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Do infor mation asymmetries constitute a solid foundation_for
the elaboration of a Keynesian theory of credit and financial
institutions?

Giancarlo Bertocco
Universta degli Studi dell’Insubria—Varese
Novembre 2001

I ntroduction

In the last 20 years, the New Keynesians (henceforth, NKs) have developed
a theoretical agpproach which ams to daborate an dternative monetary theory to
the one traditiondlly associated with Keynes. The didinctive fegture of this new
approach is its emphass on the credit market and the role played by financid
intermediaries rather than the money market; the importance given to the credit
market isjudtified by the presence of asymmetricd information.

The objective of this paper is twofold: i) to show that the presence of
asymmetric information conditutes a wesk premise on which to build a
Keynesan theory of credit and financid intermediaries; ii) to outline the dements
on which a theory of credit conastent with Keyness thinking can be built. The
paper is divided into three sections. In the first one, the most important aspects of
the NKs theory are described; the limitations of this theoretical approach ae then
demondrated in the second section; in the third section, the eements which
should characterise a Keynesan theory of credit and financid inditutions are
outlined.

1. Thetheory of credit and financial intermediaries formulated by the
New Keynesians.

This presentation of the most important aspects of the NKs theory is essentidly
based on the works of JStiglitz and his collaborators, in particular B. Greenwad and A.
Weiss. The NKs st out to highlight aspects of Keyness thought neglected by the
traditiond interpretation.! The NKs research develops dong two lines: the first aims to
provide a sound judtification for the price rigidity hypothesis, while the second sets out
to furnish a satisfactory explanation of Keyness theory that the flexibility of prices and

! Seer Greenwald and Stiglitz 1987.



wages can accentuate the ingtability of the economic sysem.? Following this second
gpproach, the NKs formulate a theory that provides new judtifications for the thesis of
the non-neutrdity of monetary variables.

The NKs dart off by abandoning the pefect capitd market hypothess underlying
the neo-classcal theorems which support the theory of the irrdevance of money and the
financid variables The NKs mantan that the imperfections in the cepitd market
caused by the presence of imperfect information give it an essentid role in explaning
how modern economies work®> They sress that the credit market is profoundly
different from other markets where a smultaneous exchange of goods for money takes
place; in the case of credit, a given amount of goods or of money, available today, are
exchanged againg the promise of recalving a given amount of goods or money a a
future date. The tempora dimension of the credit contract prompts creditors to gather
information, which dlows them to evaluate the debtors ability to keep their promise to
pay back the loan. The NKs make a digtinction between two Stuations; the first one, in
which there is symmetric information, corresponds to the case in which debtors and
creditors have equa access to dl the avalable information. In the second gStuetion,
characterised by asymmetric information, the creditors do not have at their disposa al
the information possessed by the debtors. The conclusions reached by the NKs can be
summarised in the following four points:

i) the presence of asymmelric information renders the Modigliani-Miller theorem
ingpplicable;

i) the presence of asymmeric information judifies the exidence of financid
intermediaries and, in particular, of banks;

i) the presace of asymmeric information can detemine a credit raioning
equilibrium;

Iv) the presence of asymmelric information influences the characterisics of the
monetary policy transmisson mechanism.

The first result obtained by the NKs was to show that it is not the same for a firm to
finance an investment project by issuing equities or by borrowing. They maintain thet,
in the presence of asymmetric information, it is more codtly to get financing by a share
issue than by borrowing, and they therefore conclude that the latter is the prevdent
form of financing chosen by firms. The NKs reach this concluson by applying to the
capitd market the results of a study carried out by Akerlof (1970).% In Akerlof's model,
the potential buyers of used cars are unable to discern the qudity of the cars; in the case
of the capitd market, the NKs assume that potentid share subscribers know only the
expected return on the investment projects, while the firms have a ther disposa
information dlowing them to know what the actua return on their project will be. If it
is assumed that the yidd expected from dl the projects is the same, it must be
concluded that the shares of dl the firms will be issued on identical terms and that the
bes firms will be pendised. In this situdion it is onerous for the best firms to issue
equities, if the best firms finance themsdves by borrowing, the firms with the less

2 See: Greenwald and.Stiglitz 1993.

3 «“Capitd is at the heart of capitalism... it is imperfections in the capital market — imperfections which
themselves can be explained by imperfect information — which account for many of the peculiar aspects
of the behavior of the economy which macroeconomics attempts to explain.” Stiglitz 1992, p. 269. See
also: Greenwald and.Stiglitz 1991.

“The influence which Akerlof's analysis had on the NKs' theory is important; on this point see: Stiglitz
1987, 2000; Ardeni, Boitani, Delli Gatti and Gallegati 1999; Messori 1999; De Meza and Webb 1987,
Myers and Mgjluf 1984.



profitable investment projects will have to do likewise in order to avoid being identified
by the market. In concluson, in the presence of asymmetric information, the prevalent
form of investment financing is borrowing.>

The second result obtained by the NKs is to show that the form of borrowing used
by the firm is not the direct issue of bonds but rather bank borrowing. Akerlof
obsarved that the presence of asymmetric information dimulaies the cregtion of
inditutions whose am is to reduce information cods, in paticular, Akerlof drew
atention to the activity of the merchants who specidise in evduating the qudity of the
goods.® The banks play the same role in the capitd market as the merchants play in
Akerlof's used car market.” The NKs introduce a key assumption; they observe that the
banks are unable to perfectly screen firms, in other words, they are unable to gther dl
the information necessary to fully define the features of every invesment project,
which the firms intend to carry out® This hypothesis dlows the NKs to State that,
despite the presence of financid intermediaries, the capitd market is ill characterised
by asymmetric information and o0 it works in a different way from a world in which
there is perfect information.

The mogt important result that illudrates this conclusion is the demondration thet it
is possible to reach a rationing equilibrium on the credit market. This result is the third
element that characterises the NKs theory. Stating from the hypothess that every
investment project has two features, the expected return and the risk, the NKs assume
that the banks are able to identify the expected return of each project but not the degree
of risk. The banks dassfy firms into different groups depending on the expected return
on their invesment project, and they apply the same interest rate to the firms belonging
to the same group even if they know that these firms are not perfectly homogenous as
far as the degree of risk is concerned.’ The presence of asymmetric information has an
important consequence, as Akerlof points out in his andyss of the used car market: the
qudity of the merchandise exchanged depends on the price; in the case of the credit
market the degree of riskiness of the loans granted by the banks varies in accordance
with the interest rate gpplied. If it is assumed that the expected return on the investment
projects is the same for dl the firms which belong to the same group, then it can be
demondrated that if the interest rate gpplied by the banks rises, the probability of the
loan being repaid dedlines, and this can cause a raioning equilibrium. Due to the
adverse sdlection and incentive effects, an increase in the interest rate can bring about a
aufficient increase in the riskiness of the loans to cause a reduction in the banks
expected profits. If there is an excessive demand for credit at the interest rate which
maximises the banks expected profit, there will be no reason for them to rase the

® See for example: Myers and Majluf 1984; Greenwald, Stiglitz and Wiess 1984; Grenwald and Stiglitz
1987, 1990, 19933, 1993b.

