
I. Rural-urban migration and urbanisation (40p)

1.1 Explain why the allocation of labour in an economy between a formal, urban sector and an
agriculture-based rural sector may not necessarily be efficient. Use the Harris-Todaro model
(from Ray (1998), section 10.3) in your answer. (10p)

1.2 Based on the paper by Ravallion et al (2007), what can you say about the levels and trends
in absolute poverty in urban versus rural areas across the developing world? (10p)

The Hukou system in China restricts citizens with a rural ID card from taking employment in the
formal sector in urban areas. Use the Harris-Todaro model to answer the following questions:

1.3 Does the Hukou system lead to an efficient allocation of labour? Motivate your answer. (7p)

1.4 How would removing the Hukou system affect rural-urban migration, the size of the informal
urban sector and rural wages? (7p)

Consider the paper by Ravallion et al. (2007) again.

1.5 Is the urban sector’s share of the poor different in China than in other parts of the developing
world? Does the Harris-Todaro model predict that this should be different in China? (6p)

Assessment guide

1.1 Three elements should be included in a good answer:

1. An explanation of crucial assumptions: one-way migration, floor on formal wages, and no cost
of migration.

2. An explanation of the H-T equilibrium condition contrasted with the efficient equilibrium,
with Figure 10.7 from Ray.

3. A discussion of why the assumptions may (or may not) hold. In particular, candidates are
expected to discuss reasons for floors on formal wages. Discussions of costs of migrating, risk
aversion and family structures are also relevant.

1.2 A good answer explains the following three findings of the paper, including the indicators used:

1. The incidence of absolute poverty is higher in rural than in urban areas of developing countries.

2. The urban sector’s share of the poor is rising over time.

3. The poor are urbanising faster than the population as a whole.

For full score, the candidate should also discuss how the authors derive these results, including data
quality, price adjustments, and descriptives/regressions behind the claims. A qualitative comparison
of urban and rural areas for the developing world as a whole is expected, more exact results and
discussions of regional variation is also relevant.

1.3 The candidate should explain that the expected return in the urban sector for migrants will now
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equal the informal wage, and that migration will ensure equality between the rural and informal
sector wages (unless the rural sector absorbs all non-formal labour). Too much labour will be
allocated in the informal sector and the rural sector compared to the efficient case. A graphic
presentation is expected.

1.4 This question asks for a comparison of the Harris-Todaro equilibrium and the restricted case.
Rising migration, a larger informal sector and higher rural wages are correct answers.

1.5 The urban share of the poor in China is unusually low, at 10% for the 1$-line (3p). This is in
line with the prediction, which should be explained for full credit.

II. Credit markets (40p)

2.1 Discuss four main features of credit markets in developing countries based on Banerjee and
Duflo (2010). (15p)

2.2 Present and discuss a model, such as the one discussed in class or seminar, which explains the
main features of credit markets you have discussed above. (25p)

Assessment guide

2.1 The correct answer to this question is 4 out of the following five facts (for detailed informa-
tion, look at pp 62 -63).

1. Lending rates can be very high relative to deposit rates within the same local area

2. Lending rates can vary widely within the same credit market

3. Richer people borrow more and pay lower (often much lower) interest rates

4. Divergences in interest rates are not driven by many loans that are not being repaid; defaults
in this sector are relatively rare

5. Monopoly power of the lenders over particular borrowers does not appear to cause the high
levels of interest

2.2 The best model that consistently explain all the above facts is called strategic default model
and it is outlined in the appendix of Banerjee and Duflo (2010). A student is free to offer any other
economic model (provided that agents optimize some goal function subject to some constraints and
a reasonable equilibrium holds) of credit market that is clearly presented and well argued.

III. Gender (20p)

Qian (2008) tests whether increased relative female income affects preferences for girls or boys.

3.1 How does she test this? What empirical strategies are used? Are the strategies credible?
(10p)

3.2 Do her results necessarily imply that parents’ have more girls when girls are more profitable?
What is the additional piece of evidence that she uses to argue that last point? (10p)
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Assessment guide

3.1 The answers are found in the article by Qian (2008). The last part of the question implies that
the student should discuss the conditions and assumptions for using the different methods and the
extent to which these are fulfilled in this case. Answer is found in the lecture on empirical methods
and the lecture on gender.

3.2 The question can be interpreted in a narrow and a broad sense. In the narrow sense, it can
be interpreted as whether fertility is affected. Fertility selection is discussed on page 1280 and it
should be noticed that sex of the child is essentially random.

The broader interpretation of the question is that more girls survive. Pages 1266-1267 describe the
framework and the results and the conclusion discuss how the tests are performed.
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