First Examination, Economics 310, Spring 1998


A. Name:_______________________________

Score:____

B. Problem 1 (15 points)
C. Consider a person with an income of $2500 who divides his income between the purchases of two goods, X and Y. The price of good X is $25, the price of good Y is $25 and he currently consumes 75 units of good X.

D. Draw budget lines and indifference curves showing the bundle of goods chosen by the individual. You must label quantities of X and Y chosen by the individual to earn points.

E. Suppose the cross price elasticity of Good X to good Y is -2 and the income elasticity of Good X is -.5. Draw budget lines and indifference curves showing what would happen if his income increased to $5000. All relevant quantities must be fully labeled to get points.

F. Consider the same person (with $2500 of income). Show income and substitution effects if the price of Y decreases to $5. Assume the cross price elasticity and income elasticity stay the same.

G. Problem 2. (15 points)

Consider the table which shows the hours needed to complete two tasks by two people.


Cook Dinner
Clean House

Ben
1 hour
2 hours

Lilian
15 minutes
30 minutes
A. 
B. Demonstrate numerically how Ben and Lilian can enrich themselves through mutually beneficial voluntary exchange. 

C. Explain how the policy of laizze faire can be used to enrich Ben and Lilian collectively and individually.

Problem 3. (35 points)

A. John earns $60,000 a year and lives in Los Angeles. His girlfriend lives in New York. A round trip ticket from Los Angeles to New York costs $500. John usually flies to New York once a month to see his girlfriend.

B. Draw budget lines and indifference curves to illustrate John's situation. (hint: do everything based on a year's consumption).
C. Suppose a new low cost carrier begins service on the Los Angeles to New York route. The new carrier charges only $300 for a round trip ticket. Show how the low cost carrier affects John's budget line. Is it possible for the cheaper price of seeing his girlfriend to reduce the number of visits John makes? Illustrate this situation on you graph.

D. Suppose the original airline institutes a frequent flier program. A round trip from New York to Los Angeles is 6000 miles. If John flies 24,000 miles he will get one free round trip ticket. If he flies 42,000 miles he will get 2 free tickets. For every 12,000 miles he flies above 42,000 miles he will get one additional ticket. Draw budget lines and indifference curves (if possible) showing John staying with the original airline. Draw budget lines and indifference curves showing John switching to the low cost airlines even after the frequent flier program is started.

Problem 4. (35 points)

Consider the following article. Name and identify 2 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 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 (hint: pay attention to the bold italicized passages).
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    The invasion of southern Florida by Cuban refugees last month was a sobering  example of U.S. immigration policy at work.  After a feeble attempt to control the flow of refugees, President Carter bowed to a mixture of political and humanitarian pressures akin to those that historically have prevented the U.S. from developing and enforcing a broad immigration policy, and he welcomed the Cubans.  In five weeks some 100,000 Cubans flooded into an unprepared U.S., the  confusion of their arrival demonstrating once again the country's failure to come to grips with the mass migration of peoples from Latin America.  But unless the country comes up with a workable policy, the economic and social strains exerted by these immigrants may produce conflicts sharp enough to rip an already fragile social fabric.
    Economic and social pressures are driving the world's poor and oppressed to the U.S. in numbers that exceed the great wave of immigration that brought more  than 8 million immigrants into the country from 1900 to 1909.  Experts calculate that as many as 800,000 immigrants may enter legally this year.  (That figure covers the 290,000-person annual quota plus citizens' spouses and political refugees provided for under a 1965 law.) Hundreds of thousands more will enter illegally, mostly from Mexico, Central America, and the Caribbean.  The most commonly accepted estimate puts the yearly flow of illegals at 600,000, which means that an estimated total of 1.4 million immigrants may enter the U.S. this  year instead of the perhaps 400,000 routinely expected under official policy. Most of them will come from North and South America, which are allotted only 120,000 immigrants under the 1965 law.  Six million illegal aliens are believed  to be here right now.  U.S. immigration policy exists only in theory.