® “In our picture the important skill of the merchant is identifying the quality of merchandise; those who
can identify used cars in our example and can guarantee the quality may profit by as much as the
difference between type two traders’ buying price and type one traders’ selling price.These people are
merchants.” Akerlof 1970, p.117.

" See: Stiglitz and Weiss 1990; Blinder and Stiglitz 1983.

8 Seer Jaffee and J.Stiglitz 1990; Stiglitz and Weiss 1990; Greenwald and Stiglitz 1991.

% “Screening is, of course, never perfect: potential borrowers are placed into different loan categories but
the bank is fully aware that, within any loan category, there are some risks (loans) which are better, or
much worse, than others. Separating these good and bad risks perfectly is, however, if not impossible, at
least too costly.” Stiglitz and Weiss 1990, p. 93.



interest rate, as such a decison would trigger a drop in their expected profits, in such a
case, arationing equilibrium occurs®

The fourth result obtained by the NKs concerns the description of the characteristics
of the monetary policy transmisson mechanian. The NKs observe that if there are no
drict subgtitutes of bank credit, a monetary policy intervention based on credit supply
control is much more eficent™ Moreover, if the credit market is in a rationing
equilibrium, the monetary authorities can trigger subgtantia variaions in the demand
for irl\éeiment goods by means of a monetary base manoeuvre, a a parity of interest
rates.

2 Some observations on the New Keynesians' theory.

It will be shown tha the NKsS gpproach is conditioned by some wesk eements; in
particular, this approach:
i) gives excessive importance to the presence of information asymmetries as a factor on
which basis to elaborate atheory of credit and financid ingtitutions;
i) condders dimendons such as time and uncertainty in a very different manner from
Keynes,
i) elaborates atheory of financid intermediaries which seems somewhat incoherent.

In the following three paragraphs the reasons behind these critica evauations shal
be explained.

2.1 Information asymmetries and the NKs theory of financial
intermediaries.

The NKs theory is based on two assumptions, the first of which is the presence of
asymmetric information in the capitll market. The second one concerns the behaviour
of financid intermediaries. the NKs assume that banks are only able to patidly screen
debtors. This second assumption plays a fundamentd role; if banks were actudly able
to obtan the same information possessed by the debtors, the conditions of perfect
information would be crested under which, according to the NKs, the creditors would
directly finance the debtors and the intermediaries would not have any raison d'étre.
The NKs thess that the presence of asymmeric information judtifies the exigence of
financd intermediaries implies acoceptance of the specular thess that if the condition of
asymmetric information were diminated, creditors would directly finance the debtors
without any need for tank intervention.® The NKs maintain that if the banks were able
to obtain the same information as the debtors, the interest rate would behave just like

10 Seer Stiglitz and Weiss 1981.

1 Seer Blinder and Stiglitz 1983, p. 300.

12 Seer Blinder and Stiglitz 1983; Greenwald and Stiglitz 1990; Stiglitz and Weiss 1992.

13 This approach is largely shared by scholars of the theory of financial intermediaries; see for example:
James and Smith 1994, Lewis1995.



any other price, and the equilibrium between credit demand and supply would coincide
with the equilibrium between savings and investments:**

“What ensures that the number of individuas certified to be credit worthy, combined
with those with cash resources, generates a demand for current resources equal to current
supplies?... The answer provided by traditional micro-economic analysis is smple: if there
is an excess demand for current resources, the rea rate of interest will rise: as this happens,
the demand for credit, i.e., the number of individuals seeking certification from the banking
indtitutions... is reduced until demand equas supply a full employment for current
resources. Similarly, potentia borrowers with high expected yield projects will bid more
for resources, resulting in an efficient alocation of resources. ... We now argue that, in
economies characterized by ... information imperfections ... the price system may well not
serve the information-equilibrating role assigned to it by conventional theory...”*®

Hence, the presence of information asymmetry is the dement that judtifies a credit
rationing equilibrium and prevents the credit market from resching a podtion of
equilibrium consistent with full employment.*®

It will be argued that the presence of asymmetric information is a wesk judtification
on which to base a Keynesan theory of credit and financid inditutions for two
reasons. The first weak aspect concerns the assumption that financid intermediaries are
unable to obtain dl the information, which firms possess This assumption was
chdlenged by Allen and Santomero (1998), who observed that the spread of the IT
revolution produced a dSgnificant reduction in information costs and therefore they
conclude that these costs do not condtitute a convincing explanation for the presence of
financid intermediaries’’ | share Allen and Santomero's view on the impact of the
technologicd revolution on information costs, especidly if the assumption introduced
by the NKs that there is information which enables the future results of investment
projects to be specified is accepted. Let us assume that it is possible to represent the
future results of an investment project usng a probability digtribution whose parameters
can be defined once the necessary information has been obtained. It then becomes
reasonable to conclude that the IT revolution tends to eiminate the costs necessary to
define the returns on an investment project and the degree of risk it involves. Thus, if
the banks existence is judified by the presence of asymmetric informetion, it must be

14« _.what impedes the standard equilibrating forces from working? In particular, why does rot the
interest rate adjust to equilibrate the demand and supply for credit at a full employment, non-inflationary
level... Considerations of imperfect information impede the use of the interest rate as equilibrating
mechanism.” Stiglitz and Weiss 1990, p.89.

15 Stiglitz and Weiss 1990, p. 101

16 «The fact that the return received by lender may decrease with an increase in the interest rate has one
..effect: it means that there may be credit rationing... It should be emphasized that these arguments apply
so long as the bank does not have perfect information concerning borrowers. Banks categorize potential
borrowers... But the categorization is never perfect... So long as either the adverse incentive or selection
effects from raising interest rates is sufficiently strong, interest rates will not be used to equilibrate the
loan market.” Stiglitz and Weiss 1990, p. 98.

17« . the advent of the technological revolution has substantially reduced the cost of information and
reduced information asymmetry. Yet it did not reduce the need for intermediary services and encourage
direct lending by households. In fact, the data suggest the opposite. In short, the decline in frictions
which were alegedly the market imperfections that led to a need for intermediation services has not
reduced the demand for them. Intermediation is growing and prospering even as the frictions decline.”
Allen and Santomero 1998, p. 1465; see also: Scholtens and Van Wensveen 2000.



concluded that the diminaion of information costs drives the economy towards a
gtuation in which the banks no longer have araison d'étre.

