
1 

 

Table of Contents 
LECTURE 1A: INTRODUCTION ............................................................................................ 3 

LECTURE 1B: POVERTY TRAPS .......................................................................................... 5 

➢ Ghatak & Jiang (JDE, 2002) ........................................................................................... 6 

LECTURES 2&3: CREDIT MARKET IMPERFECTIONS: EMPIRICS ................................ 7 

➢ DeMel, McKenzie and Woodruff (2009) ........................................................................ 9 

➢ Banerjee and Duflo (2008): ............................................................................................. 9 

LECTURES 4&5: MICRO CREDIT: THEORY AND EMPIRICS........................................ 11 

➢ Theoretical Models of Joint Liability (based on Ghatak-Guinnane, 1999) ................... 12 

➢ Banerjee at al. (2009): ................................................................................................... 14 

➢ Banerjee Karlan Zinman (2014) – 6 Randomized Evaluations of Microcredit ............ 14 

LECTURES 6&7: INSTITUTIONS ........................................................................................ 15 

➢ La Porta, Lopez de Silanes, Shleifer, Vishny ................................................................ 15 

➢ Engerman and Sokoloff (1997) ..................................................................................... 15 

➢ Colonial Origins of Comparative Development (AJR 2001) ........................................ 16 

➢ Reversal of Fortunes (AJR 2002) .................................................................................. 16 

➢ Unbundling Institutions (AJ 2005) ................................................................................ 17 

➢ Banerjee & Iyer (2005): History, Institutions and Economic Performance .................. 17 

➢ Dell (Econometrica 2010) – The Persistent Effect of Peru’s Mining Mita ................... 18 

LECTURES 8&9: FINANCIAL MARKETS AND DEVELOPMENT .................................. 20 

➢ Rajan & Zingales (1998 AER) - Financial Dependence and Growth ........................... 20 

➢ Banerjee & Munshi (2004 RES) – How Efficiently is Capital Allocated? ................... 21 

➢ Guiso Sapienza Zingales (2004 QJE) – Does Local Financial Development Matter? . 21 

 

 

 

 

 

 

 

 

 

 

 

 

 



2 

 

  



3 

 

LECTURE 1A: INTRODUCTION 

➢ Measurement of GDP per capita 

➢ PPP: Reflects actual conditions of living in the country, but requires a lot of 

assumptions/estimates about consumptions/prices  

➢ Nominal: Reflects a country’s purchasing power in international markets, rather than 

actual living conditions, but figures are heavily affected by exchange rate fluctuations 

➢ Bulk of inequality among world’s citizens comes from across country differences in 

income levels  but, before IR, this was not the case! 

➢ Subject of Development Economics? 

➢ Why are the poor countries so poor? 

➢ What can be done about it? (if anything..) 

➢ Why is this course taking a micro perspective? 

➢ Very long-run factors matter! Colonialization, Institutions, etc. 

➢ Once we account for the LR factors, SR policies do not explain growth! 

➢ There is a lot of country heterogeneity  same policies have different effects 

➢ We want to learn about specific policies, in specific places and time and hope that this 

will be a useful guide to policy in other contexts (i.e. external validity) 

➢ From a conceptual point of view, we can think of growth as a result of saving rates, 

investments, and human capital (see Mankiw, Romer, Weil, 1992) 

 , ,Y f A K H   

➢ But this is also debatable! Growth rates are not very persistent, differences in levels 

are not well explained and there are problems of reverse causality 

➢ On top of this, there is tons of variation in education, wealth, and human capital within 

countries  why do we bother with such an aggregate production function? 

➢ NB: If each factor gets allocated to its most productive use, then it does not matter 

exactly where these factors are used; we can think of one aggregate stock! (Solow) 

➢ In other words, we want marginal rates of return of each factor to be equalized 

➢ In other words, we want perfect markets 

➢ However, for the case of capital, for example, marginal rates of return are decisively 

not equalized! Capital actually varies a lot more within countries  

➢ In order to think about growth, it is necessary to understand the barriers that 

prevent the marginal rates of return from being equalized  

➢ Another way to justify the micro approach: 

➢ A large part of differences in income levels comes from the residual “productivity” 

measure in the production function 

➢ One hypothesis is that LR actors such as institutions are key to understanding this! 

➢ The key to understanding the residual may lie in understanding institutional failures 

➢ Two Compulsory Readings: 

➢ “The Economic Lives of the Poor” (Banerjee & Duflo, 2007) 

➢ “What is Middle Class About the Middle Class” (Banerjee & Duflo, 2008) 
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➢ These papers provide representative survey data from 13 countries to look at the lives of: 

➢ Very Poor: <$1 a day in 1993 PPP 

➢ Poor: <$2 a day at PPP 

➢ Middle Classes: $2-$4 and $6-$10 a day, PPP 

➢ Some Key Notes: 

➢ We are concerned with consumption, not income! 

➢ PPP is potentially problematic as prices are not uniform within countries 

➢ Need to “assume” that persons classified as poor are not just temporarily poor 
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LECTURE 1B: POVERTY TRAPS 

➢ Classical growth theory would predict: 

➢ Convergence  poor countries grow faster than the rich 

➢ In the LR, income levels depend on preferences, technology and endowments 

➢ In open economies, technology flows will remove differences; trade will also equalize 

factor prices, so endowments won’t matter either 

➢ Problem: Limited empirical support for convergence 

➢ But, before Industrial Revolution, for example, income levels were very similar 

➢ MRW (1992)  saving rates, population growth and human capital explain 80% of 

growth  conditional convergence 

➢ With better data, less and less of the growth can be explained in this way.. 

➢ As a result, economists have come up with theories for why poverty persists (i.e. poverty 

traps) 

➢ Malnourishment  Low Productivity  Low Earnings  Cannot Afford Food 

➢ Save Less due to low Life Expectancy  Stay Poor  Die Early  Save Less  

➢ Poor have little to offer in the way of collateral  lenders wary of lending  poor 

cannot expand  Stay poor  No collateral 

➢ Quick Recap of Solow Model (Neo-Classical) 

➢ In steady state, you save just enough so that tomorrow you can produce/consume as 

much as today 

➢ Whoever has higher savings, productivity, and lower depreciation will be richer! 