    Today's immigrants, many poor and unskilled, flood in at a time when the economy may be least able to absorb them.  The unemployment rate is 7.8%, and some economists predict it could rise to 12% by yearend.  Because most of the immigrants -- and especially the illegals -- will complete for jobs in the marginal industries that are among the first to experience business decline, they can be expected to send unemployment rates soaring even higher as the country slides further into recession.  If the 4 million illegal aliens estimated to be working in the country were replaced by U.S. citizens, the unemployment rate would drop by almost four percentage points.

    The potential for social conflict is increasing rapidly and may soon prod the nation into establishing a policy it is prepared to enforce.  The options are fairly well known:

    * The status quo, a combination of theoretically rigid quotas and actual large-scale illegal immigration, a politically risky choice as recession deepens.

    * Rigid enforcement of the quotas, requiring an enormous increase in the $336.5 million Immigration & Naturalization Service (INS) budget and posing the  risks of domestic and international attacks on the U.S. as a police state.  This option would be the hardest on Mexico, whose illegal emigration northward serves as a safety valve for an impoverished, swiftly increasing population and, unofficially, as a quid pro quo for friendly trade and energy policies toward the U.S. * Regularizing (by providing amnesty) the status of the illegals already here, coupled with either the status quo or rigid enforcement of quotas.

    * An increase in the Western Hemisphere quota for humanitarian reasons, combined with rigid enforcement and regularizing the status.

    * A mechanism for adjusting the flow of immigrants to economic and other circumstances.  For instance, Conference Board economist Harold Wool suggests that a government body modulate the quotas annually, within stated limits, to respond to social and economic needs.

    The options present a dilemma.  Easy immigration may spell joblessness for millions today -- but tomorrow, when the labor force grows more slowly, according to demographic projections, the country may want a large pool of immigrants, eager to work and advance.  Some authorities think that the flow of  immigrants can be adjusted according to changing needs, but it may be difficult  to act at the appropriate time.  There is nothing easy or sure in crafting an effective immigration policy except the certainty that failing to do so courts disaster. Washington's position now is one of indecision.  Three years ago Carter proposed regularization of the illegals' status after seven years, temporary resident alien status after one year, a strengthened border patrol, and civil penalties for employers who habitually employ illegal aliens.  Congress ducked the problem by creating a Select Commission on Immigration & Refugee Policy in 1978 to report in 1981.  The Administration's 1981 INS budget, effectively lower than the inadequate 1980 budget, suggests that Carter does not favor tough enforcement now -- although a further hemorrhage of jobs could change his mind. 

    The INS itself, with 10% fewer investigators than it had 22 years ago and only 350 officers to guard the 2,000-mile Mexican border on any one shift, seems close to collapse both in efficiency and morale.  "They can't say, 'Don't enforce the law,'" says Paul B. O'Neill, regional INS director in Houston.  "But if they don't give us the money, we can't."

    Meanwhile, the illegals have stirred opposition from sources other than workers.  Cities and states charge that the illegals drain their ability to provide social services, drawing on public resources at a time when the private  sector desperately needs relief from its heavy tax burden. In California and Texas, where undocumented Mexican aliens have been streaming in for more than a decade, citizens' groups and state officials are fighting court battles to keep from paying for the illegals' social services. Specific costs are impossible to pinpoint, but the Citizens' Legal Defense Alliance, a nonprofit public interest law foundation in Los Angeles, estimates that Los Angeles County has spent as much as $100 million yearly for nonemergency medical costs for some 1 million illegal aliens.

    The presence of large numbers of illegals also raises the possibility of racial and class conflict.  By exerting pressure on the economy just when it is  most vulnerable, the illegals threaten to undo the economic and social gains made by blacks and members of other minorities in the 1960s and early 1970s and  by other workers over a period of several generations.