The second week dement is the NKs unconvincing reasoning that, in the absence
of asymmetric information, the credit maket should reach a full employment
equilibrium. The NKs maintain that the presence of asymmetric information provides a
satidfactory answer to the question to which it is widdy held that a theory of financia
intermediaries should respond. This quedtion is formulated by dating from the
seemingly obvious and common sense condderation that the presence of creditors and
debtors is the necessary premise to judify the exisence of financid intermediaries,
intermediaries can only emerge in a world in which debtors and creditors exist. In this
Stuation, the recourse to financid intermediaries involves a cost for debtors and
creditors, therefore the theory should explan what are the advantages, deriving from
the presence of the intermediaries, which can offset costs!® The presence of
asymmetric information seems to provide a good answer; the sarvice offered by the
intermediaries congss in information gathering. If you follow this view, you must
accept the conclusion that when information costs tend towards zero, the reasons that
judify financid intermediaries are no longer vdid. Moreover, if you beieve tha the
credit supply depends on savings decisions, it must be concluded that in the absence of
asymmetric information the neo-classical theory of credit holds®

To show the weskness in this argument, | present two models in which the absence
of asymmetric information does not lead to the acceptance of the neo-classicd credit
theory. The fird example is the theory of credit and financid intermediaries formulated
by Tobin in the 1960s2° There are two interesting aspects to this theory: i) as in the
cae of the NKs, the presence of debtors and creditors is consdered a necessary
condition for the exigence of financid intermediaries; ii) there is no reference to the
presence of asymmetric informetion. As is wdl known, Tobin maintans that the
function of financid intermediaries is to sdidfy the different portfolio preferences of
two groups of operators. the wedth owners and the debtors. The intermediaries play
this role by differentisting the risk and liquidity characteristics of their assats and
ligbilities, they are able to do this because they exploit the advantages gained from
handling alarge number of financid operations.

For the purposes of our analyss, the important eement of this theory regards the
specification of the factors that determine the quantity of credit given by the banks.
Tobin analyses how the credit market works by using capitd account modds in which
only those wishing to buy capital goods grester than their wedth ask for credit. In these
models, the credit supply is independent of saving decisons. Tobin maintains that bank
Sze depends on the same factors that influence the size of the other intermediaries, in
particular, the banks credit supply depends on the willingness of the public to absorb
bank depogits. Since the willingness to absorb ligbilities issued by the banks reflects a
choice concerning the compostion of wedth, the credit supply is independent of the
savings decidons, and the credit maket eguilibium by no means implies full
employment.

18 Seer Hellwig 1991.

19 Bernanke (1993, p. 50) also emphasizes the link between savings and credit supply: “By credit creation
process, we mean the process by which, in exchange for paper claim, the savings of specific individuals
or firms are made available for use of other individuals or firms...”

20 See: Tobin 1961; 1963; 1969; 1982; Tobin and Brainard 1963.



Tobin's andyss departs from the NKs in that it does not give much importance to
the relation between credit demand and invesment decisons which characterises a
model describing flow varigbles. The second example is eaborated by incorporating
this rdation and it shows tha, dso in this case, the absence of asymmetric information
does not imply acceptance of the neo-classical credit theory. This result is judtified by
the characteristics of the credit supply function defined on the bass of the theory
developed by Keynes dfter the publication of the General Theory. The modd is
presented in the third section, after Keyness views have been recdled.

2.2 Credit, time and uncertainty.

The atention given to the credit market leads the NKs to underline the importance
of the temporad dimenson of economic decisons. The second weskness in the NKs
goproach is, in my view, tha it gives importance to time in a way which differs
ggnificantly from Keyness, | believe that Keyness comments dlow us to eaborate a
more meaningful explanation of the banks role than the one put forward by the NKs.

As is wdl known, Keynes stresses that the fundamental difference between his own
theory and the classicd one regards the assumptions about the way in which
expectations regarding future results of economic decisons ae formulated. The
classcd theory assumes that it is possble to define the future results of economic
decisons through objective criteria defined by the probability theory and by actuarid
mathematics. Keynes, however, deemed that criteria ingppropriate, and maintained that
economic decisions are taken in conditions of uncertainty. **

The NKs gpproach vaies dgnificantly from Keyness the asymmetric information
assumption presupposes  that  information  which  enables the future results of
investments to be predicted does exigt, and in many examples it is assumed that if the
operators had the same information they would come up with the same forecasts.?
Keynes held that there are no objective methods for representing the future results of an
investment project; the presence of uncertainty is linked to the continuous Structurd
change in the economic sysem which prevents the use of the past and the present as a
rdiable guide for forecasting the future consequences of economic decisons® As is
wel-known, Keynes develops an explanation for the income fluctuations based on two
eements, both of which are influenced by the presence of uncertainty: the firg is the
ingtability of demand for investment goods, the second is the presence of Speculative
money demand on which the Keynesan theory of interest rates is based. In the third
section of this paper it is argued that the presence of uncertainty conditutes an
important eement in the formulation of atheory of credit and financid inditutions.

21eer Keynes, 1937a, CW. XIV.

22 The difference between the NKs and Keynes in relation to the concept of time and the definition of the
future investment results is forcefully underlined by the post-Keynesians; see for instance: Davidson
1991, Crotty 1996; Wolfson 1996; Dow 1998; |semberg 1998; Piegay 2000.

23 Keynes 1937, p. 114. On this point, see: Davidson, 1991, 1998; Dow 1998.



2.3 Asymmetric information and the presence of banks. a weak
explanation

The find wesk component of the NKs gpproach is the way in which it explains
the presence of banks. As we have seen, this explanation is based on the following
points i) the presence of asymmetric information makes financing through a share
Issue more codly than financing through borrowing; ii) the presence of asymmetry
dimulates the credtion of intermediaries who specidise in information gethering; iii)
the banks ability to collect information is imperfect; despite their presence, a Stuation
of asymmeric information, which makes a credit maket rétioning equilibrium
possible, persds. It can be shown that there is a contradiction in this sequence. Let us
recall that the NKs approach is based on the assumption that it is possble to atribute
vaues representing the expected yield and the degree of risk to the future yield of each
investment project; the asymmetric information between debtor and creditor can relate
to one or both of these vaues. The firg result obtained by the NKs, that it is more
codly to finance projects through shares than through borrowing, is based on the
presence of asymmetric information regarding the yield. In this case, the cost of the
share issue simulates the creation of intermediaries, such as the banks, which specidise
in information gathering. The NKs assume that banks are ale to obtain information
concerning the expected yield on investment projects but they are unable to identify the
degree of rik; the peragence of this gdtuation of asymmetric information between
banks and firms judifies the exigence of a rationing equilibrium. This result appears to
me to have a shortcoming: it has been shown that in the presence of asymmetric
information concerning olely the degree of rik, the form of optima financing
becomes the issue of shares and not bank borrowing.?* The resson for this result is
intuitive: if the banks are not able to know the risk involved in each individud project,
they will finance dl the firms a the same interest rate. This Stuation pendises the less-
risky firms, who will find it more convenient to issue shares dnce, if the expected
return on the firms investment projects is the same, the issue of shares will not pendise
the best firms and it will diminate the possibility of rationing taking place®

To overcome this criticiam, Hellman and Stiglitz (2000) have formulated a modd in
which there are two types of financiers specidisng in the provison of two types of
financing indruments the banks which give credit and the private equity funds which
subscribe shares, they assume that the two intermediaries do not know ether the
expected profit or the riskiness of the investment projects and they show that, in these
circumstances, rationing can again occur.”®

Hdlman and StiglitzZs andyss seems to suffer from one limitation: if it is assumed
that banks do not know either the expected yield or the risk, then it can no longer be
sad that ther role is to collect information. To save the credit rationing result, Hellman
and Stiglitz do not bother to explain the reasons for the banks existence and consider

24 See: Cho 1986; De Meza and Webb 1987; Hillier 1997.

%> See: Cho 1986; D Meza and Webb 1987; Hillier 1997.

