ECON 474: Problem Set 5
You are allowed to work in groups, but everyone should hand in his or her own problem set.  If you do choose to work in a group, you must include all of your group members’ names on the top of your problem set.

Most of these problems have multiple parts.  You are responsible for all parts unless otherwise noted.

1. Chapter 13, problem 7.

2.  Suppose that a poor farmer has access to a single lender.  The farmer and lender are both risk-neutral and want to maximize their respective expected incomes.  Suppose that each individual only looks ahead one period and so maximizes the sum of the present period’s income and the next period’s income.  The discount factor is one, so that both the farmer and the lender put the same weights on today and tomorrow’s income.  

Suppose that there are two projects available to the farmer.  One requires $100 capital input and will produce $300 of output.  The other requires $500 of capital input and will produce $1000 of output.  In any period, suppose that the only way for the farmer to finance either project is to borrow from the lender.  If he cannot borrow from the lender, he can earn $50 with no capital input.  

Assume that the only way for the lender to enforce repayment is that a farmer who defaults will be denied credit in the next period.  

What loan will the lender agree to give to the farmer?  What will be the amount of the repayment that he demands of the farmer?  

(Hint:  Since there is only one lender, the lender is like a monopolist.)