➢ Cannot grow without limit because of decreasing returns in fixed factors 

➢ Main Implications: 

➢ Persistent differences across countries must be pinned down by innate abilities, 

resources, attitudes 

➢ One must have permanent policy measures to enact changes 

➢ Role of credit markets in the Solow Model 

➢ If we are in an autarky with no lending/borrowing and initial inequality  poor 

will still grow faster and eventually converge; inequality will be a SR thing 

➢ If we introduce capital markets  rich will lend to poor  rate of return will 

equalize  output goes back up to representative consumer case 

➢ Overall, with or without markets, there will be convergence in Solow Model! 

➢ Starting from steady state, when an economy opens up to trade  cross country 

convergence  capital flows  interest rates equalize 

➢ Now, let’s expand this model a bit further, and introduce non-convexities in the 

production function 

➢ This time, without capital markets, there is no convergence  poverty trap!!! 

 iff t ty Ak k k    

➢ But if you can borrow, there will be convergence again!  

➢ If you are poor, borrow k   from a rich person  repay in the future  this is 

Pareto improving! 

➢ But, how can a rich person trust that the poor person will pay him back? In the 

presence of institutional failure, markets will not work well  poverty traps 
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➢ These “failures” include things such as market-supporting institutions, courts, etc. 

➢ Key: non-convexities + imperfect credit markets = poverty trap 

➢ To study this more systematically, we need to study the two-way interaction between 

wealth distribution and the market equilibrium 

➢ Ghatak & Jiang (JDE, 2002) 

➢ Two scenarios of initial wealth distribution: 

➢ Many families with wealth above entrepreneurial threshold  excess labor 

demand  wage is high  move up to rich equilibrium  

➢ Few families with wealth above entrepreneurial threshold  excess labor supply 

 low wage equilibrium  

➢ It can be shown that the economy switches regime at most once, and therefore, these 

can be steady states (high wage; low wage) 

➢ Main Implications 

➢ Poverty traps more likely if there are high fixed costs, low productivity, low 

savings, or if “subsistence” pays off well enough 

➢ One shot policies can permanently raise total income of economy 

➢ Redistribution can potentially improve efficiency. But it cannot be any 

redistribution 

➢ Important to improve institutions so that credit markets work better! 

➢ Why are imperfect credit markets likely? 

➢ Buying and paying are separate in time 

➢ When the time comes, the borrower may be unable/unwilling to repay 

➢ Punishing defaults is costly and difficult  

➢ How would we know if a credit market is imperfect? 

➢ Dispersion in MPK 

➢ Huge dispersions in interest rates noted by Banerjee and Duflo (2004)  cannot be 

explained only with default rates; many loans from informal sources 

➢ Several Possible Explanations for Dispersions in Interest Rates: 

➢ Monopoly  Discrimination  

➢ Transaction Costs  Many people borrow small  very small rates of return 

➢ Informational Asymmetries  High interest rates exacerbate problems 

➢ Conclusion 

➢ Intrinsic nature of credit transitions is prone to transaction costs/asymmetric 

information  

➢ As a result, not all profitable investment opportunities will be undertaken (i.e. there are 

credit constraints): 

 ' 1F K r    

➢ Inefficiencies hit stronger on the poor  less likely to borrow, higher interest rates 

➢ With non-convexities in production, poverty traps can arise!! 

➢ Need Redistribution and/or Institutional Reforms!!!



7 

 

LECTURES 2&3: CREDIT MARKET IMPERFECTIONS: EMPIRICS 

➢ Definition of credit constraints: 1MPK r    

➢ What do these look like in practice? 

➢ High Interest Rates in LDCs: 

➢ 3-4% per month is common!! 

➢ Hugely dispersed (2-150% in some villages) 

➢ Not driven by correspondingly high risks of default 

➢ Of course, it is the case that returns to capital are also very high. Poor people do have 

productive purposes. This is summarized by the MPK! 

➢ Of course, we don’t really observe the MPK in practice. How best to estimate it? 

➢ General Approach to Estimating Returns to Capital 

➢ Estimate a production function   , ,    KY F K L MPK F    

➢ Get data on Y,K,L; choose a functional form (e.g. Cobb-Douglas); regress 

➢ Problem: input choices are likely to be endogenous  error term may be correlated 

with K or L  biased coefficient estimates 

➢ Digression: Thinking about Input Choices 

➢ Although we’ve specified the input quantities in the production function, it is 

important to consider how these choices are made 

➢ A reasonable approach is to start with a standard firm profit maximization  

PY rK wL      

             , ,     , ,K LF r F w K r w A L r w A    

➢ Here, A enters explicitly in the input choice function. But, in the regression, we cannot 

disentangle A from the error term  correlation with the error term almost 

guaranteed! 

➢ General Approach to Estimating Returns to Capital (continued)  

➢ One possible way of dealing with this endogeneity is instrumental variable 

estimation 

➢ Instrument needs to be correlated with a regressor, but have no independent effect on 

the outcome variable (exclusion restriction) 

➢ In this case, theory would suggest that input prices are good candidates for an IV 

➢ Digression: Using Input Prices as an Instrumental Variable 

➢ Our 1st stage regression would look like: i iK r       

➢ But, in order for this to make sense, r needs to vary; otherwise it would go in the 

intercept. Of course, in practice returns vary a lot across firms! 

➢ But, since it varies so much, it means it is endogenous, violates the exclusion 

restriction, and is not a good instrument! 

➢ From here on out, we have two possible solutions: 

➢ Make more assumptions (structure, timing of decisions, functional form) 

➢ Look for exogenous variation in inputs or prices of inputs  looking at either 

controlled or natural experiments 

➢ This has been the dominant approach in development economics for the past 25 

years 
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➢ Revise some empirical methodology on controlled and natural experiments           

(slides 7-23) 

➢ Of course, the goal is always to show a causal relationship. The difficulty here is 

identifying an appropriate counterfactual 

➢ Classic Example: Do hospitals make people healthier? 