264§ there is asymmetric information about both (expected return) and (risk), and if there are two types of
investors specializing in debt and equity respectively, then it is possibile that there is credit rationing,
equity rationing or both.” Hellman and Stiglitz 2000, p. 295.

10



their presence as given?’ | bdieve tha this is an important limitation because, if the
banks do not collect information, it is difficult to see why the creditors do not directly
finance the debtors, thereby avoiding to pay the intermediation costs.

3 Credit, financial institutions and uncertainty

In the next section, three dements that | believe should characterise a Keynesian
credit theory are described, while the subsequent section contains a discusson on three
outstanding issues, which must be dedlt with in order to develop a complete theory.

3.1 Credit and spending decisions

The firg dement that, in my opinion, should characterise a Keynesan credit theory
is the definition of the credit market that emerges from Keyness response to Ohlin's
criticdiams of the interest rate theory contained in the General Theory. Responding to
Ohlin, Keynes recognises that, in a monetary economy, the avalability of money
condtitutes the necessary condition for the redisation of a spending decison. He aso
emphasses the fundamental role of the credit market, understood as a place in which
the new money created by the banks or the existing money available to wedthholders is
given to firms that ask for credit to finance investments. Keynes recognises tha
spending decisons can be influenced by the lack of liquidity but, in contrast to Ohlin,
he underlines that the credit supply does not depend on savings decisions.

“... the trangtion from a lower to a higher scae of activity involves an increased
demand for liquid resources which cannot be met without a rise in the rate of interest,
unless the banks are ready to lend more cash or the rest of the public to release more cash at
the exigting rate of interest. If there is no change in the liquidity position, the public can
save ex ante and ex post and ex anything else until they are blue in the face, without
aleviaing the problem in the least... This means that, in generd, the banks hold the key
position in the trangition from a lower to a higher scae of activity. If they refuse to relax,
the growing congestion of the short-term loan market or of the new issue market, as the
case may be, will inhibit the improvement, no matter how thrifty the public propose to be
out of their future incomes. On the other hand, there will aways be exactly enough ex post
saving to take up ex post investment and so release the finance which the latter had been
previoudy employing. The investment market can become congested through shortage of
cash. It can never become congested through shortage of saving. This is the most
fundamental of my conclusions within this field.”*®

Building on Keyness reasoning, we can define the credit market as the place in
which purchasng power is put a the digposd of firms which intend to make

27 Bhattacharya and Takor (1993, p. 19) assert that: ... rationing models fails to address the role of the
bank itself: the bank is merely a conduit for moving resources from savers to borrowers without any
further justification”

28 Keynes, 1937, CW XIV, p. 222.

11



invetments, in this maket are not trandferred resources generated by savings
decisons, but rather liquidity, newly crested or dready available means of payment.
This definition of the credit market diverges from the neo-classicd theory's logic of the
exchange, namdy, that in the credit market resources are transferred from savers to
debtors. According to the Keynesian framework, the credit supply is determined by the
financid inditutions and it is independent of the saving decisons. The credit reation
concerns the banks and the debtors, while the savers accumulation of the financid
instruments issued by the banks is a consequence of, and not a requirement for, the
provison of credit. The presence of the credit market prompts us to modify Clower's
wdl-known satement thet a monetary economy is an economy in which money buys
goods, goods buy money but goods do not buy goods. A monetary economy in which
the credit market functions is an economy in which it is not necessary to ether <l
goods or reduce the demand for consumer goods in order to have money.?® Starting
from this definition of the credit market, it is obvious that a key role is played by the
banks, which, as Keynes remarks, are indtitutions which grant credit by creating new
means of payment.

Building on these dements, it is possble to describe a second example which
shows how the absence of asymmetric information does not imply that the neo-classcd
theory is vaid. Unlike the Tobin case, in this example it is assumed that the credit
demand is judified by the firms investment decisons. Let us condder a sysem
composed of four markets: money in the form of bank deposts, bank credit, shares and
goods. Let us suppose that the banks balance sheet can be represented as follows:
ad D+CD=ROB +L

The barks issue two types of ligbilities: depodts (D) which have a return equa to
zero and certificates of depodsit (CD); we assume that the CDs are consdered by the
wedth owners to be perfect subgtitutes of the shares and so the banks pay an interest
rate equal to the bond rate |, on these ligbilities*® The banks assets comprise the loans
(L) and the required reserves (ROB) which are proportiond to the deposts according to
the equation:

b) ROB=gD <1

Let us suppose that the banks provide financing by means of a standard debt
contract which provides that the firms, if successful, repay the loans plus the interest; if
unsuccesstul, the banks shdl obtain the whole result of the investment. Let us assume
tha the banks behave in an oligopoligic manner; ther objective is to obtan an
expected profit rate r* , applying a mark-up (1 + q) at the rate p, according to the
equation:

c) r*=(1+ar

To achieve this objective the banks will have to gpply an adequate interest rate
vadue r to the loans given to firms. In order to determine this vaue we have to make
some assumptions about the characteristics of firms and the information avalable to
banks. Let us suppose, as a preliminary approximation, that the firms which ask for

29 This definition of the credit market is also found in Schumpeter, who maintained that: “... we define
the kernel of the credit phenomenon in the following manner: credit is essentially the creation of
purchasing power for the purpose of transferring it to the entrepreneur, but not simply the transfer of
existing purchasing power. The creation of purchasing power characterises, in principle, the method by
which development is carried out in a system with private property and division of labor.” Schumpeter
1912 (1934), p.107.

