
Steven Durlauf: Hello, everyone, and welcome to the Inequality Podcast. I'm Steven Durlauf. 
Today, I'm absolutely delighted to introduce Alex Monge-Naranjo, who is a vice president at the 
Federal Reserve Bank of Atlanta and the leader of the Macroeconomics Research team. 

Alex is one of the economists that I put on my must-read list in the sense that every time he 
writes a paper, it's essential to read it. And the reasons, of course, have to do with both the 
splendid scholarship and the really remarkable intellectual range of his work, which moves from 
areas of microeconomic theory to empirical microeconomics to basic issues of understanding 
cross-country differences. And so Alex, it's really a delight to have you join us. And thank you 
so much. 

Alex Monge-Naranjo: The pleasure is entirely mine and the honor. Steven, I have followed 
your many contributions to the literature. You are a faster writer than I am, so I try to catch up. 
But in the process, I think I have benefited tremendously. 

Steven: Oh, thanks. Thanks so much for saying that. 

Steven: So I thought we would start with your work on educational finance, where you're, of 
course, a leading scholar. Controversies over the nature of student loans, the constraints that 
people face in attaining higher education—these questions have been central to both public 
policy debates and academic research for many decades. And so I was hoping that we could start 
with your discussion of the research you have done in particular on financial constraints in 
higher education. And then we'll put it maybe into the broader context of what we still don't 
know as well as what we do know now. 

Alex: Thank you very much. Recently, I was talking with my colleague, co-author, and actually 
a long-time friend, one of my best friends, Lance Lochner, with whom we wrote a few papers, 
the leading one in the American Economic Review, on financing education. Of course, he was 
part of a debate, not a political debate—and now I don't have too much appetite to get into 
those—but at the time, when Lance and I were looking at issues of financing of human capital, 
the questions were whether credit constraints were relevant to understand education attainment in 
the US. 

And some of the leading views was that correcting for dynamic selection, credit constraints were 
not that relevant. What Lance and I did was revisiting some of this evidence, but using more 
recent data, the data from the NLSY97. And we found that basically running similar tests, the 
answers were quite different. Credit constraints matter. The family background, family 
resources, accounted for a much bigger fraction of the dispersion in the education attainment of 
individuals. 

So that put Lance and I into thinking, "Okay, let's think hard about what's going on." So the two 
key takeaways from that work is, first of all, credit constraints matter for the more recent cohorts. 
And I have not done things for the current generation, for the current crop of college-going 
individuals in the late 2010s or 2020s. But our evidence was indicating that for the younger 
cohorts, family resources were much more important determinants, even if you correct for 
dynamic selection. 



And the second thing is that the way that you think about credit constraints matters quite a bit. 
And that's why the title of that paper is "The Nature of Credit Constraints." So it's not enough to 
add into the otherwise traditional or standard models a limit on how much you can borrow, but 
you have to think about what are the economic incentives and what are other features that go 
behind these credit limitations. 

So what we did was to do as best as we could, within the context of a tractable model, to 
reproduce the key characteristics of the government student loan programs. And the second thing 
is, because we were seeing that contrary to the early 80s, the private student loan market was 
actually booming. There was a much higher fraction of individuals taking private loans. So what 
we were going to do was to introduce new models—at that time, now they are becoming quite 
standard—on limited commitment and apply them to the issues of human capital. 

Steven: Could you for the audience explain the idea of limited commitment? 

Alex: Limited commitment is the following. I can ask Steven, "Can you lend me $100?" And 
then Steven looks at me and says, "Will Alex have the incentives to repay this $100? What are 
the consequences?" In principle, he can start bad-mouthing me, saying that Alex doesn't pay. So 
even though he cannot directly punish me, he can still inflict some costs on me for not repaying. 

So the notion of limited commitment is that contrary to the standard modeling in economics, the 
Arrow-Debreu model where we can borrow and lend and all the transactions are going to be 
repaid, no questions asked—we have to ask if at the time when I have to make a repayment, the 
borrower will have bigger costs by defaulting than by repaying. 

