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

Section A.

1. What is the contribution of principal-agent models to our understanding of the operation of land markets in developing countries?
2. "Market power is not a source of inefficiency in rural financial markets." Discuss the veracity of this statement using theoretical models to illustrate your answer. Be sure to state the assumptions required.
3. "The purpose of interlinkage is rent extraction." Discuss the veracity of this statement using theoretical models to illustrate your answer. Be sure to state the assumptions required.
Section B.
1. In this question we will consider the optimal sharecropping contract between a risk-neutral landlord and a risk-averse tenant. The contract concerns the terms that a tenant may rent land from the landlord for a year. It is assumed that the contract specifies a share (1-μ) of any output Y produced on the land to be paid to the landlord. The landlord also pays the tenant a fixed fee of S. 

The tenant's utility function is given by I0.5-e, where I is the total income of the tenant and e is the effort level of the tenant.

The tenant chooses his effort level, e, but the landlord cannot observe this choice.

The following table summarises the relationship between effort level e and the value of output Y

	Effort level, e
	Probability of a harvest where Y=4
	Probability of a harvest failure, Y=0.

	0
	0.25
	0.75

	1
	0.75
	0.25


If the tenant does not rent land from the landlord, then the tenant can always work in the labour market earning a wage of 0.5.
(a) Write out an expression for the tenant's participation constraint.

(b) Write out an expression for the tenant's incentive compatibility constraint, assuming that e=1 is the desired effort level.

(c) What restriction on μ and S satisfy both the tenant's participation constraint and the incentive compatibility constraint.

(d) Write out the optimisation problem for the landlord.

(e) Solve the optimisation problem of the landlord.

(f) Explain your findings for the optimal value of μ and S.
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