%0 See: Romer and Romer 1990.
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credit are pefectly homogenous every firm intends to redise an invesment project
whose cost is equa to K, and asks for an amount of credit equa to K. All the projects
have the same characteridics if successful, they enable a result equa to R>K to be
obtained with probability equal to -p, and, if unsuccessful, a result equad to K with
probability equa to (1-p). If we suppose that firms are indifferent to risk, they will
decide to ask for a loan if their expected return E(P) is higher than zero; since the
banks give loans a the rate r;, we get:

d) E(P)=[R-(1+n)K]p

The maximum interest rate which firms are willing to pay will therefore be:
en =RK-1

The profit expected by the banks will be equd to:

f) B(P) =p(1 + K +K(1-p)
from which we get the expression of the expected rate of return:
gr =(Es(P)—-K)K=rp

To obtain an expected rate of profit of r*, the banks will have to apply an interest
rate of r* =r */p on the loans; the banks will be able to set thisrateif: r* =1, .

We can describe the model using the following equation:

1) D=(lg)MB

2) D=D(Y; )

3 r*=(1+qg

4) n*=r*lp

5 L=L({*))

6) CD=L+MB-D

7)Y =Y((r))

This modd is composed of seven equations and seven unknowns. D; Y; k; r*; n*;
L; CD, Y. By manoewring the monetay base (MB), the monetary authorities
determlne the quantity of depodits (eg. 1); the equations 2, 3, 4 and 7 determlne ; I *;
', Y . Equations 5 and 6 describe the credit market: given the variables r™ and 1,
equation 5 determines the quantity of credit requested by firms as a function of the
invesment flow, while equation 6 determines the amount of DCs which mugt be
created by the banks in order to adjust the supply of credit to the demand. As the
reserve requirement regards only that component of liabilities which is composed of
depogits, D, the banks can expand the credit independently of the amount of the
monetary base, creating CDs. Credit is an endogenous variable, independent of the
saving decisons, in this case, the banks adjust the credit supply to the demand. The
credit supply is not influenced by saving decisons, the savings flow is a consequence
of invetment decisons, there is no guarantee that the credit market equilibrium is
compatible with full employment.

In this modd, the presence of asymmetric informatiion does not change the
characteristics of the credit markets and in particular of the credit supply function, it
amply influences the value of the interest rate gpplied on loans by the banks. Let us, in
fact, suppose that firms can be divided into two groups depending on the characteristics
of the invesment projects which they intend to redise® Let us aso suppose that the
projects of the firms which belong to group —- obtain, if they are successful, a vaue
equa to Ri with probability pi and, if they are not successful, a vaue equd to K with

31 The assumptions introduced are the same as those used by the NKs to illustrate the possibility of a
rationing equilibrium.
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probability (1 — pi). On the other hand, the projects of the firms which belong to the
group —- shdl obtain, in the event that they are successful, a result equa to R} with
probability pj and in the event that are not successful, a vaue equa to K with
probability (1- pj). Let us further suppose that the expected vaue of the two investment
projects is the same; hence we get:

h) E(R)=ER)) =M >K

As the expected return of the two projects is the same, the less risky project is dso
the project that, if successful, will produce the lower result. If, for example, it is the
cae that: pi > pj, then we will ds0 get: Ri < Rj. This implies that the maximum interest
rate that the firms of group —- will be willing to pay shdl be inferior to the one that the
firms of group —- are willing to pay. On the bass of equation €) we can date that the
maximum rate that firms of group —- are willing to pay will be equd to: i’ = RI/K —1,
while the maximum rae that the firms of group —j- are willing to pay will be equd to:
jl’|’ =Rj/K -1.

The banks problem is to stabilise the interest rate to apply to firms in order to
obtain an expected rate of eturn equd to r*. The solution to this problem will depend
on whether or not there is asymmetric information. If the banks were perfectly able to
recognise to which group esch firm beongs, they would gpply two different interest
rates. On the basis of equation f) we can observe that the expected profit flow deriving
from the loans to firms of group —i- will be equd to:

) B(Pi) = pi(1 +in)K + K(1—pi)
from which we get:
Dri= (BEs(?i)) —K)K =inpi

So, in order to obtain an expected rate of return of r* on the loans granted to the
companies of group —i-, the banks will have to apply to them a rate equa to: ir;’ = r " /pi.
In the same way, in order to obtain an expected rate of return of r~ on the loans granted
to firms of the group -, the banks will have to gpply to them arate of: jn* =r’/pi.

In the case in which the banks are not able to digtinguish between the firms
belonging to the two groups, they will apply just one rate of interest. As irf’ is the
maximum vaue of the interest rate which the companies of group — are willing to pay,
for vaues of r = r’, both groups of firms shdl ask for credit; therefore the expresson
of the expected rate of return of the banks shdl be:

m) rij = npin + npin = n(pin + pn)

where n and 1 represent the proportion of group —- and group —- firms out of the totd.
In this case, in order to obtain an expected rate of return of r* the banks will have to
goply an interest rate of:

ML =r*/(pin+ pn) . .

This vaue will be between i e jn; in the presence of asymmetric information,
therefore, the firms of group —i- pay a higher rate than they would in the case of perfect
informetion.

We can illugrate these different Stuations of equilibrium using figure 1, which
plots the expected rate of return of the banks on the ordinates, and the interest rate
applied on loans on the abscissae. >

%2 Thisfigureistaken from Hillier 1997.
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In the case of pefect information we get two different relations. the dteeper line,
with dope equa to pi, represents the relationship between the profit rate expected by
the banks and the interest rate applied on the loans granted to the firms of group —i-; the
less steep line, with a coefficient of pj, represents the relation which corresponds to the
loans provided to the firms of group —-. The broken curve represents the relation
between the interest rate gpplied and the expected rate of return in the case of
asymmetric information. This curve is discontinuous a the point where the interest rate
is ir’. Given the target value of the expected rate of return 7, the values of the interest
rate which should be applied by the banks can be read on the plotted curves. In the case
of pefect information, the banks will aoply two different rates the rate which
corresponds to point —a will be gpplied to the group —i- firms, and that which
corresponds to point —b- to group —- firms. In the presence of asymmetric information,
on the other hand, the banks apply the rate which corresponds to point —c- to dl the
firms

It must be emphasised that, in this modd, the presence of asymmetric information
does not dter the characteristics of the credit market: in both the case of perfect
information and asymmetric information, the amount of credit granted is in no way
influenced by the savings decisons.

It should be pointed out that, athough the NKs generaly conceive of the credit
market as a place in which the resources accumulated through savings are exchanged,
they sometimes define the credit market in a manner Smilar to that found in Keynes's
response to Ohlin. For example, Stiglitz and Weiss (1990, p. 105) state that:

“Credit is not like an ordinary good. It is not only that credit is not allocated by the
price system. It is possible to create credit seemingly out of thin air. And by the same
token, credit can disappear: a confidence crisis can suddenly lead to the shrinking of credit.
Thus, the magnitude of credit outstanding may not be easily predictable...”
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In some cases, the NKs consder credit as a subdtitute of cash in its function as a
means of payment; Greenwald and Stiglitz (1991) observe that there are no reasons
which judify the exigence of a dable raion between quantity of money and income,
since it is possble to make spending decisions by using credit.® In this case, the NKs
congder credit as a monetary variable and not, as the neo-classcal theory holds, as a
red variable.

