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Towards a New Paradigm in Monetary Economics presents a fundamen-
tally new approach to monetary economics, derived from the authors’
pioneering work in the Economics of Information, for which one of the
authors was awarded the Nobel Prize in 2001. Unlike the prevailing theo-
1y, it focuses not on the role of money in facilitating transactions but on
the role of credit in facilitating economic activities more broadly. The
“new paradigm” emphasizes the demand and supply of loanable funds,
which in turn requires an understanding of how banks and other insti-
tutions in the economy process information to evaluate creditworthi-
ness. It explains the factors which determine the willingness and ability
of banks to provide credit, explores the consequences of credit
interlinkages within the economy, describes the implications of the new
paradigm for the conduct of policy, and analyzes how changes in the
structure of the economy, such as those associated with the New Econ-
omy, are likely to impact the effectiveness of monetary policy, and
thereby the stability of the economy. The book identifies the circum-
stances in which monetary policy alone is likely to be ineffective in
restoring the economy to full employment, and suggests that those cir-
cumstances are likely to be more prevalent in the future.

The book consists of two parts. The first develops the basic theory, us-
ing a portfolio approach to explain how banks decide on how much to
lend, and how changes in regulations as well as economic circumstances,
both the balance sheets of banks and firms and perceptions of risks
within the economy, affect the supply of credit. The second part is dedi-
cated to the policy implications. It argues that the new paradigm pro-
vides a far better guide for addressing issues that range from financial
market liberalization to how to handle the East Asia crisis than does the
standard theory.

JOSEPH STIGLITZ is Professor of Economics and Finance at Columbia
University, holding a joint appointment in the Graduate School of Busi-
ness, the School of International and Public Affairs, and the Economics
Department. In 2001 he was awarded the Nobel Prize in Economics for

© Cambridge University Press

www.cambridge.org



http://www.cambridge.org/0521810345
http://www.cambridge.org
http://www.cambridge.org

Cambridge University Press

0521810345 - Towards a New Paradigm in Monetary Economics
Joseph Stiglitz and Bruce Greenwald

Frontmatter

More information

his work in the Economics of Information. Earlier, he was awarded the
John Bates Clark Award, awarded biennially by the American Economic
Association for the economist under 40 who has made the most signifi-
cant contribution to economics. Formerly, he was Chairman of the
President’s Council of Economic Advisers and a member of President
Clinton’s cabinet, and Senior Vice President for Development Economics

and Chief Economist of the World Bank.

BRUCE GREENWALD is Robert Heilbrunn Professor of Finance and Asset

Management at Columbia Business School. Professor Greenwald has

done pioneering work in the Economics of Information, especially the
consequences of asymmetries of information for equity and labor mar-
kets. His recent co-authored work on value investing is already on its

way to becoming a new classic in the field.
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The Raffaele Mattioli Lectures

The Raffaele Mattioli Lectures, in which many prominent econ-
omists have taken part, were established in 1976 by Banca Com-
merciale Italiana in association with Universita Commerciale
Luigi Bocconi as a memorial to the cultural legacy left by Raffaele

Mattioli, for many years chairman of the bank.

The aim of the new series of Lectures, which was not only pro-
moted by the then Banca Commerciale Italiana and Universita
Commerciale Luigi Bocconi but also supported by Universita
Cattolica del “Sacro Cuore” (Milan), Universita degli Studi di Mi-
lano and Politecnico di Milano, was to create an opportunity for
reflection and debate on topics of particular current interest, thus
providing stimuli and ideas for the increasing challenges of a con-

tinually changing worldwide economic scenario.

The present initiative is therefore dedicated to the analysis of the
effects of important changes which are now taking place in the
world economy: the globalization of markets, the continuous evo-
lution in the field of information, technology and communications
and the convergence of economics and international relations.

It is evident that these changes, coupled with the European
Monetary Union, provide many complex subjects that will be

best dealt with from an interdisciplinary perspective.
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Xii  THE RAFFAELE MATTIOLI LECTURES

Distinguished academics and researchers of all nationalities con-
cerned with all kinds of economic problems will be invited to take
part in this enterprise, with the intention of contributing to the
debate interconnecting economic theory with practical policy.
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Preface