➢ Potential Treatment Framework! 

   

       

1 0

Observed Difference in Average Y

1 0 0 0

Aveage Treatment Effect on Treated Selection Bias

| 1 | 0

| 1 | 1 | 1 | 0

i i i i

i i i i i i i i

E Y T E Y T

E Y T E Y T E Y T E Y T

   

      
  

➢ Ideally we want no selection bias  “stable unit treatment value” assumption  each 

unit potential outcomes are independent of its treatment and treatment of others 

➢ Estimation is overall straightforward. Inference is trickier! 

➢ What do our results men? Is the result a large or small estimate from a practical 

point of view 

➢ What about external validity? Can we use these results for other, or future 

projects? 

➢ Explanation of Difference in Difference (DiD) methodology! 

➢ In terms of data, you need: 

➢ Data from pre-treatment and post-treatment 

➢ Data on control group 

➢ If you only have data post-treatment  Just Give Up! Even if you have control 

group data, you won’t be able to show whether it is a good counterfactual 

➢ If you only have pre- and post- treatment data, but no control group  Just Give 

Up! Won’t be able to show the effects of the program 

1 2 3 4i i i i i iY T Post T Post            

𝛽1 + 𝛽2 Pre-Treatment Outcome for Group T 

𝛽1 + 𝛽2 + 𝛽3 + 𝛽4 Post-Treatment Outcome for Group T 

𝛽4 Additional “treatment” effect in post-group vs. pre-group, or additional 

“post” effect on treatment group vs. non-treatment 

➢ The simple DiD framework allows for: easier inference; easy to include multiple 

periods; control for other variables; study treatments with different intensities 

➢ Of course, depending on the actual program you want to evaluate, it is important to 

always consider these complications: 

➢ Endogenous selection  (e.g. intention to treat)  can lead to bias! 

➢ Anticipation effects  (i.e. not really unexpected) can lead to bias 

➢ Short-term vs. Long-term effects 

➢ Harvesting Effects 

➢ Spillover Effects 

➢ Heterogeneous Effects 

➢ Sometimes, it may be worthwhile to have a placebo test  show that some outcome 

variable that should not have changed did not change 
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➢ Although these techniques are widely used, it is key to have a theoretical framework 

underlying them as well! 

➢ Now, let’s return to our initial motivation: estimating the returns to capital  we 

showed that K and r would both be endogenous! 

➢ DeMel, McKenzie and Woodruff (2009)  

➢ Conduct an RCT study of microenterprises in Sri Lanka where they randomly allocate 

capital injections 

➢ Random prizes for encouragement to participate in a survey: $100 or $200 either in 

cash or in kind of asset  

➢ Will help determine if we are in a world where poverty traps are a possibility 

➢ Want to learn about the different returns to capital in the two cases 

➢ Trying to detect an behavioral biases/factors 

➢ Propose a Simple Model of Investment (Slides 25-29) 

➢ Results: 

➢ Extremely high returns  of an order of 5.7% monthly 

➢ Heterogeneous returns  more constrained entrepreneurs have higher returns 

➢ Women have lower returns! 

➢ Nature of MPK  marginally concave, but cannot reject linearity 

➢ Gender Gap in Returns 

➢ Found that returns were around 9% for males and 0% for females! 

➢ Important because most MFIs explicitly target women  poorer; more patient, 

better managers; empowerment 

➢ Potential Explanations for this Phenomenon: 

➢ Men re-invest more profits in the business 

➢ Men have more power within the household 

➢ Men work in different industries 

➢ Women do not travel as much – reduces their market size 

➢ Women have smaller business networks 

➢ Women have different risk-aversion and/or abilities 

➢ Although this is an important study, it is also important to analyze large firms, since most 

of the capital is invested there anyway! 

➢ Banerjee and Duflo (2008):  

➢ Look at this issue exploiting a natural experiment 

➢ Experiment given by changes in law directing subsidized credit to priority sector in 

India 

➢ Includes a theory that allows them to (i) derive test for credit constraints and (ii) 

provide guidance to interpreting results 

➢ Have data for both expansion and contraction of the rule  allows them to test 

validity of identification assumption! 

➢ The Basics: 

➢ All banks required to lend at least 40%  of net credit to “priority sector”  

agriculture, transport, small scale industry (SSI) 

➢ Policy is binding, if not complied with, have to lend to gov’t at very low rates 

 



10 

 

➢ Natural Experiment: changes in definition of SSI 

➢ Jan 1998: Investment in plants an machinery from <Rs 6.5M to <30M 

➢ Jan 2000: upper threshold drawn back to <10M 

➢ The group of firms between 10M and 30M both enters and exits  does 

lending increase and then decrease for them?? 

➢ A firm is credit-constrained if there is no interest rate such that the amount that the 

firm wants to borrow at that rate is equal to an amount that all the lenders taken 

together are willing to lend at that rate                    

➢ How will increased access to cheap bank credit affect market borrowing, revenues and 

profits for (i) credit-constrained and (ii) non credit-constrained firms 

➢ Notice that at the subsidized rate, both types of firms will accept the loan! 

➢ For non credit-constrained firms: 

➢ Accept loan  use it to pay down other debt  no increase in invested capital, 

production, sales, etc.                                              

➢ Output could only increase if subsidized credit fully substitutes market borrowing 

➢ Profits increase because of the subsidy! 

➢ For credit-constrained firms: 

➢ Firm increases output but still borrows some from the market 

➢ Weaknesses of Approach: 

➢ Are constrained firms able to pay back loans? 

➢ Is analysis at the margin appropriate  maybe it just allows firms to survive! 

➢ Econometric Specification [triple difference]: 

1log logt t tk k BIG POST BIG POST            

➢ Main Results: 

➢ Bank lending and firm revenues increase (decrease) for newly targeted (dismissed) 

firms in the year of reform 

➢ No evidence of substitution of bank credit for borrowing from the market  

➢ No evidence that revenue growth was driven by firms that had fully substituted 

bank credit for market borrowing  

➢ Policy Implications of Lecture: 

➢ Does it all add up? Do these things really matter?  