Now if the answer is yes, there might be levels of debt by which borrowers will not be repaying, 
then lenders will internalize and put a limit on how much credit will be granted. So if the 
commitment is perfect, we don't have to worry about repayment. If commitment is completely 
imperfect, meaning that there are no consequences of default, then credit markets will not exist. 
But if you have somewhere in the middle, credit markets will exist, but credit will be limited. 

And in our model, credit will be limited by the ability and the returns of the investment. And we 
argue that if we don't have this feature, the standard model of credit constraints will have very 
counterfactual implications for who borrows and how much investment there will be. 

Essentially, if you calibrate the model—and calibration is you try to fit the model to the data by 
setting the parameter values and imposing the observable moments in the data into the model—if 
we just have like the standard credit constraint that everyone was using or actually testing, we 
will have that the smarter individuals will invest less because they will be richer. So the wealth 
effect will be very strong, making up for a substitution effect. 

But with limited commitment, we could solve in a realistically calibrated model—the model can 
realistically approach what we observe more in the data in terms of who is borrowing, who is 
maxing out from government loans, and on top of that borrowing into the private market. 



So that model was a contribution on how to think about credit constraints, and we did some 
policies about what happens if the government expands the availability of the debt and what 
happens if the enforcement of the loans could be improved. Both of them will increase the access 
to allocation, to financing allocation, but will have different implications in terms of who gets to 
expand and invest more. 

Steven: So I wanted to highlight a few things in your description. The first is—and this is for the 
audience—to emphasize this is a paradigmatic example of why formal economic theory gives 
new insights. And what I mean by that is that one can start off with a proposition that if you can't 
borrow to attend college, that's going to affect college attendance. But one has to ask, what does 
that mean? 

And so part of what Alex has worked on with Lance Lochner has emphasized is that it's actually 
a very complicated question because you have a market in which there's limited capacity to 
borrow, individuals have limited capacity to commit to repay, etc. And once you work out the 
details of the actual process by which loans are going to emerge in a private sector in coexistence 
with what government rules are, it's a much more subtle description of how—what it means to 
even characterize a constraint, let alone ask policy questions. 

The reason I wanted to focus on that is that I think that it's often the case that we have powerful 
intuitions for good reasons that have much truth value in them. But in this case, it turned out, as 
Alex somewhat too modestly was describing, that many features of the actual patterns of 
borrowing and loans really required the more sophisticated view. And so I really did want to 
highlight that. 

Steven: I think the second thing I wanted to ask a bit about is how to think about—and I don't 
know if this has been part of your work—have you explored the issues of imperfect information 
on the part of borrowers? So there's a lot of work that the college financial system is opaque, and 
so students are making decisions not really understanding how the system works, for good 
reason, which is it's incomprehensible. Is there any analogous work in terms of the private 
market for loans? 

Alex: We have a chapter in the Handbook of Education Economics where we were exploring, 
essentially applying models of private information and hidden action to issues of financing 
education. So at that time, we were looking also to inform or guide our modeling with observed 
patterns of default, because people think, "Oh, the student loans cannot be defaulted upon." And 
that's not true. 

What you see is that individuals can actually just default on the loans. They cannot clear them 
through bankruptcy, but that doesn't mean that everyone is paying their student loans. And it 
turns out that there is a lot of interesting action going on. And I don't think we have connected 
yet how to properly think about the differences, because what Lance and I were doing is that it's 
not only default—there could be other forms of non-repayment. 

And it turns out that especially at the early stages after the student loan is supposed to start 
repaying, there could be forbearance, and you can basically have other forms of non-repayment 



that could be accrued for personal reasons or for graduate school or for hardship. And those are 
not default. Those are things that even when we write formal models, it's not that you are 
defaulting. In fact, the presence of these mechanisms seems more like models of costly state 
verification, which again, they are taking as meaning that you are defaulting, but they're not 
really default. I mean, they are part of a mechanism that if you are falling to verification, then it 
may be that was prescribed. So there's nothing that you are directly defaulting on. 

But there are still individuals who simply do not show up, do not request forbearance or do not 
request deferment. So it turns out that there was an interesting life cycle dynamics—when you 
don't repay, whether you transition from one of these non-repayment forms to non-repayment. 
And these features are not small. Especially five years after the repayment, they were almost at 
the same level of quantitative importance as default. 