Findly, we note that in Keyness approach an important difference emerges
between the credit market and Akerlof's used-car market. In the latter case, we can
think that the quantity of cars is independent of the choices of the intermediaries who
specidise in evduating the qudity of cars (the merchants). However, in the credit
market, the amount of credit depends on the decisions of the financial indtitutions

3.2 Therole of the banksin the presence of uncertainty

The presence of uncertainty conditutes an important ement on which to build a
Keynesan theory of credit and financid inditutions, as it provides a sounder basis for
explaning the role of banks than asymmetric information does. Keynes points out that
the need to act has led us to develop a drategy which dlows us to take decisons even
when we don't know anything about the future results of our actions. He notes, for
example, that in conditions of uncertainty, individuas think that other people are more
informed and so they take ther own decisons on the basis of the predominant
opinion.**

Following this approach, it can be said that the banks that finance firms by cresting
new money ae the inditutions which, in a world of uncertanty, are given the
respongbility of deciding which investment projects can be caried out by firms. The
presence of such project-screening inditutions "save our faces as rationd, economic
men’. Not even the banks, of course, possess insruments which alow them to know
the ‘trueé probability didribution of future investments returns, they sdect the
goplications for credit on the bass of subjective criteria, based on a conventiond
judgemen.

There are two aspects of the banks action in the presence of uncertainty which are
worth highlighting. To introduce the first one, it is a good idea to recal that Keynes
believed that the conventiond judgements necessary to take decisons in conditions of
uncertainty are subject to sudden changes® It can thus be assumed that aso the

33 This reasoning is linked to the definition of liquidity introduced by the Radcliffe Report and used by
Kaldor in his critique of monetarism. On this point see: Bertocco 2001.

34K nowing that our own individual judgment is worthless, we endeavour to fall back on the judgment of
the rest of the world which is perhaps better informed. That is, we endeavour to conform with the
behaviour of the majority on the average. The psychology of a society of individuals each of whom is
endeavouring to copy the others leads to what we may strictly term a conventional judgement.” Keynes
1937, p. 114.

35«Now a practical theory of the future based on these ... principles has certain marked characteristics. In
particular, being based on so flimsy a foundation, it is subject to sudden and violent changes. The
practice of caimness and immobility, of certainty and security, suddenly breaks down. New fears and
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evaduation criteria goplied by the banks can change rapidly, provoking deep ingability
in the economic sysem. Minsky explains that the dternation of phases of boom and
busgt is due to changes in the banks criteria in gppraigng firms investment projects. The
goplication of permissve criteria drives the boom phase, encouraging firms to increase
their borrowing and, consequently, their debt repayment commitments, this creates the
conditions for a crids caused by events tha prevent firms from honouring ther
repayment obligations.>®

The second aspect worth noting is that, in the presence of uncertainty, banks can
choose to ration credit despite the fact that they are able to create credit endogenoudly.*’
Reasoning within the NKs gpproach, the two concepts of credit rationing and credit
supply endogeneity appear to be contradictory. Indeed, we must remember that,
according to Stiglitz, the rationing equilibrium depends not only on the presence of
asymmetric information, but adso on the characteristics of the credit supply function.
We mugt assume that the credit supply is condrained by the avalability of monetary
base, or dse that it is an increasing function of the banks expected rate of return. If the
credit supply function was pefectly eadtic a the interest rate that maximises the banks
expected profits, there would be no rationing equilibrium. In the presence of
uncertainty the dtudtion is different; it would be possble to have a credit rationing even
if the banks were able to satisfy dl the credit demand corresponding to any interest rate
level. Let us assume that banks st the interest rate by applying a mark-up a a
benchmark rate which could be the bond rate or an interest rate controlled directly by
the monetary authorities, in this case, rationing can occur even when banks have the
same information as firms. In conditions of uncertainty, credit rationing arises due to
the fact that firms and banks may formulae different expectations regarding the future
results of the same invesment project even when the same information is avallable to
them; the bank might be less optimistic about the project's future returns, or it could be
more risk averse. As Tobin (1980, p.10) states:

“Typically (debtors) indebtedness is rationed by lenders, not just because of market
imperfection but because the borrower has greater optimism about his own prospects and
the value of his collateral, or greater willingness to assume risk and to die insolvent, than
the lender regards as objectively and prudently justified.”

This rationing phenomenon has different characteristics from the one described by
the NKs, Stglitz, in fact, points out that, a the rationing equilibrium, the demand for
credit from firms which are - from the banks standpoint - identica to firms which do
obtain financing, is not saisfied. However, in the presence of uncertainty, the banks
refuse to finance firms which they congder different from the others, in other words,
firms which they do not deem to be credit worthy .3

Thus, we can say that, in a Keynesan framework, the role of the banks is defined
by the combinaion of two functions in the firg place, banks are inditutions which, in
conditions of uncertainty, assume the responghility of choosng the invesments which
should be made; secondly, the banks grant credit by cresting new money. As we have

hopes will, without warning, take charge of human conduct. The forces of disillusion may suddenly
impose anew conventional basis of valutation.” Keynes, 1937, pp. 114-5.

%6 See: H.Minsky 1975.

37 See: Lavoie 1992; Dow 1992; Wolfson 1996.

38 Seer Wolfson 1996.
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mentioned, the NKs maintain tha there is no reason to expect a dable reationship
between quantity of morey and income, since the spending decisons can be financed
through credit. It is paradoxicd that after having maintained that credit can subditute
money, the NKs do not highlight the monetary role of banks that is ther ability to
offer credit by creating new money; as a matter of fact, they clam that the unique
feature of banks is the nature of ther assets rather than ther liabilities Such lack of
interest in the monetary function of banks is probably due to the conviction that, in the
last andysis, the credit supply depends on savings decisons. In contrast, the
ggnificance dtributed to the monetary function highlights the fact that the credit supply
does not imply a saving decison, and that the presence of savers is not a prerequisite
for the exigence of a credit relation; this relation regards firs and foremost banks and
debtors.

Findly, it must be mentioned that while, on the one hand, the NKsS comments
about the working of the credit market and the role of the banks appear to be somewhat
a odds with Keyness views, on the other hand, we can find some statements which are
coherent with the approach of Keynes and the post-Keynesans. Greenwald and Stiglitz
seem on cetain occasons to accept the argument that it is impossble to objectively
represent the future results of economic decisons.:

“Capitalist economies are complicated...Decisons of individuas and firms today are
based on future expectations, and are affected by past decisions. Individuals do not have
perfect foresight or rational expectations concerning the future. The events that they
confront often appear to be unique, and there is no way that they can form a statistica
mode predicting the probability distribution of outcomes. And there is little evidence that
they even attempt to do s0. At the same time, individuals are not myopic. They do not
assume that the future is like the present.”*

Moreover, they acknowledge that the activity of screening credit-seeking firms does
not by any means imply that the banks have less information than firms Stiglitz, Weiss
(1990, p. 96) note that banks can refuse credit to the firms which promise to pay the
highest interest rate because:

“... there may be systematic reasons for suspecting that those who are willing to offer
to pay the highest interest rate are not among the best credit risks... among those who are
most likely to bid high interest rates are risk lovers (who are willing to undertake very risky
projects, with a small probability of success, but high returns if successful); optimists (who
overestimate the probability of projects succeeding and the return if successful); and crooks
(who, because they do not plan to pay back the money anyway, are virtualy indifferent to
the interest rate which they ‘promise’).”