➢ If yes, why don’t politicians improve credit markets? 

➢ Suppose they wanted to, what should they do? 
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LECTURES 4&5: MICRO CREDIT: THEORY AND EMPIRICS 

➢ Mental Note: Story of Heloise & Abelard 

➢ 3 Main Views of Micro Credit: 

➢ Subsidized form of “Loan Shark” 

➢ Allows people access to loans where there are no financial institutions 

➢ Empowering women and promoting gender equality 

➢ Muhammad Yunus – 2006 Nobel Peace Prize 

➢ Main Questions: What is microcredit? How does it work? Does it work?  

➢ We have so far built a picture of imperfect credit markets in developing countries 

➢ A standard solution to this is by institutions to use collateral! 

➢ But, there are two complications that arise from this: 

➢ Collateral not available for many people in poor countries 

➢ Due to poor institutions, even those who have collateral may have difficulty with 

formal titles 

➢ Common solutions to these problems have been insufficient: 

➢ Subsidized Lending  Low repayment rates; debts written off 

➢ Evidence on titling is also mixed  

➢ Asset redistribution (e.g. land reform) involves significant 

political/administrative costs 

➢ On top of this, we have already shown that that transaction costs and intermediation 

costs are more likely to hit to poor harder! 

➢ Overall, we have a scene where the poor may be stuck in poverty because of poverty 

itself (i.e. a poverty trap)! 

➢ A key observation made here is that the poor often form tighter social networks  “social 

capital” 

➢ Why don’t we convert this social capital into “invisible” collateral?! 

➢ Likely to help with the agency problems (adverse selection and moral hazard) that a 

bank cannot deal with! 

➢ This is the idea of the microfinance movement! 

➢ Famous Ones: Grameen Bank of Bangladesh; FINCA; BANCOSOL; BRI; BKD; 

ACCION; SPANDANA; COMPARTAMOS 

➢ Of course, there is substantial heterogeneity within the schemes, but a standard 

GRAMEEN I scheme would include: 

➢ Small loans for self-employed projects 

➢ No collateral requested; r is high, but lower than moneylenders 

➢ Borrowers organized into groups of 5-10  joint liability!!! 

➢ In general, these microfinance institutions achieve better access to Target Groups and 

higher loan repayments 

➢ Economists’ Questions: Which theories can explain the success of MFIs? 

➢ Why could Joint Liability work: 

➢ Borrowers monitor each other 

➢ Borrowers put pressure on delinquent group members 

➢ Borrowers induce better group selection 
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➢ Theoretical Models of Joint Liability (based on Ghatak-Guinnane, 1999) 

➢ Assumptions: 

➢ Risk-neutral individuals 

➢ Need 1 unit capital to start project, but have no money 

➢ Opportunity cost for borrower = u 

➢ Limited Liability: Repayment only if output is high 

➢ Project returns of borrowers are uncorrelated 

➢ Focus on groups of size 2 

➢ Two Types of Contracts: 

➢ Standard: “If you are able to repay, pay r”  

➢ Joint Liability: “If you are able to repay, pay r for yourself AND c if your partner fails, 

0 if your partner succeeds”  

➢ Goal: Work out relative performance of joint liability under different scenarios! 

➢ Model 1: Adverse Selection 

➢ Two types of borrowers: safe and risky! Two types of outcomes: high & low 

➢ Safe types value safe partners more than risky borrowers do! 

➢ Risky borrowers dislike joint liability more than safe borrowers if their partner is risky 

➢ Conclusion: Risky borrowers will choose individual liability; Joint Liability contracts 

chosen by safe borrowers!  “separating” equilibrium 

➢ Repayment rates would improve and welfare would improve! 

➢ Model 2: Ex-Ante Moral Hazard 

➢ Borrowers can take actions that affect the probability of success, p 

➢ The more effort, the higher the probability of success  but work is costly! 

➢ Under joint, liability, a player must also take into account the partner’s effort 

➢ Under cooperative behavior, equilibrium effort levels will be higher with JL 

➢ Model 3: Ex-Post Moral Hazard 

➢ Legal enforcement is costly and banks use threats of denying loans in the future 

➢ If one member is unwilling/unable to repay and the other is willing to replay both  

JL is better than standard 

➢ If one member is unwilling/unable to repay and the other is willing to repay her own 

loan but not both  JL is worse than standard loans 

➢ Externality: strategic default by one borrower hurts her paying partner. Punishment 

from community might eliminate this. 

➢ Empirically, not clear that JL is the key to microcredit success! Other contractual elements 

➢ Recent trends “away” from JL are also poorly understood 

➢ Typical Aspects of a Microcredit Contract 

1. Lending to Women 

➢ Women may be intrinsically more reliable  

➢ No empirical evidence for this! 

➢ May help empowerment of women 

➢ Household small businesses might not be oriented to profit-maximization. 

➢ Likely to have no other access to credit – often have high returns; “safer” because 

punishment from defaulting is harsher 

➢ Do not necessarily have high returns (see experiment in Sri Lanka!) 
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2. Weekly Repayment Schedule 

➢ Instils discipline; easier to save small amounts 

➢ Rationale with time-inconsistent preferences 

➢ Many clients do not like this  too rigid, not appropriate for many projects 

➢ Experimental Evidence [Field and Pandhe] 

➢ Repayments unaffected by weekly/monthly schedules.. 

3. Progressive Lending 

➢ Conditional on successful repayments, max. loan size gradually increases 

➢ Rationales: prudence; screening; dynamic incentives and moral hazard 

➢ Anecdotal evidence that many clients are reluctant to scale-up their loans 

4. Joint Liability  If one member of the group defaults – entire group is liable 

➢ By far this contractual element that has gained most attention 

➢ Practically, it may be hard to exclude good clients from future borrowing.. 

➢ Why could it work: Delegated monitoring; Ex-ante screening 

➢ But, there are drawbacks: 

➢ Additional pressure and best clients discouraged from borrowing? 