These lectures were presented in Milan in abbreviated form
on November 9, 1999 at Banca Commerciale Italiana and on
November 10, 1999 at Bocconi University as the biannual Raffaele
Mattioli Lecture. We are grateful to the staff at BCI and Bocconi,
and for the useful comments from the discussants: Patrick Artus,
Giovanni Barone-Adesi, Giampio Bracchi, Marco Pagano, Luigi
Spaventa, Mario Saranelli, and Gianni Toniolo. In addition we
would like to acknowledge the contribution of Barbara Rindi from
the Scientific Committee of Bocconi University. We used the oc-
casion to try to summarize a line of research that we had been
pursuing for the past fifteen years. Our theoretical work in this
area was interrupted by Stightz going to Washington, as a mem-
ber and then Chairman of the President’s Council of Economic
Advisers, and then as Chief Economist of the World Bank and its
Senior Vice President for Development. While the seven years in
Washington had interrupted our formal research program, the
events surrounding that tumultuous period provided what could
not have been a better testing ground for the ideas that we had
been developing. We became increasingly convinced not only that
our ideas were right, but that they were important and relevant:
that had the perspectives on monetary policy that we had been
developing been widely adopted, for instance, the IMF might well
have managed the global financial crisis of 1997-1999 far better.

xiii
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Xiv  PREFACE

We have attempted to present these ideas here simply, with words,
diagrams, and simple mathematics, illustrated by examples
drawn from recent experiences.

In developing these ideas, we are indebted to a large number
of co-authors, who have participated with us actively at various
stages in our research program. The ideas of one of our longest-
term collaborators, Andy Weiss, with whom we developed the
theory of credit rationing, and one of our youngest collaborators,
Jason Furman, with whom we analyzed the East Asia crisis, will
be especially apparent. We should also like to thank Barry Nale-
buff, Carl Shapiro, Arik Levinson, Michael Salinger, Meir Kohn,
Amar Bhattarcharya, Alan Blinder, Michael Rothschild, Mark
Gersovitz, Jonathan Eaton, Marcus Miller, Marilou Uy, Raj Sah,
Yingi Qian, Steve Salop, Ian Gale, Dwight Jaffee, Kevin Murdoch,
Thomas Hellman, Andreas Rodriguez, Richard Arnott, and Gio-
vanni Ferri, who co-authored one or more of the papers that pro-
vided the backdrop to the results reported here. The notion that
capital markets were imperfect, and that cash flows might there-
fore limit investiment, was a conventional assumption in much
of macro economics before neo-classical models came to pre-
dominate. Such an assumption played an important role in some
of Stiglitz’s earlier work in macro economics, some of which was
done with Robert Solow, George Akerlof, Hirofumi Uzawa, and
Peter Neary.

We have discussed the ideas presented in this book at univer-
sities and central banks throughout the world, and the innu-
merable comments and criticisms have been invaluable - and
though too numerous to mention by name, whether friendly or
hostile, they have helped improve the book immensely.

Research assistantship in preparing the manuscript was pro-
vided by Monica Fuentes, Noémi Giszpenc, Niny Khor, Anton
Korinek, Nadia Roumani, Ravi Singh, Marco Sorge, Maya Tudor,
Kelly Wang, and to all of these we are greatly indebted.

At various stages, the research on which this book is based has
been supported by the National Science Foundation, the Ford
Foundation, the Rockefeller Foundation, Bell Labs (now part of
Lucent), Princeton University, Oxford University, and the World
Bank. We are particularly indebted to Stanford University and
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XV

Columbia University for their support during the period in which

this book was written.

The usual disclaimer that the ideas presented here are those
solely of the authors, and not of the institutions with which they
are currently or were previously affiliated, applies with particu-
lar force. We would be remiss not to acknowledge the vibrant in-
tellectual atmosphere inside the World Bank, in which the ideas
presented here were debated, challenged, and adopted and
adapted as we confronted the most dramatic set of economic
events of the last half of the twentieth century — the global
financial crisis; but we would also be remiss if we did not express
our sense of frustration at the attempts by the US Treasury and
the IMF to suppress open discussion of these ideas. What was at
stake was more than issues of intellectual freedom or profes-
sional integrity, but what we mean by meaningful democracy.
There cannot be meaningful democracy without transparency
and without open public discourse of vital issues that affect the
lives and livelihoods of the citizens. The ideas presented here do
represent a major change in thinking about certain aspects of
policy, and as such they represent a challenge to the established
orthodoxy. The policy implications are important — not only for
the aggregate performance of the economy but for specific
groups within our societies. It is our hope that in presenting these
ideas, in an imperfect form as they are at the current state of de-
velopment, they will stimulate debate and discussion, and that
on the basis of these ideas alternative policies will be formulated
which will spare those facing crises in the future from the poli-

cies that so ravaged the countries of East Asia.

The publisher has used its best endeavors to ensure that the
URLs for external websites referred to in this book are correct and
active at the time of going to press. However, the publisher has
no responsibility for the websites and can make no guarantee
that a site will remain live or that the content is or will remain

appropriate.

Joseph Stiglitz, Columbia University, New York
Bruce Greenwald, Columbia University, New York

© Cambridge University Press

www.cambridge.org



http://www.cambridge.org/0521810345
http://www.cambridge.org
http://www.cambridge.org