If the banks key function is to screen firms, then it must be concluded that their
presence is not judtified by the fact that the potentid creditors do not have the same
information as the debtors, but rather by the need to have an inditution charged with
the task of evauding invesment projects with vaid criteria in the interest of society as
awhole. This role is important in a world in which those who seek credit are not able to
evduate the characteridics of ther own project in a socidly sgnificant way. Jeffee ad
Stiglitiz (1990, pp.873-4) illudrates this concept by usng the example of the sdection
criteria adopted by American universities:

39 B.Greenwald, J.Stiglitz 1987, p. 131. See also: Jaffee and Stiglitz 1990; Stiglitz 2000.
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“Some might find it appeaing for American universities to auction the space in each
incoming class to the highest bidders. After al, the individuals are presumably well
informed concerning their own abilities - they know how hard they had to work to obtain
the A- and might be the best judges of the expected value added of, say, a Harvard
education. ... However, none of the mgor private universities uses an auction system.
Presumably it is not believed that individuals are good judges of their own ability.....
Similar arguments hold for credit markets, with particular force in changing environments...
credit is used when there is a discrepancy between the availability of current resources and
judgments concerning the returns on potential uses of resources. But are individuas
judgments to be trusted? ... willingness to borrow (at any interest rate) may be affected as
much by borrowers optimism concerning future interest rate, prices, and wages as it is by
the ‘red’ characteristics of the project. The price system would work no better in alocating
capital resources than it would in alocating scarce places in our mgjor private universities.”

Hence the concluson that banks should not screen the investment projects on the
bass of debtors income, but on the bass of ther judgements regarding the qudity of
the project.*

We can conclude this section by underlining another important difference between
Akerlof's used-car market and the credit market; in the previous section it was observed
that, unlike the gtuation in the used-car market, in the credit market, intermediaries can
influence the quantity of credit offered. Futhermore, in the credit market intermediaries
dso influence the qudity of the credit, as in the presence of uncertainty the banks
evauate loan applications by adopting subjective criteria. Therefore, by their choices,
they atribute to the investment projects a certain level of quality.

3.3 Credit and development of the economic system.

The third dement which should set a Keynesian theory gpart is the emphasis on the
role of credit in the process of change in the economic sysem. The presence of
uncertainty characterises a world in which the past and present are not indicators of the
future outcome of invetment decisons. Invesment decisons ae unique decisons,
cgpable of influencing the evolution of the economic sysem, so by sdecting the
investments to be made, the banks influence the process of change in the economic
sysem. This point is forcefully underlined by Kador who, in his expodtion of his
money supply endogeneity theory, highlights the role of banks in the growth of
economic systems*!

40«The bank does not want to select among alternative borrowers on the basis of their projections of
future interest rates: it wishes to discriminate on the basis of the quality of the projects” Jaffee, Stiglitz
1990 p. 874.

41« the most important difference between the ‘monetarist’ and the ‘anti-monetarist’ ... is the question
whether the prevalence of credit money ... is a favourable factor in the functioning of capitalist market
economies or the opposite. Adam Smith ... emphasized, in his chapter of Money in Book |1 of the Wealth
of Nations, the favourable effects caused by the opening of banks on the general prosperity of particular
regions. He cited the examples of numerous Scottish towns.... In Keynesian terms, Smith meant that the
elasticity of bank credit made it possible to increase the volume of productive investment and thereby
generate the additional savings necessary to finance the investment.” Kaldor and Trevethick 1981, p. 8.
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Kddor criticises the neo-classic gpproach because of the fact that it focuses on the
dlocative function of the market, without mentioning the factors which influence the
process of change in economic sysems. Moreover, he highlights the role of banks in
the deé{zelopment of the economic system, dimulated by the presence of increasing
returns:

“... the process of endogenous salf-sustained growth requires... above all, a monetary
and banking system that enables capital investment to increase in response to inducements,
S0 as to generate the savings required to finance additiona investment out of addition to
production and incomes. This is the red significance of the invention of paper money and
of credit creation through the banking system. It provided the pre-condition of sdf-
sustained growth. With a purely metallic currency, where the supply of money is given
irrespective of the demand for credit, the ability of the system to expand in response to
profit opportunitiesis far more narrowly confined.”*®

The third dement of this theoreticd framework therefore is the focus on the relation
between the credit market, financid inditutions decisons and the process of economic
growth. The andlyss of this rdation must be carried out by abandoning the idea that the
action of the financid inditutions dlows the red world to obtain the results possble in
an ided world with perfect information and perfectly competitive markets.

3.4 Some open issues

In concluding this paper, | mention three issues which must be tackled in order to
devdop a meaningful Keynesan theory of credit and financid inditutions. The firg
one is the andyds of how the credit market and the financid inditutions function
within a model which congders both flows and stock. The NKs andyds and the
critical observations mentioned in the previous pages are developed in terms of flows:
the demand for credit is used to finance investment decisons, and the credit supply
coincides with the flow of new money created by the banks. The theory elaborated by
Tobin in the course of the 1960s is, in contrast, an example of an andyss on how the
credit market functions, eaborated by consdering stock variables, the credit demand is
expressed by operators who wish to acquire a stock of exiging capitd goods which is
gregter than the amount of thar wedth. | think it is appropriate to describe the role of
credit and of the financid indtitutions within a model which takes account both of the
stock variables and of the flows, for two reasorns: i) in the first place, the operators can
request credit to buy not only new capitd goods but dso exiging capitd goods, ii)
secondly, it must be remembered that the credit demand can be met through the
cregtion of new money or through the use of existing money. Hence, to specify this
second source of credit supply it is necessary to consider the stock variables.

The second issue to be addressed is the analyss of the role of the non-bank
intermediaries. The NKs tend to identify the financid intermediaries with the banks,
they are not concerned with explaining if the banks carry out a specid role with respect

42 See Kaldor 1985.
43 Kaldor 1972, p. 1250.
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to other financid intermediaries; in this pgper an andogous framework has been
adopted. This andyss is not complete: it is necessary to clarify whether banks have
paticular characterigics which differentiate them from other intermediaries. We must
ask oursdlves if the fact that banks can grant credit by creeting bank money gives them
an advantage over other intermediaries. To answer this question it must be remembered
that invesment projects can be financed with newly crested money or with circulaing
money. Consequently, if a dgnificant stock of money exiged which wedth-owners
were willing to exchange for credit indruments issued a a suitable rate, it could be
concluded that, in invedment financing, the nortbank financid intermediaries which
collect liquidity by placing securities carry out an andogous role to that of the banks.