    Already a New Jersey official of the National Association for the Advancement of Colored People has objected to the new influx of Cubans into his state "because they're going to take away some more jobs from blacks." Labor leaders charge that illegal aliens' willingness to work under almost any circumstances has recreated old-time sweatshops in the garment industries of New York and Los  Angeles. Nevertheless, some unions involved in industries that typically hire illegals, such as the International Ladies' Garment Workers Union, strongly support regularizing the status of illegal aliens.  The AFL-CIO backs a more restrictive type of legalization, and it calls for sanctions against employers who hire illegals and for the strict enforcement of current quotas.

    Some unions feel that their members will lose jobs if immigration continues at a high rate, and they contend that companies use the threat of deportation to keep illegal aliens out of unions, thus making it impossible to organize many nonunion companies.  The employers' traditional rejoinder -- that illegals take  only those jobs that U.S. workers reject as menial -- grows less persuasive as increasing numbers of unemployed scramble for jobs -- any jobs -- in a declining economy.

    Equally grave, say some sociologists, is the creation of a permanent, hidden  underclass -- frequently illiterate, reluctant to seek medical care, defiant of  authority, and strangers to any notion of civil rights.  "That's why you find a  high incidence of Third World diseases in the barrios," says Ramon M. Salcido, professor of social work at the University of Southern California.  In Houston,  an investigation into rising crime rates points to the presence of illegals as a likely reason for the high murder rate among Hispanics. Meanwhile, employers of illegal aliens, who find them a docile, low-pay, hardworking, and -- unions charge -- easily exploitable source of labor, object  strongly to any attempt to stem the flow.  Such employers generally are concentrated in light industry, agriculture, restaurants, and hotels.  That led  social scientists David S. North and Allen E. LeBel to observe, in a 1978 study  for the National Commission for Employment Policy, that permitting <illegals to> <work> at below-minimum wages in these industries amounts to subsidizing lettuce eaters and hotel guests at the expense of workers at the bottom of the scale.

    Not so, says Grace M. Davis, deputy mayor of Los Angeles; the illegals play a vital role.  "If they [the illegal aliens of Los Angeles] all pulled out now," says Davis, "the garment, restaurant, and auto repair businesses would fall over." Illegal aliens fill a vacuum in the labor force created as U.S. workers move up from lower-level to more desirable work in California's booming high-technology industries, says Roger W. Mack, an economist with SRI International, a Menlo Park (Calif.) research institute.

    Some 600 U.S. companies have attempted to take advantage of low Mexican wages without hiring illegals by building "twin plants" along the U.S.- Mexican border.  Under the Mexican-sponsored program, they process raw material and components in the U.S.- side plant, shuttle them across the border for assembly in the Mexican-side plant, and return them to the U.S. to be shipped out.  Duty is levied only on the "value added" in the Mexican plant.  More than  120,000 Mexicans work in these plants -- and some leave them for better things up north.  "Once the Mexican worker gets a few skills, his first impulse is to swim across the border," says a businessman in McAllen, Tex.

    Championing the employers' view, a trio of Republican senators and Texas Governor William P. Clements Jr. have proposed variations on the "guest worker"  programs of Europe's Common Market, which formerly imported vast numbers of aliens to fill jobs that lacked native workers.The bill proposed by California's S. I. Hayakawa, Arizona's Barry Goldwater, and New Mexico's Harrison H. Schmitt  would allow alien workers to enter on six-month visas to find jobs.  Clements' plan would document arriving aliens at the Mexican border, give them Social Security cards, and entitle them to most benefits of citizenship.

    Both proposals would risk becoming unlimited immigration programs, for how is an undermanned INS, which cannot bar or even find more than a tiny fragment of today's illegal aliens, to make certain that these newcomers return to Mexico when their visas are up or the need for their labor has disappeared?  Moreover,  officials note that regularizing the aliens' status would make them eligible for schooling, medical care, <welfare,> food stamps, and a host of other expensive services.  The same result, multiplied many times over, would follow a national  regularization of illegals' status.

