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Relation between credit expansion and povertyRelation between credit expansion and poverty

positive effect

Alleviate financial constraints, and therefore, can enable individuals
to alter their production and employment choicesto alter their production and employment choices

Negaive effect

many believe that subsidized credit typically does not reach the poor, 
and  promotes inefficient rent seeking behavior

Question:

Can market itself ensure efficient level of credit expansion? 



How can we measure the effect of credit expansion in reducing poverty?

T i ll dit d d b i t l di titi iTypically, credits are expanded by private money lending entities in 
profitable areas, leaving behind underdeveloped areas. 

Hard to find exogenous variation in credit expansion



Rural bank expansion program in India between 1977‐90

Backgroundg
1949: Bank regulation act requires private banks to acquire license from the

central bank for operation
1969: Bank nationalization. 14 largest banks are nationalized and came under 

direct supervision of the central bank.
Credit expansion: 
rural lending rates are kept below the urban lending rate

l i hi h h b irural savings rates are higher than urban savings rate
Monitoring lending portfolios (targetting credit to small business, small scale
entrepreneurs, and to agriculture)

1977: 1:4 branch licensing policy1977: 1:4 branch licensing policy 
1990:  Liberalization; licensing policy is discontinued
Between 1961 and 2000, branches in rural unbanked location increases from 105 

to 29109 (80% during 1969‐1990)( g )



Suppose we like to measure the effect of branch expansion (or credit
e pansion) on po ertexpansion) on poverty

A naive model specificationA naive model specification

Relation between branch expansion
and financial development

A linear trend break model







Relation between poverty andRelation between poverty and 
initial development

Relation between the effect of initial
development on branch expansion and 
the effect of initial development on
poverty