So we were looking into that, and what we were proposing in the handbook chapter is that we 
can extend models that otherwise are used for firm financing to think about education under 
repayment of the loans, combining private information with the possibility of outright default. It 
turns out that then there is this hybrid combination of contracts that could lead to different forms 
of non-repayment. 

And Lance and I were supposed to keep going on this on the quantitative side, but unfortunately 
both him and I have many other projects, and this is something that we did write a draft but it is 
not advanced enough. But I think there is plenty of work to be done to understand the difficult 
incentive issues that are encountering one of the most important investments that probably 
anyone can make, which is their own education. 

Steven: In understanding the increasing significance of credit constraints, what explanations 
would you find most compelling? 

Alex: The good thing about having a well-defined model is that then you can play with it. The 
model naturally gives a rise in the importance of your own family's wealth under three 
conditions. 

First of all, the cost of college goes up, which has happened—I can tell you because I'm paying 
for the tuition of my son. The returns of college during the 80s and 90s have also arguably 
increased quite a bit. So you have a more expensive investment with higher rates of return. 

And the last thing is that the availability of credit from standard sources—and by standard 
sources, where the government had remained basically in real terms the same or even declined. 
So we are moving from the US in the 1980s when tuition would have been at most $10,000 per 
year to the US in the 1990s where there is a multiple of that. 

So if real incomes, family incomes, have not increased at the same level as tuition, which they 
have not, with a higher rate of return of those investments, that means that you want to invest. 
But some families will find it more difficult to take the additional consumption sacrifices in 
order to pay for the education of the children. 



That was the argument that we were basically saying—that our model naturally leads to credit 
constraints binding when you have these forces: relative income and increase in tuition and 
increase in the rates of return. Because if you don't have an increase in the rate of return, the 
demand for college will go down. That's the driver of increasing the demand for college. 

There is other work on what accounts for the increase in tuition. I will not talk too much into 
that, but in the data, whatever reason it was that the tuition went up and that the families were not 
having enhanced access to credit—that's why you see that family is a much more important 
factor for the individuals in the NLSY, the National Longitudinal Survey of Youth for 97, than 
for those done in 79. So it's not that we were doing a different test or comparing. It was 
essentially looking at similar issues for one cohort versus another. 

Steven: So I'm just going to repeat one of the explanations you gave. I think it's so interesting, 
which is the idea that the increase in the rates of return of college by implication can increase 
credit constraints. And so to have a credit—you know, for the audience to talk about a credit 
constraint as a thought experiment—this is somebody wishes to borrow but can't do it. 

And so if the desire to borrow, the wish, has increased, that could make the existing financial 
system more constraining than otherwise. And again, that's just a nice example of how thinking 
in terms of general equilibrium, to use the economist term, gives useful insights. 

Steven: So I did want to ask you about the role of for-profit colleges in thinking about student 
debt, thinking about constraints, etc. And I think conclusions on regulation there you might want 
to put on the table. 

Alex: Let me start by saying that in these four years in exile in Europe, I have not followed 
closely the current debate or what's going on with the for-profit colleges. I have seen some work 
actually from a colleague of yours in Chicago that very convincingly argues that you can 
associate spikes in the default on student loans to periods in which the regulation or the access to 
for-profit education has been more relaxed. That casts doubt on the actual investments or gains in 
human capital of those who opt for for-profit colleges. 

But there is a part of me that is sympathetic with the notion that some mechanisms should be 
available for nonstandard students, which is somehow the market that for-profit colleges serve. 
Part of it comes from that. I mean, I'm deeply a very introspective person, and it turns out that 
my father—the way that he managed to get some formal education beyond the secondary school 
was through distance education. That's how he got his accounting degree. And that was probably 
the first of multiple steps that eventually led him to be the manager of the electric company of 
the region, that rural Costa Rica that I grew up in, and eventually led to the four children—
myself and my siblings—having advanced degrees in psychology and law and economics, my 
case, and medicine, my brother. 

So I believe that somehow expanding the access to education to groups that otherwise will not 
have access to it would be an important part. Now in the particular case of for-profits, my 
thinking is that I have focused too much on incentive problems on behalf of the borrowers. And I 
think it's worth thinking about what are the incentive problems of the provider of the services. 



