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Ashique Habib

Dissertation Abstract

Imperfect Information about Entrepreneurial Productivity,
Financial Frictions, and Aggregate Productivity
(job market paper)

Motivated by evidence that young firms face uncertainty about the viability of their ideas, I argue that an
important channel through which financial frictions adversely impact aggregate productivity and income
per capita is by hindering the discovery of productive entrepreneurs. The literature misses this channel by
abstracting from imperfect information. I present a model where households have imperfect information
about the quality of their business idea, but can learn about it by engaging in entrepreneurship. I show
how financial frictions arising from weak contract enforcement systematically reduce access to capital for
poor households with good ideas, and undermines their incentive to learn. After calibrating the model to
US data, I find that with imperfect information, TFP falls by 23% when enforcement is lowered to
developing country levels, compared to 12% with perfect information. Decomposing the losses reveals
that about half is due to financial frictions hindering the discovery of good ideas by poor households. I
find that subsidizing young entrepreneurs can significantly improve productivity in economies with weak
enforcement. The interaction between imperfect information and financial frictions also lowers and
flattens the hazard rate of firm exit, which is consistent with the evidence documented by Hsieh and
Klenow (2014). Moreover, I show that uncertainty in developing countries is a potential source of large
productivity differences.

Overcoming Adverse Selection in Decentralized Asset Markets
Using Ratings

Periods of illiquidity in decentralized asset markets may be explained by the sudden appearance of
asymmetric information between buyers and sellers. According to this view, high-quality sellers must
accept lower trading probabilities in order to ensure their market remains unattractive to low-quality
sellers. I challenge this view by showing how buyers and sellers can instead use ratings to overcome
adverse selection. I develop a model with rating agencies in a decentralized trading environment and
show that buyers do not need to distort liquidity to separate sellers if they can commit to buying ratings
after meeting sellers. Buyers can instead offer contracts with rating-contingent prices that are sufficient to
keep low-quality sellers out of high-quality markets. Because buyers can use both ratings and sorting into
different markets to separate sellers, liquidity and prices are not distorted even if the quality of the rating
signal is very poor (but not completely uninformative). Furthermore, the unique equilibrium strictly
dominates the one without ratings in terms of welfare. Although this equilibrium can significantly
mitigate the effects of asymmetric information, in the absence of commitment it can only be sustained if
buyers are incentivized to follow through with rating the asset. Buyers must be incentivized to rate
because the sellers' choice of market reveals their type, and buyers learn nothing new from rating the asset
after matching. The problem is solved if buyers are likely to need to resell the asset; in this case, buyers
rate the asset in order to codify what they have learned for future buyers. If the resale probability is low,
this equilibrium is untenable. Instead sellers buy the ratings, an outcome with some liquidity distortions --
but less than in the equilibrium without ratings. I use my framework to show that policies that support
buyers purchasing ratings can substantially improve market liquidity.
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