➢ Bias risk-taking in investment choices.. 

➢ There has been a trend away from JL, even in the Grameen Bank nowadays 

➢ Testing the impact of Joint Liability  

➢ (Karlan, Gine, Zinman) in Philippines – defaults same in JL as in IL 

➢ Maybe staggered loan contracts work best.. 

➢ Even if not JL, group lending (remember “social capital”) may be important 

5. (Compulsory) savings requirements  

➢ Some evidence of willingness to save even at negative interest rates 

➢ May be important in creating discipline: endogenous collateral; precautionary 

savings; against temptations 

6. Extensive monitoring by (poorly-paid) loan officers, high r 

➢ We’ve covered some models of microcredit, we’ve gone over the main characteristics. 

Now: Does microfinance actually work??? 

➢ In fact, proving this is much more difficult empirically! Rigorous evidence is scarce 

➢ OK, but why do we need rigorous evidence? Nobody is forcing people to use these 

institutions? 

➢ Many organizations receive implicit subsidies (e.g. voluntary labor) 

➢ Most organizations actually lose money in the process to the poorest 

➢ Concern that borrowing is not good, especially if clients are not fully rational! 

➢ One estimation problem is selection bias 

➢ Demand-Side: People may borrow after they have experienced a good/bad shock 

➢ Supply-Side: Lenders may make strategic decisions on factors difficult to observe 

➢ Morduch (JEL 1999) discusses some of the key identification problems: 

➢ Not a good idea to compare borrowers vs. non-borrowers 

➢ Not a good idea to compare eligible vs. non-eligible households (especially if 

eligibility criteria are not well-enforced) 

➢ Aggregating outcomes also poses a challenge 
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➢ Two Early Randomized Evaluations: 

➢ Banerjee at al. (2009):  

➢ Randomized neighborhoods in slums in which program (Spandana) was extended 

➢ Overall take-up not very high ≈ 35% 

➢ Main motivations for loan: start business; repay debt; expand business 

➢ Hypothesize different effects for different groups: 

➢ If you have a business, your consumption should increase 

➢ If you do not and wouldn’t start one, consumption should increase 

➢ If you do not but would start one, consumption might decrease 

➢ Main Result: 

➢ On average, consumption does not go up; increases for durables, though 

➢ Business creation increases (could be under- or over-estimated) 

➢ No impact on children’s education, health, etc. 

➢ Karlan & Zinman (2009): Randomize individuals (around eligibility threshold) 

➢ Banerjee Karlan Zinman (2014) – 6 Randomized Evaluations of Microcredit 

➢ Consider diverse environments, programs, and experimental designs; argue that they 

are broadly representative 

➢ Main Conclusions: 

➢ Modest take-up rates among prospective entrepreneurs  

➢ Low statistical power in predicting take-up (high heterogeneity) 

➢ Lack of evidence of transformative effects 

➢ No support for microcredit’s harshest critics 

➢ Present a simple model of a consumers who lives for two periods and chooses between 

purchasing a durable (consumption or business)/non-durable good 

➢ Agent with better access to credit will be more likely to buy durable good 

➢ Higher access to credit increases likelihood that investment will be made but 

lowers the average product of undertaken investment 

➢ Increased credit access can increase the labor supply in period 1 (and 2) 

➢ Key Conclusions 

➢ This is an expanding field! 

➢ Recently, there has been development of “behavioral” models (e.g. Time 

Inconsistency; Shape of Temptation model; Cognitive Scarcity) 

➢ Borrowing might make time-inconsistent people worse off (debt trap) 

➢ But it might also provide the needed commitment device to save! 

➢ Understanding this type of heterogeneity is very important! 
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LECTURES 6&7: INSTITUTIONS 

➢ We have covered a lot about imperfections in capital markets? But, where do these 

imperfections come from? 

➢ What are the fundamental causes of the large differences in income per capita across 

countries??? 

➢ Geography? Culture? Institutions? 

➢ Institutions are broadly defined as the “rules of the game” [North] – property rights… 

➢ Again, the question is: where do institutions come from? And how do they shape LR 

development? 

➢ NB: In fact, it is exactly geographic factors sometimes that causes differences in 

institutions! 

➢ In order to analyze the effect of institutions, it would be great to have some kind of 

“historical experiment” 

➢ COLONIALISM 

➢ The link between colonialism and development has been widely researched! Three main 

views are: 

➢ Acemoglu, Johnson Robinson  (Property Rights) Institutions 

➢ Engerman and Sokoloff  Factor Endowments 

➢ La porta, Shleifer, de Silanes, Vishny  Legal Origin 

➢ La Porta, Lopez de Silanes, Shleifer, Vishny 

➢ On a side note, these are financial economists 

➢ Noted a key distinction between legal systems: British Common vs. Roman Civil Law 

➢ Common Law transplanted in British Colonies; Civil Law in French, Spanish, 

Portuguese colonies! 

➢ Use identity of colonial power as an instrumental variable to identify the impact of 

investor protection on financial development 

➢ Some Criticisms: 

➢ Distinction between Common vs. Civil law used to document differences in many 

other variables  validity of exclusion restriction very debatable! 

➢ Very premise that common law offered better investor protection is questioned by 

Cull et al. (2005)  showed Civil law offered better protection in 19th c. 

➢ Engerman and Sokoloff (1997) 

➢ Focus on the differential development path between North & Latin America 

➢ Main Story: Initial Endowment  Suitability of Crops traded worldwide  Adoption 

of certain institutions  (persistent) inequality  Underdevelopment! 

➢ One key example is the import of slaves in Latin America to grow sugar 

➢ Why would inequality lead to underdevelopment? 

➢ Few people can take advantage of investment opportunities  wages low 

➢ Unequal distribution of wealth  unequal distribution of political power 

➢ NB: Both of these hypotheses are debatable and have been challenged! 

➢ The relationship between inequality and underdevelopment is particularly tenuous, 

both across and within countries 

➢ NB: Also keep in mind that these are very complex historical processes, and it may be 

very difficult to generalize them across countries! 



