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Problem 1 (30 points)

Consider a person with an income of $40,000 who divides his income between the purchases of two goods, X and Y. The price of good X is $20, the price of good Y is $5.

A. Draw the individual's budget line and indifference curve assuming he purchases 1000 units of good X. 

A. Suppose the persons income increase to $60,000 and the person consumes 3750 units of Y. What is the difference between a normal and inferior good? Is X normal or inferior? Explain.

B. After the increase in income, the price of X falls to $10. Show substitution and income effects of the change in price assuming the cross price elasticity is minus 1/2.
Problem 2. (35 points)
Lillian is an 18 year old high school dropout who lives at home and earns $400 per month tutoring neighborhood children. Her parents give her food and free rent leaving Lillian free to pursue her two favorite pastimes, wearing cool clothing and staying out all night dancing at clubs.  Suppose a new outfit (including shoes) costs $200 and the cover charge at a club plus 4 drinks (her normal evening consumption of liquor) costs $50. 

B. Draw Lilian's budget line between new outfits and nights out at the club.

C. Suppose Lillian is approached by two guys who want to date her, Johnny and Ben. Johnny says that he will take her to the club once every other week and pay for her cover charge and the cost of getting her drunk. Ben says that he will take her to the Mall every month let her pick out as many new outfits as she wants and pay 50% of the cost. Lillian must pay the other 50%. Assume there are 4 weeks in each month. Lillian chooses to go out with Ben. Draw her indifference curves and budget lines. 

D. With no girlfriend, Johnny has plenty of free time and decided to take an economics course at a local university. While sitting in class, he realizes that what he is learning can be used to improve his life. Through mutual friends he knows that while dating Ben, Lillian is going out clubbing 4 times a month. After learning about indifference curves and budget lines, Johnny calls Lillian and tells her that if she dumps Ben and dates him, he will give her $200 a month. If you were Johnny's economics professor, what grade would you give him. i.e. will Lillian dump Ben and date Johnny.

Problem 3. (35 points)

Consider the following article and the following table showing the number of hours it takes to produce food in the United States


Food
Electronics Assembly

Country A
10 hours
25 hours

Country B
40 hours
80 hours

A. Which country in the table is the United States and which is the Philippines? Explain your answer numerically. If you do not use numbers from the table, no points will be given.

B. Name and identify two economic principles the author of the article gets right and two economic principles the author of the article gets wrong. To receive points, your answer must first name and explain the economic principle which applies to each right or wrong statement and then your answer must explain why the author is correctly or incorrectly applying that principle. You must use numbers from the table to receive points.
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  DAN GLICKMAN, the US Agriculture Secretary, likes to talk about playing fields. As he told the world food summit last November: 'Our farmers plant for the world, and want to compete in a global market free of trade barriers. They need a level playing field; and the world needs our exports to eradicate hunger.' Put differently, if it's good for US Agriculture Inc, it's good for the world's poor - and free trade is best for both. 


 In Mindanao, the largest island of the Philippines archipelago, you get a different picture. Rosa Laranjo is one of the 1.2 million peasant farmers in the Philippines whose households depend upon selling maize for their survival. Most live in Mindanao, working on scattered hillside plots in areas of severe ecological degradation. 


 In her village of thatched huts sitting precariously on the steep hillsides above the Allah Valley, Rosa is losing hope. 'I don't know about world markets. And I don't understand how the Americans can sell us maize so cheaply. All I know is that we cannot compete. Our prices are going down, our children are going hungry, and our community is dying.' Rosa's story is a microcosm of a broader tragedy. As governments in developing countries embark on a Gadarene rush to lower trade barriers and fulfil the American dream of a global market in farm produce, vulnerable smallholder producers are being left to compete against the industrialized, and heavily subsidized, farming systems of North America and Europe. Silently, relentlessly, and away from the glare of the world's media, 'free trade' is displacing communities and destroying their livelihoods with all the ruthless efficiency of a civil war. 


 The problem in the Philippines can be traced to an ambitious liberalization program. In the past, import restrictions protected domestic food producers from competition in an effort to bolster rural employment and national food self-sufficiency. Today, these restrictions are being swept away. Under its commitments to the World Trade Organisation , the British Government is planning to lower import barriers to half their present level over the next six years. 


 What does this mean for local producers? In a word, disaster. In a recent research report, Oxfam estimated that the average household incomes of maize farmers will be reduced by as much as 30 per cent over the next six years as cheap imports from the US drive down prices in local markets. 


 The social consequences will be devastating. Up to half-a-million livelihoods are under immediate threat. This is in a context where one-quarter of all maize producing households already lack sufficient income for adequate nutrition, and where one-third of the children in these households suffer from malnutrition. 


 The loss of income caused by cheap maize imports will inevitably translate into deteriorating health, worsening child nutrition, and, ultimately, lost lives. Many will join the ranks of refugees from free trade, migrating in search of work. They will head to the sprawling slums of Manila, or to the vast commercial estates of Del Monte and other corporations, which dominate the most fertile areas of Mindanao. Instead of producing food for themselves on their own land, those lucky enough to find work will be employed as casual labourers producing pineapples, bananas and vegetables to line western supermarket shelves. All of which will doubtless be widely celebrated as yet another victory for comparative advantage and free trade. After all, why produce food yourself if you can buy it more cheaply elsewhere? And you can't buy it cheaper than in the US. In the absence of trade restrictions, maize produced in the Mid-West and shipped half way round the world could be marketed at less than half the price of maize grown in Mindanao. 


 For the US, the case for free trade is self-evident. One out of every three acres in American agriculture now produces for export, generating in excess of $ 40 billion a year in foreign exchange. Farm policy makers and the giant conglomerates such as Cargill, which control the marketing of US grain, need foreign markets to absorb domestic surpluses. 


 The Pacific Rim region, in which the Philippines is located, offers particularly mouth-watering prospects. It already accounts for two-thirds of US farm exports - and corporate analysts believe it could be absorbing far more. Hence the drive for free markets and a level playing field. 


 The problem with all this is that the 'free' market in world agriculture does not exist, and that US supremacy in world markets derives less from comparative advantage than comparative access to subsidies. According to the OECD, each American farmer receives a subsidy of about $ 29,000. This is roughly 120 times the average income of maize farmers in the Philippines. The upshot is that Cargill can offer US surpluses for sale at prices equivalent to half the cost of production - destroying local agriculture and creating a captive market in the process. 


 Throughout the developing world, 'free trade' is creating winners and losers. The winners are to be found among the corporate grain traders who market US and European surpluses, the big farmers who scoop up the bulk of production subsidies, and the chemical companies who provide the inputs that produce the surpluses, and which destroy our environment. The losers are to be found in rural communities, where desperately poor people like Rosa Laranjo are competing in a market which is rigged against them. 


 Level playing field? This one runs all the way downhill from the US. 


 CORPORATIONS such as Dole and Del Monte are the lynchpin of the Phillippines 'modernisation' plan which aims to turn the country into an Asian tiger within a few years, on the back of an agricultural boom. 


 Del Monte's vast plantations, which employ 8,000 people, are increasingly capital intensive and are shedding workers while massively increasing their land holdings. Mechanised harvesters are replacing cutters, and those lucky to find work have minimal social welfare provisions and more or less stagnant wages. 


 Meanwhile, formerly independent corn farmers are being forced by low prices to turn to contract farming to produce export crops for corporations, and children suffer from malnutrition as the best land is increasingly used to feed consumers in the rich world with luxury goods. 


 The area of the Phillippines under maize and rice is expected to fall by half within a few years. The national plan looks good for corporations, but ominous for the country's people. 
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