In particular, do we provide the right incentives for colleges to enter into the market, in principle 
using the financing coming from other sources, including the government, to finance their 
operation? If these operations lead to increasing the human capital of their own students and 
therefore the borrowers of student loans, then socially this could be a very useful, a very good 
program. But on the other hand, if we provide the wrong incentives, we can have a moral hazard 
problem in which one of the parties may be providing lower quality instruction or no instruction 
at all while receiving the funding from a third party. 

So just to close with this very inconclusive set of thoughts, one possibility is to think of joint 
liability mechanisms in which if these for-profit colleges have the right incentives to indeed 
provide instruction, productive instruction and human capital-enhancing education to some of the 
non-standard groups, that would be something that deserves to be explored further. And then 
again, I would like to have had a more concrete answer and tell you, Steven, "I have this simple 
model with some simulation in which the optimal contract will tease out the bad actors and 
encourage the entry of the right actors," but I have not done that yet. 

Steven: Well, I think you're being a little too modest because you brought up a very important 
point, which I think is missed in some of the criticisms of for-profit colleges, which is they are 
entries for non-standard students, for people from very different walks of life than the institutions 
that you and I have been associated with, for example. 

Alex: Yes, yes. 

Steven: And it is one thing to wish to regulate in such a way to address incentive problems or 
issues of misleading advertising, the usual things you can read in newspapers. But I think there's 
probably inadequate attention given to what skills, what education, what training is being 
provided by that mechanism. 

And I also appreciate you bringing up your own family history because the educational 
investments have deep dynamic consequences, which are often not, I think, fully appreciated in 
thinking about different types of programs. You know, the students of today are the role models 
of tomorrow, the parents of tomorrow. And so I think there's a deep insight there. 

Steven: So maybe we could talk a bit about your work that really focuses on issues of economic 
development and cross-country differences. One of your papers, which I much admire, called 
"Of Cities and Slums," addresses a universal feature of cities. Could you describe the work? 

Alex: Yes. So this is—I can talk for hours, so please feel free to cut me off. To me, it was kind of 
an epiphany because San Jose, Costa Rica, where I was living from mid-80s to the 90s before I 
left to Chile, they didn't have too many slums, but they had some. I realized that the slums can be 
almost invisible because they are normal—because to people that grow up in developing 
countries, that's part of life. It never calls your attention. You as an economist, you may not think 
too much about slums as an interesting academic question. 

And for people from developed countries, you land into one of the developing countries and it's 
like, "Okay, it's also one of the many features of being in developing countries." But if you stop 



for a minute, then you have to think about, especially for cases in which there is not an obvious 
cause for slums—there is not a war, there is not like a massive redistribution of population—why 
is it that you see a significant fraction of the population moving into these conditions? 

And when I say a significant fraction, by the United Nations data, you could argue that more 
people in the world live in urban slums than in rural areas. And there is a huge literature about 
the structural transformation, about the movement from rural to urban. Much less is on slums. 

So what are the conditions of labor markets, education, and of course housing markets that lead 
to an equilibrium formation of a substantial fraction of the population living in these slums? So I 
was working on a paper on structural transformation, and I went to visit my co-author of this 
paper, Pedro. And I basically told him, and I'm happy I convinced him, "Man, let's stop talking 
about structural transformation. Let's start working on slums," because I arrived in Brazil and it 
really called my attention. 

So this paper is focused on social mobility. What does that mean? What we want to understand is 
the human capital aspects of slum formation. In particular, are slums stepping stones or poverty 
traps? Poverty traps will be the case in which families that otherwise would have avoided the 
slums are trapped—their dynasties or their descendants are trapped into poverty because one 
ancestor decided to move into slums. 

Alternatively, and you hear stories in the US and the UK, that it is the first step to move towards 
prosperity. So like everything that I do, things tend to be a little bit more complicated. So what 
we do is ask ourselves, "Relative to the alternatives, are slums a place in which the kids will do 
better off or worse off than the alternatives?" 

And we look at data in Brazil. So all these papers—I keep telling my Brazilian co-authors, Pedro 
Cavalcanti and Luciene Torres, "This paper is not about Brazil, but we are using Brazil to tell 
something that I believe is relevant for many other countries." 