16 

 

➢ Do Institutions Matter for Development? 

➢ Of course. 

➢ The problem is that rigorous empirical analysis is plagued by problems such as: 

➢ (Unobserved) Heterogeneity: Correlation between higher income and good 

institutions may be driven by other factors 

➢ Reverse Causality: maybe it is the case that being rich allows you to afford better 

institutions 

➢ Colonial Origins of Comparative Development (AJR 2001) 

➢ In order to establish causality of institutions on development, we need some 

exogenous variation in institutions! 

➢ AJR Hypothesis 

➢ Feasibility of Settlement  Different Colonializations policies  Different 

Institutions  Persisted even after independence 

➢ NB: The question was always: what is the most efficient way of making profits in 

a given colony? 

➢ Instrument: Settler Mortality 

➢ Mortality rates expected by first European settlers in the colonies [Curtin] 

➢ The construction of this measure is tedious and controversial (see Albouy) 

➢ The argument is that this instrument strongly affected the feasibility of 

settlement by Europeans, and the rest of the story follows.. 

➢ Exclusion Restriction: Conditional on controls, mortality of European settlers had no 

effect on GDP p.c. today, other than through institutional development! 

➢ But…could mortality rates be correlated with current disease environment? 

➢ Could the disease environment have a direct effect on performance? 

➢ A more econometric critique is that when we add the controls, they need to be the 

same across all stages. Obviously, relevant controls in 2000 are different from the 

ones in 1700! 

➢ Make sure you understand how to read the tables! What are they telling us? 

Which equation are they showing? Why is this an important relationship? 

➢ 2SLS analysis shows a strong relationship  Improving Nigeria’s institutions to the 

level of Chile multiplies Nigeria’s income pc by a factor of 7 (real factor is 11!) 

➢ These results are robust to many different controls! 

➢ Reversal of Fortunes (AJR 2002) 

➢ Among those countries colonized by European powers during the past 500 years, those 

that were relatively rich in 1500 are now relatively poor! 

➢ Reversal documented using data on urbanization rates and population density 

➢ Argument: Reversal reflects changes in institutions resulting from colonialism! 

➢ Institutional Reversal 

➢ Thereafter, good institutions helped in taking advantage of industrial revolution! 

➢ Several Hypotheses of Economic Development 

➢ Simple Geography Hypothesis  Cannot explain reversal! 

➢ Sophisticated Geography Hypothesis (e.g. “temperate drift hypothesis)  also 

argued to be inadequate 

➢ Institution Hypothesis  Private Property vs. Extractive Institutions 
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➢ This hypothesis is supported by evidence of Coatsworth (1993) and Engerman and 

Sokoloff (1997,2000) who note the adverse effects of the plantation complex in the 

Americas working through political and economic inequality 

➢ Why might the elite block the adoption of new technologies (i.e. opportunity to 

industrialize?) 

➢ Might fear the threat to their political power. Would not benefit directly from 

industrialization.  

➢ Those with entrepreneurial skills might not make investments out of fear of 

expropriation 

➢ Unbundling Institutions (AJ 2005) 

➢ Douglass North distinguished between: 

➢ “Contract Theory” of the state 

➢ “Predatory Theory” of the state 

➢ AJ run a ‘horse race’ between property rights institutions (against government 

expropriation) and contracting institutions (enable private contracts between citizens) 

➢ Instrument property rights institutions with settler mortality and pop. density 

➢ Instrument contracting institutions with origin of the colonizer 

➢ Results: 

➢ Property rights institutions matter a lot! Important for LR development, growth, 

investment, financial development 

➢ Contracting institutions matter, but only for financial intermediation 

➢ Citizens can find ways to mitigate the effects of weak contracting institutions, but 

cannot mitigate the risk of government expropriation! 

➢ All of the above studies focus on broad cross-country evidence, and outline general 

patterns of development. We now focus on micro-studies, and with good reason: 

➢ These can provide more convincing empirical evidence (easier to argue for an 

exclusion restriction within one specific region) 

➢ Explaining/Evaluating particular mechanisms through which specific historical events 

had LR impacts 

➢ Of course, the concern for external validity is omnipresent in these studies! 

➢ Banerjee & Iyer (2005): History, Institutions and Economic Performance 

➢ Focus on the system for collecting land revenue in India 

➢ Compare contemporaneous economic performance of different districts of India 

which were placed under different land revenue systems by British colonizers 

➢ Main Result: Districts with a landlord system systematically under-perform districts 

with individual cultivator-based systems and village systems 

➢ Differences in agricultural investment; yields; public investment; education; health 

➢ Very good, but how do B&I argue for causality? In particular, how do they avoid the 

problem of endogenous placement of institutions?? 

➢ First strategy is to add many controls (e.g. geographical factors; districts which 

share a border; no evidence of differences pre-colonialization) 
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➢ Second Strategy – IV! Argue that areas taken over between 1820-1856 (but not 

before or after) are much more likely to have a non-landlord system for 

exogenous reasons! 

➢ Being conquered during this period (a dummy) is used as an instrument for 

having a non-landlord system 

➢ Advantages of this Paper: 

➢ Easy to locate source of differences (i.e. land revenue systems!) 

➢ Access to very detailed history of institutional variation  

➢ No direct persistence into today (i.e. land revenue systems departed with British) 

➢ Very cool example of institutional overhang! 

➢ Limitations: 

➢ Looking at a vary specific “natural” experiment  difficult to argue for external 

validity 

➢ Authors have not identified the exact mechanisms for this extreme persistence 

➢ One Potential Channel: Landlord System had an elite class  more unequal land 

distribution at independence  impacted outcomes today 

➢ Dell (Econometrica 2010) – The Persistent Effect of Peru’s Mining Mita 

➢ Uses a geographic regression discontinuity design (RDD) to examine persistence  

➢ Mita: extensive forced mining labor system in Peru & Bolivia, 1573-1812 

➢ Contribution of mita conscripts changed discretely at the boundary of region! 