    But these are all domestic considerations.  Nobody seems to be studying the problem of illegal aliens in the light of international economic realities. Planners have largely ignored techniques used by some other nations to deal with their illegal aliens.  Such techniques, based on the premise that the illegals'  cheap labor keeps certain industries internationally competitive, whatever its impact on native workers, consumers, and taxpayers, are obviously political dynamite.  But the failure to resolve the quandary underlines the need to find new or even radical answers.

    For instance, illegal aliens who make it through the border patrols of China  and the Crown Colony of Hong Kong (both of which have far higher apprehension rates than the INS) receive official Hong Kong identity cards, good for seven years and renewable thereafter.  This is not because Hong Kong wishes to reward  valor but because, says government spokesman Robert Sun, it does not want to create "an underground, a second class of citizens." The government thus avoids  the crime that concealment spawns, and officials are able to plan housing, hospitals, and other urban needs, Sun says.  Not so incidentally, the policy also results in a steady supply of labor willing to work at pay that will keep Hong Kong products reasonably competitive.
    The urgency of dealing with immigrants today has blinded almost everybody to  the need for a policy that will fit the long-term U.S. conditions as well.  The  truth is that at a time not too distant the U.S. will need immigrants to buttress the labor supply if the economy is to grow.  The effects of the baby boom are almost over.  From 1982 on, for at least 15 years, declining numbers of young workers will be entering the labor force each year.

    Labor scarcity is the "massive reality" confronting all developed countries,  says management theorist Peter F. Drucker in his new book, Managing in Turbulent Times. In this respect Drucker regards the U.S. as luckier than its European rivals.

    "The mass migration from Mexico should endow American manufacturing with competitive strength such as it has not known for quite some time," Drucker says, referring specifically to both legal and illegal immigration.  Indeed, Drucker predicts that the Southwest "may be the only region in the developed world to show a sizable growth in traditional manufacturing industry over the next 20 or 25 years." Economist Wool of the Conference Board suggests another role for aliens.  The influx of young people into the labor force in the 1960s helped upgrade jobs for adult blacks, he says, because the youngsters accepted, on a transitional basis, low-level, unskilled jobs formerly held by blacks.  For the process to resume, despite the forthcoming scarcity of young native entrants into the labor force,  another group must fill bottom- rung jobs in the decades ahead.  "Aliens might well help fill that need," says the economist.

    Wool favors controlling immigration systematically instead of either trying to cut it off or letting it flood in, so that it can be adjusted annually to meet the nation's changing human resources needs.  He combines this prescription with strict enforcement of the flexible quotas and sanctions against employers who hire illegals.

    Wool's suggestion seems sensible in view of widespread predictions that the coming microprocessor revolution will reduce the need for unskilled labor well before the turn of the century.  A mechanism such as that proposed by Wool would enable the U.S. to moderate the flow of illegal aliens at a future date.  By then, assuming there has been some success in Mexico's policy of industrializing its economy and in controlling its population growth, the country's acceptance of undocumented aliens would lose one of its touchiest unstated justifications: the absorption by the U.S. of some of Mexico's teeming population.

    Obviously, all these plans presuppose a massively strengthened INS, which probably requires a massively strengthened public resolve.  The agency's low estate now clearly reflects the public's deep ambivalence about illegal aliens. 

    Every public opinion poll taken has shown that most Americans favor stricter immigration controls, but not as a "voting issue" -- that is, few feel strongly  enough about immigration to vote for a candidate merely because he pledges more  money for INS.  Furthermore, enforcement efforts carry overtones of dictatorial  tactics distasteful to most Americans.  Even those states that have voted sanctions against employers of undocumented workers seldom enforce them, according to a recent report by the Federal General Accounting Office.

    Essentially, Americans prefer not to think about the issue -- at least until  job loss raises the possibility that low-wage illegal aliens might be responsible for unemployment or until an official charges that a community is being shortchanged in federal revenue-sharing funds because illegal immigrants do not appear on government records.  New York City Council President Carol Bellamy recently contrasted the $10 million in federal aid promised Florida for its Cuban refugees with New York's "next to nothing for maybe a million people whom the federal government has declared illegal and therefore practically uncountable."