So we look at what happens with the children that grew up in the slums. Are they better off than 
their peers in rural areas? And are they better off than children of comparable households that 
live in what would be the formal parts of the Brazilian cities? 

So what we find is that the answer is complicated. If we look at the children of parents that have 
very low education, they are better off growing up in the slums than in rural areas. However, the 
ranking switches once we are looking at the children of parents with higher education, and the 
gaps are huge. Now if you are better educated, in the rural areas they provide a much better 
alternative than if your parents go to the slums. And of course, the kids whose parents make the 
effort to go to the cities do much better than everyone else. 

Now we see this also in the data on social mobility, and it confirms these predictions. Slums—
favelas in Brazil—they are stepping stones for the really low-skilled, low-education families that 
could advance relative to staying in the rural area. But also after that, they become a trap, 
because once you have gone to slums, you no longer have zero years of education. You have 
some primary and some secondary education. But you are trapped into that. 



If your parents are somehow, for idiosyncratic reasons or for your own effort, manage to move 
into the formal part of Rio, then your social mobility goes up much more. So then at the 
aggregate level, and that's why we have our model—you can say that it's relatively limited, that 
we do as much as we can—but it's at least a full general equilibrium model in which we can say, 
"Okay, are slums poverty traps or not?" And then we say, "Well, both." 

Because this feature explains why slums are persistent. We are not thinking of, "Okay, this is just 
the gateway from the rural areas to urban cities that will dissipate within one generation," like the 
experience of some of the European countries. It is that schooling options for the young children 
or the future adults in Brazil are better than if they stay in the rural areas, but they are going to 
remain lower than what would be normally expected or needed for these individuals to decide to 
go and be able to afford a house in the formal part of the city. 

And then we do some counterfactuals. But that's something that I think the paper also speaks 
well to—it reproduces well some of the features that we observe in Brazil. And I think it 
provides also insights about where countries, poor countries, should target their education. 

And one of the things that we argue is that for countries that already have mass urbanization, that 
are already advancing their structural transformation and are mostly urbanized, like many Latin 
American countries, a priority should be schooling in the urban areas. Whereas for countries that 
are far behind the structural transformation, like some African countries and also some Central 
Asian and including some Latin American countries, the focus should be on the rural schools. 
Because improving rural schools could minimize the country going through a stage of slums, 
which of course is costly in terms of welfare, is costly in many other aspects. 

But then again, life is complicated. Do you want to eliminate slums? Well, we do counterfactuals 
and say, "Well, no, the key is on the human capital aspect." And then if you have those policies, 
you have to be patient because the effects are going to be later on when you educate the kids and 
the kids become adults. The returns to education are intergenerational, are dynamic. By having 
educated the parents, you're going to educate also the kids and the grandkids and so on and so 
forth. 

Steven: You know, I think this work also indicates the complexity of what a poverty trap means. 
In other words, we have, I'd say, folk definitions of locations being poverty traps. But of course, 
they're not deterministic traps, and they also may, as you said, represent stepping stones. So I see 
conceptually very important implications here of even thinking about poverty in the United 
States and the interaction of poverty with location. 

Steven: Well, Alex, as always, I'd like to talk to you for five hours. But Alex, really, very 
grateful for the conversation. 

Alex: I commend you for this very successful set of podcasts. I hope I don't reduce too much the 
average quality of your podcast. 

Steven: That I'll stipulate will not be the case. 



The Inequality Podcast is a production of the Stone Center for Research on Wealth Inequality 
and Mobility at the University of Chicago. I want to end the podcast with thanks to the people 
who really make it happen. 

First, I want to express deep appreciation to our producer and engineer, Shane McKeon, who 
oversees every aspect of the process of creating these podcasts and really does just a splendid 
job. 

Second, I'd like to thank our Assistant Director, Nina Gray, for production oversight and the role 
she plays in bringing the podcast to fruition. 

And finally, I'd like to thank Grace Kolovo, who's the executive director of the Stone Center, 
who basically does everything in terms of making the center work. 

You may get in touch with us at StoneCenter@uchicago.edu. Thank you so much for listening. 
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