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Part I: Information asymmetry and credit rationing

Let’s take this opportunity to explore another link between information
asymmetry and credit rationing. Unlike the strategic default model in which
credit rationing emerges from ”no default” constraint, here we take a situation
of adverse selection. To do so, let’s think of a very simple model. Suppose
there is a competitive credit market and it costs ρ to raise a unit of capital.
A potential borrower has a technology θif(k) with f(k) satisfying the usual
properties (i.e. the ones you have answered in seminar 1) and θi is productivity
of project i.

1. Suppose, to begin with, the lender observes the productivity of each bor-
rower. (i) How much capital the lender will lend to each type of borrower? (ii)
What is the maximum payment it can charge each type of borrower? (iii) Will
there be a project, in sub-game perfect equilibrium, whose marginal productiv-
ity of capital is greater than the opportunity cost of capital?

2. Suppose, the productivity indicator is known only to the borrower and
not to the lender. Specifically, productivity can take two values i.e. high θH
with probability p and low θL with the remaining probability and θH > θL.
What would happen if the lender offers the same credit contract as in (1)?

3. (i) What is the best credit contract? Hint: Focus on a separating perfect
Bayesian equilibrium strategies with the following timing: first nature chooses
types, next the borrower observes the moves of nature, and then the lender
will choose how much to lend without observing the moves of nature. (ii) Will
there be investment projects whose marginal productivity is greater than the
marginal cost of raising capital i.e. will credit be rationed?

4. Does this model offer predictions about the common facts of credit mar-
kets of developing countries summarized by Banarjee and Duflo (2010)? Would
a fixed cost of administration of credit fix the problems with this model?

5. Banarjee and Duflo (2010) discuss evidence of credit rationing from Sri
Lanka and Mexico. (i) How is the evidence for credit rationing assembled? (ii)
What are the potential problems of these empirical exercises? (iii) If so, how
would you address these concerns if you were in ideal situation? (iv) Discuss
potential origins of credit rationing in those evidences of credit rationing.

6. Write a paragraph summarizing what you have learnt from (1)-(5)
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Part II: Insurance and development

Let’s take the evidence in Cole et al (2013) more seriously.

1. What are the research questions of the paper? Do you think that the
problems they raise are important development problems? If so, in what sense?

2. What is their research strategy? Be specific about the type of data they
use and the data generating mechanism. What problems of causal interpretation
as well as policy lessons, in this context, should one worry about?

3. Specifically, do you find their strategy and evidence for lack of trust
compelling? If not, why? What about liquidity constraint?

4. Bill and Melinda Gates would like to use a good chunk of their wealth
(http://www.gatesfoundation.org/) to create a viable insurance system for poor
farmers in Ethiopia and they need expert advice. Your development teacher
delegated you to advise the Gates foundation about it. As avid readers, both
have read Cole et al (2013) paper; and worried about its implications for their
project. What would be your advice? Hint: be clear about the type of market
failures and whether the evidence from India can be extrapolated to Ethiopia.

5. Write a paragraph summarizing what you have learnt from (1)-(4)
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