    Circumstances may overcome this country's reluctance to confront the issue. What is happening in Mexico could force this nation's hand.  Nearly half the labor force in Mexico is unemployed or underemployed.  Some 700,000 people enter the labor force each year, but the Mexican economy can provide only about 300,000 new jobs.  The per-capita income was only $1,020 in 1977, the last recorded year, compared with $8,520 in the U.S. -- and these figures do not reflect the far sharper inequity in income distribution inside Mexico.

    Similar disparities exist between the U.S. and other Central American and Caribbean countries.  "The momentum for illegal entry is so strong that it may be impossible for public policy to control even if an effort were to be made," says Vernon M. Briggs Jr., a labor economics professor at Cornell University who is considered to be an expert on illegal migration.

    But others believe an effort must be made to control immigration, and they urge the country to consider its ultimate ability to absorb additional people. In the past, says Roger L. Conner, executive director of the Federation for American Immigration <Reform> (FAIR) in Washington, the U.S. had a huge frontier to populate and an industrial infrastructure to build, so it could generously receive millions of immigrants.  Today, he says, the country faces a protracted  period of slow growth and, without some prodigious new source of energy, may even be approaching its maximum productive capacity.  "It will be impossible to  achieve low unemployment and economic opportunities for our own disadvantaged if we permit large-scale immigration," Conner insists.

    The illegal aliens, like the immigrants of the past, represent a social as well as an economic threat whenever they arrive in numbers large enough to disturb the delicate balance of the community in which they settle.  Often the harshest complaints come from the illegals' own countrymen.

    "The trouble is that they're all single people, and they have no roots," says Florentino S. Navarro, an electrician and third-generation citizen who lives in  Houston's largely Hispanic East Side.  "If they get into trouble, they can leave, and there's nothing to lose.  But for me to leave would mean I'd lose everything I've worked for for 30-odd years." Navarro and his neighbors complain that the illegals live crowded together 15 and 20 to a small house, allow the property to run down, hang out in bars and pool halls, and intimidate the women  of the community. Historically slow to integrate into U.S. society and now further hampered by  new waves of largely uneducated aliens, the Hispanic communities are becoming aware of the political influence their increasing numbers exert.  In Houston, for instance, former INS Commissioner Leonel Castillo, now a private consultant, is moving to consolidate this force.  While maintaining ties to Establishment politics (as co-chairman of Carter's campaign in Texas), he is bringing together leaders from religious, social service, and political action groups in a new Hispanic organization to influence immigration policy.   Growing in power

    Castillo looks toward the future.  Demographers predict that Hispanics will be the country's largest minority by 1990, that half of the population in California and a third in Texas may be Spanish-speaking by the same date, and that Hispanics could be the majority population group in three or four states by 2000.

    Hispanics understand the power inherent in those numbers -- almost as well as they understand the contempt implied by an immigration policy that strictly limits the number of Mexican families eligible to join them respectably in their barrios but turns a blind eye to the young mojados (wetbacks) who disrupt their communities while turning a dollar for the Anglo.

    "Either we've got to assimilate these people quickly, or we're in for lots of trouble," says Castillo.  "We'll have a whole generation growing up with complete disrespect for the law.  We'll have millions of people here who have many fewer rights than the rest of society.  It will be the largest subclass we've ever had."

    To others with less personal involvement than Castillo, it is becoming apparent that immigration policy -- direction- less and possibly harmful in what it accomplishes for the U.S. economy -- is also piling up problems for U.S. society.  These observers say that the country cannot continue to allow millions of residents to live as outlaws.

    The massive influx of Cubans in recent weeks has focused the attention of the nation on a problem too long ignored.  If a solution is not found soon, the nation is heading for social and economic explosions that will make the recent fiery riots in Miami -- touched off by a criminal case verdict but attributable  in part to ethnic competition for jobs -- look like a Boy Scout's campfire. 

Professor Kenneth Ng, COBAE, Spring 1998