➢ Key Assumption: Validity of RDD requires all relevant factors (besides treatment) to 

vary smoothly around the mita boundary! 

➢ Dell looks at elevation, ethnic distribution, other observables 

➢ Shows that manipulation and selection across boundary (e.g. migration) cannot 

invalidate the procedure 

➢ Finally, functional specification of the model is absolutely crucial to be correct! 

➢ Mita boundary is a multidimensional discontinuity in longitude-latitude 

➢ Main Result: Districts subjected to the mita system have lower household 

consumption (around 25%) and higher stunted growth in children! 

➢ However, besides considering these main results, Dell also explores potential 

mechanisms for this persistence 

➢ Argues that the mita’s influence has persisted through its impacts on land tenure 

and public goods provision 

➢ Mita districts historically had fewer large landowners and lower education  

today they are less integrated into road networks; higher subsistence farming 

➢ Haciendas – rural estates with an attached labor force – developed primarily 

outside mita areas. Effect persisted into 1940s. 

➢ Property rights were better enforced outside the mita boundary 

➢ Long-term persistence of large landowners provided a stable land tenure system 

that encouraged public goods provision (e.g. road networks) 

➢ Very interesting result is the positive association between historical haciendas and 

contemporary economic development  contrasts Engerman & Sokoloff  

➢ Large landowners here shield individuals from exploitation by a highly extractive 

state and ensure public goods 
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➢ How can we wrap this journey of institutions up? 

➢ AJR tell a story very similar to economic determinism (in the tradition of Marx even) 

➢ Of course, they do not believe progress is inevitable. Just that it is very difficult 

and elites can block countries in a trap forever  

➢ History matters and has long-term effects. However, this is not necessarily consistent 

with a deterministic view of history 

➢ Persistence does not imply determinism because of difficulties in implementing 

change 

➢ This in turn, matters for policy!  
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LECTURES 8&9: FINANCIAL MARKETS AND DEVELOPMENT 

➢ This topic continues in the tradition of institutions  financial development is the story of 

enforcement of private contacts and property rights! 

➢ On the macro-level, we see that size of domestic credit markets is strongly positively 

correlated with per capita income across countries 

➢ Of course, this does not imply causation prima facie. We have the usual set of 

identification issues here (e.g. reverse causality; omitted variables) 

➢ For example, propensity to save could be driving both variables. Alternatively, 

financial development could simply be a leading indicator of development  

➢ Relevant Literature: Schumpeter (1911); King & Levine (1993) 

➢ Rajan & Zingales (1998 AER) - Financial Dependence and Growth 

➢ Main Idea: If financial development causes growth, industries that, for technological 

reasons, are more reliant on external finance should grow relatively faster in countries 

with more developed financial systems 

➢ Compare (i) Tobacco Industry with (ii) Drugs and Pharmaceuticals 

➢ Main challenge now is how to estimate industry demand for external finance! R&Z 

use reliance on external finance across US firms, assuming that there is a horizontal 

supply curve of credit in the US (i.e. no obstacles to obtaining credit) 

➢ Aggregate this to the industry level. 

➢ Use these data from US industries to proxy for demand for external finance in 

same industries in other countries 

➢ Define dependence on external dependence on external finance: 

𝐸𝐷 =
𝐶𝑎𝑝𝑖𝑡𝑎𝑙 𝐸𝑥𝑝𝑒𝑛𝑑𝑖𝑡𝑢𝑟𝑒 − 𝐶𝑎𝑠ℎ 𝐹𝑙𝑜𝑤 𝐹𝑟𝑜𝑚 𝑂𝑝𝑒𝑟𝑎𝑡𝑖𝑜𝑛𝑠

𝐶𝑎𝑝𝑖𝑡𝑎𝑙 𝐸𝑥𝑝𝑒𝑛𝑑𝑖𝑡𝑢𝑟𝑒𝑠
 

➢ Main Specification: 

ic i c i c ic icy ED FD SMO            

➢ Use Industry and Country Fixed Effects; ED is demand for Credit in US 

(exogenous) 

➢ SMO is share of manufacturing output of industry i in country c. 

➢ Main Assumptions 

➢ US has perfect capital markets, so equilibrium variables in US reflect technology 

➢ Ranking of technologies in US representative of technologies abroad 

➢ No other variables that affect industry growth differentially across industries in a 

way which is correlated with ED 

➢ Main Results 

➢ Strong positive evidence that credit-dependent industries grow faster in financial 

developed countries 

➢ Financial development has a much larger impact on entry of new firms and smaller 

impact on expansion of existing firms 

➢ Robust to different measures of financial development and external dependence 

➢ Rule out that FD is proxying for (i) human capital and (ii) technological maturity 
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➢ As always, some problems of interpretation remain: 

➢ Country-level factors could affect different industries differently 

➢ The accounting measure used may be endogenous  firms who expect more 

financing are likely to disclose more information, etc. 

➢ Regression results could be interpreted as showing that contract enforcement 

matters, not credit constraints per se 

➢ US could have a comparative adv. in credit-dependent industries, which means 

they have more innovations and better investment opportunities 

➢ Despite these uncertainties, it looks like financial development at the aggregate level 

does cause growth! 

➢ However, we have still to answer where does financial development come from? 

➢ Banerjee & Munshi (2004 RES) – How Efficiently is Capital Allocated? 

➢ How would a market in which capital is misallocated looked like? 

➢ Empirical assessment of the importance of social ties in determining the patterns of 

investment 

➢ Knitted garment industry in Tiripur (India)  Traditionally dominated by a single 

caste local group, the Gounders until 1980s. During 1990s, many “Outsiders” had 

moved in and set up shops 

➢ Basic idea is to compare investments in the firms of those two groups! Initial 

hypothesis is that Outsiders will have more difficulty accessing credit! 

➢ Basic Specification:  

it it it i i i ity EXP EXP GOUNDER GOUNDER f           

➢ As how different measures of firm performance evolves with experience, 

depending also on the community; cohort effects controlled for 

➢ Under the assumption that time effects are constant across communities, the 

interaction term captures differential growth across the two communities! 

