = $5.

Farmer Bob has no capital, but has a project that will yield F(K) if K units of capital are used.  Assume that F(K) exhibits diminishing marginal returns.  In other words, F(K) is a standard concave function.

B) Show on a graph the amount that Farmer Bob will want to borrow at an interest rate r.  To do this, you should draw the production function and the cost line on the same graph. (5 points)






C) Lower interest rates are probably the most important way in which microcredit loans help poor families.  Show on the graph from part C) how a lower interest rate will change the amount that Farmer Bob wants to borrow. Make clear that you understand the change from part B). (5 points)






Your answers to parts D) and E) should be one sentence long.

D) Identify the primary way that microcredit organizations prevent borrowers from choosing to default on their loans.  (5 points)

E) If Farmer Bob faces risk and he is a risk-averse individual, how would the amount that Farmer Bob wants to borrow change due to his risk-aversion? Explain.  (5 points)
Question 3 (15 points):

A monopolistic lender has to decide whether or not to make a $100 loan to a borrower.  Suppose that the probability that the borrower ends up repaying the loan is given by 
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, where r is the interest rate.  So the lender would like to charge a higher interest rate, but he needs to take into account the fact that the borrower will find it harder to repay loans that have higher repayments.  

A) If the borrower is willing to accept the loan at any interest rate, what interest rate will the lender choose?  (10 points)

B) What does your result in part A) tell you about the limitations on the interest rates that even monopolistic lenders can charge to borrowers in developing countries (or anywhere else for that matter)?  (5 points)
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