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Please answer one question from section A and one question from Section B.

Section A.

1. Explain why sharecropping can be thought of as a compromise between risk-sharing and work incentives. What, if anything, does this perspective omit?
2. What are the differences between moral hazard and adverse selection? Do both have the same implications for the operation of rural credit markets?
3. Is the only solution to "underpayment" of farmers in the market for their products government intervention in that market? Explain your answer by making reference to a specific economic model.
Section B.
1.
This question examines the degree of risk sharing between a community of farmers who have no access to external financial markets, banks, or other funds. There are N farmers who expect to live for T time periods. In each period a total of S states of nature are possible. Denote cjst as the consumption of farmer j in state of nature s and time period t. For all j, assume farmer j has a utility function in state of nature s and time period t of Ujst=ajln(Cjst)+bj where aj and bj are positive constants. Each farmer discounts the future by a common factor, 0<μ<1. Assume that in time period t and state of nature s, the quantity of each farmer j's output is yjst, a non-negative number.
(a) Suppose the farmers agree to pool all of their production. The farmers operate in an egalitarian fashion and so treat everyone's welfare the same when collective decisions are made. 

(i) Assuming that output cannot be stored from period to period or borrowed from the future, write out the optimisation problem that would yield the Pareto optimal outcome.

(ii) Verify that, for a given s and t, and for any j and k: cjst is a linear multiple of 
ckst.


(iii) Derive an expression for cjst in terms of total community output. Describe 
the nature of any risk-sharing that results.


(iv) Are the above results particular to the logarithmic nature of the utility
function? If not, provide another utility function that generates the same result.


(v) From an expected welfare point of view should the farmers oppose an 
attempt by a subset of them to leave the community? Explain your answer 
precisely.

(b) In what ways, if at all, would the above answers be altered if each farmer j has utility function in state of nature s and time period t of Ujst=ajCjst2+bj where aj and bj are positive constants. Explain your answers carefully. 
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