➢ Main Results: 

➢ Gounders have investment (K/Y) twice as large as Outsiders 

➢ Doesn’t necessarily mean capital is misallocated. Could simply mean 

Gounders are more productive 

➢ However, Outsiders catch-up a bit as they acquire experience (in terms of 

investment) 

➢ Production figures reject the idea Gounders are more productive. Outsiders start 

producing less but grow faster and end up producing more (despite less capital)! 

➢ Outsiders clearly more productive 

➢ This is problematic, since capital & ability are not substitutes, but complements 

➢ Guiso Sapienza Zingales (2004 QJE) – Does Local Financial Development Matter? 

➢ Ask whether local development still maters as global integration increases  

➢ Use household survey and firm level data from Italy in the 1980s 

➢ Financial development proxied with probability an individual is able to obtain 

credit in a specific credit (very endogenous and correlated with other measures) 
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➢ To identify an exogenous variation in financial development, they use an IV 

strategy: “judicial inefficiency” and “social capital” (blood donations, electoral 

turnout, level of cooperatives) 

➢ The second stage regresses financial development and contemporaneous growth 

➢ Main results suggest greater local financial development: increases local competition; 

increases firm growth rates and overall growth; lowers age of the average 

entrepreneur;  

Determinants of Financial Development 

➢ Again, we go back to our initial question: what are the deep determinants of financial 

development? Why don’t all countries just develop good financial systems?? 

➢ We can look at finance from an institutional perspective: 

➢ The study of contracts granting income and control rights over assets  requires the 

protection of investor’s rights  this requires certain institutions 

➢ Allow specialization and diversification 

➢ Legal View 

➢ Broadly speaking, we notice that common law countries have more developed 

financial systems (this is the La Porta et al. story we saw earlier) 

➢ Potential mechanisms here are judicial independence and less formalized procedures 

➢ Of course, legal origin may affect development in many ways; alternatively, one could 

argue both are driven by a 3rd unobservable factor! 

➢ Cultural View 

➢ Factors such as religion and language correlate with financial development even after 

controlling for legal origin (see GSZ, 2004) 

➢ Political View 

➢ This will be the main focus, for several reasons: 

➢ Some of the mechanisms cited above might require “political support” to function 

➢ Legal origin and culture are LR factors; unlikely to explain rapid development 

➢ Legal origin and culture are less heterogeneous within countries.  At the same time, 

we argue that differences in returns to capital are of the same magnitude within 

➢ Controlling access to finance is a forceful barrier to competition. Also less apparent 

than repression, and may be a less costly way of reducing competition! 

➢ In states in which political rights are concentrated  established interests lobby public 

officials to manipulate access to finance 

➢ OK, well what about cases where there is broader opposition to fin. development? 

➢ Could have something to do with ideology? 

➢ Ok, those who benefit the most may share some of their rents to appease workers 

➢ There are plenty of examples of politics and financial development! 

➢ Consider Mexico under Porfirio Diaz (1876-1911) 

➢ Banks were awarded lucrative monopolies  gave top positions on their boards to 

influential politicians  created differential access to capital across firms 

➢ There are also many studies documenting how firms with political connections enjoy 

more favorable financial access with state banks 

➢ Receive larger loans, pay lower interest rates, etc. 
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➢ Faccio (2006 AER) – Politically Connected Firms 

➢ Study of 20,000 publicly-traded firms in 47 countries 

➢ Only 2.7% are visibly connected, but they are concentrated in a few countries 

➢ Firms received more help during crisis; firms tend to have concentrated ownership 

which belongs to certain business groups 

➢ NB: You could think of business groups as (i) efficient adaptations to 

unreliable markets or (ii) inefficient distortions to market activity 

➢ OK, fine, political connections might matter. But how much? 

➢ Fisman (2001 AER) – exploits the variance in Suharto’s health over time (in 

Indonesia) to examine relative performance of connected firms 

➢ Political connections explain about 20% of the value of the company 

➢ Khwaja & Mian (2005 QJE) – Connected firms in Pakistan get 45% larger loans, 

same interest rate, and are 50% more likely to default 

➢ Estimated costs to the country around 0.3%-1.9% of GDP 

 

A View From State Capacity 

➢ First of all, what is state capacity? 

➢ Monopoly over legitimate violence in order to enforce law and order 

➢ Ability to tax and regulate economic activity 

➢ Infrastructural power/capacity of the state 

➢ Rational/autonomous bureaucracy 

➢ Historically, state capacity to tax has evolved over long periods of time and has been 

linked with Wars  also links with development of financial markets! 

➢ “War made the state, and state made war” [Tilly] 

➢ NB: Important to realize that poorly functioning states tend to be associated with worse 

outcomes! Markets rely on strong institutional infrastructure to enforce contracts! 

➢ Consider plots of GDP p.c. and Tax Revenue as % of GDP – positive correlation! 

➢ Besley & Persson (2009 AER) – The Origins of State Capacity 

➢ Think of state capacity as the planning horizon of the ruler 

➢ “State power” is a state variable  enables more efficient taxation 

➢ In an economy with two competing groups, the group in power may not want to invest 

in state power if it expects to lose power 

➢ However, if there is a threat of war, then building state power becomes necessary 

➢ Timeline of Model 

➢ Project returns, value of public good, and identity of gov’t are revealed 

➢ Gov’t sets taxes, contract enforcement, G and investment in capacity 

➢ Private sector makes production/consumption decisions 

➢ Period s=2 begins, as period 1 

➢ Solving the Model: 

➢ Works by backward induction, starting from the end 

➢ Given taxes and contract enforcement, work out equilibrium in private market 

➢ Gives you indirect utility for each group  

➢ Plug those in gov’t utility function and solve for gov’t investment in future 

institutional capacity 
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➢ Solution suggests the following are key determinants of state capacity: 

➢ Wealth 

➢ Gains from Trade 

➢ Value of public good 

➢ Political Stability 

➢ Ethnic cohesion 

➢ Possibly parliamentary democracy 

➢ Provide empirical evidence to support these findings! 
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