The lagt issue regards the temporad dimenson of the credit contract. Given that the
contract envisages the exchange of money today againgt the promise of a certan
amount being avalable a a given future date, the anadyss of the credit phenomenon
cannot be exhausted by sating demand and supply functions. It becomes important to
date the factors which influence the firms ability to honour ther loan repayment
obligations. The andyds of this point provides support for an important thess which
Keynes advanced, and which was taken up by the NKs, namely, hat price flexibility
does not automaticaly enable the full employment equilibrium to be reached. As a
matter of fact, in the presence of debt contracts and of firms repayment obligations
fixed in nomind tems price flexibility can have dedabilisng effects® The
soecification of the factors which influence the ability of firms to repay loans is an
important dement of the theory of credit and financid inditutions. Schumpeter held
that, by financing the entrepreneur-innovator by means of the creetion of bank money,
the banks express the socid consensus towards the project which the firms intend to
finance. Hence, they attribute to the entrepreneur the control of a part of the resources
to redise innovations whose effect will have repercussons on al of society. Following
this approach, we can date that the socia consensus which is expressed when an
investment project is financed is patid; the subgtantid consensus towards these
projects will be expressed by society as a whole, by creating the conditions which alow
firms to repay the loans. It therefore becomes important to state which conditions alow
the firms to repay the loans. Thisis one of the central themes of Minsky's anaysis*

Conclusions

The basc merit of the NKs approach is the importance it gives to the credit market
and the issue of the financing of spending decisons. In the firgt part of this paper, some
elements of weskness in the NKs approach have been identified, and they can be listed
asfollows
i) according to the NKg the importance of the credit market and of the financid
inditutions is linked to the presence of asymmetric information; in a world of perfect
information the savers directly finance the firms investment projects and the financid
inditutions do not have any role. For the NKs, it is a fundamentd point that the
intermediaries, who have the function of gathering information in order to screen the
loan gpplicants, are not able to fully carry out this function; if they were, agtuation of

44 Seefor example: Minsky 1980, pp. 29-30.
“>Minsky 1984.
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perfect informetion would be re-created, in which the neo-classcd credit theory would
hold. Two criticisms of this approach have been advanced. In the first place, it has been
observed that the conclusons of Allen and Santomero that the IT revolution has
subgtantidly reduced the information costs seem wadl-founded, if you assume that there
is information which dlows the future results of investment projects to be defined by
means of a probability distribution. Secondly, we have seen that there is no sound basis
for the NKs cdams that, in a world in which banks and firms have the same information
a their disposdl, the neo-classicd theory of credit should apply;

i) in ther dudy of the credit market, the NKs highlight the tempora dimenson of
economic decisons. It has been shown that, on this point, the NKs arguments are at
odds with those of Keynes, who held that economic decisons are taken in conditions of
uncertainty;

iii) findly, a contradiction in the approach of the NKs has been pointed out. To respond
to some criticiams a the firsd demondration of the possble exisgence of a credit
rationing equilibrium, the NKs assumed that the banks do not know ether the expected
return, or the investment project risk; in this mode the banks are not able to collect any
more information than the potentid creditors, so it is unclear why creditors and debtors
do not finance each other directly, thereby avoiding intermediation cods.

On the bass of this criticd andyss of the NKs gpproach, the dements which
should didinguish a Keynesan theory of credit and financid inditutions have been
identified:

a) in the firs place, this theory should be based on the definition of the credit market
contained in Keyness response to Ohlin's criticism; Keynes conceives of his market as
a place in which purchasing power is put a the disposd of firms in order to cary out
invesments. In this market are not trandferred the resources which are generated by
savings decisons, but rather newly creasted or dready exiting means of payment;
Keynes dtributes a fundamental role to the banks, which finance the firms by cresting
new means of payment. Following Keyness suggestions, it is necessary to build a
theory of credit that goes beyond the logic of exchange found in the neo-classcd
theory according to which in the credit market the creditors transfer resources saved to
the debtors. On the contrary, in a Keynesan framework, the credit supply is determined
by the financid inditutions and is independent of the savings decisons, the credit
relationship regards the banks and the debtors, while the accumulation of financid
instruments by the saversis aresult of the provison of credit by the banks;

b) the second element which should feature in a Keynesan theory of credit & a certain
emphasis on the presence of uncertainty which alows important aspects of bank action
to be demongrated. In a world without objective criteria to represent the future results
of economic decidon, the banks are the inditution given the resporshility to decide
which investment projects can be made by firms. Banks do not necessarily act in
conditions of less information than the debtors, but they screen the loan applications by
adopting subjective evauation criteria which are accepted by society at large. Two
important aspects of the banks action have been highlighted. Firdly, it has been
observed that the banks decisons condition the development of the economic system.
In other words, they influence the structurd changes which characterise a world with
uncertainty, in which invesment decisons are unique decisons, and the past and
present do not conditute a reiable guide to project the future results of economic
decisons. Moreover, it has been observed that the evolution of the economic sysem
can be characterised by a dgnificant degree of ingtability provoked by bank behaviour;
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the dteration of conventiond criteria used by the banks to evauae the firms
investment projects can generate dternating periods of boom and bust, as has been
shown by Minky. The second ggnificant aspect of bank action in conditions of
uncertainty is the posshbility of a credit rationing equilibrium occurring. This result is
not due to the presence of asymmetric information but rather to the discrepancy
between the eva uation criteria employed by the banks and that used by firms

In the fina few pages, three issues which must be addressed in order to eaborate a
complete Keynesian theory of credit were identified:

1) fird, this theory should integrate te andyss of the stock and flows as the investment
decisons can dso be financed by using exising money. Moreover, the credit can be
used not only to finance the acquidtion of investment goods, but dso the acquidtion of
exiding capitd goods;

ii) te second problem to be addressed regards the uniqueness of the banks with respect
to the other intermediaries. This means verifying whether, in a world with high
financid dock variables, the banks &bility to finance invesments through the creation
of new money gives them an important advantage compared to other intermediaries,

iii) the third question that must be dedt with is closdy connected to the tempora aspect
of the credit contract. Reference has been made to the concept of socid consensus used
by Schumpeter in order to highlight the respongbility vested in the banks, whose
invetment decisons condition the evolution of the economic sysem. In order to
complete this andyds, it is important to study the factors which determine firms ability
to meet the loan repayment obligations. This entalls explaining if the firms ability to
repay the loan can be interpreted as a dgn of society's approva of the financing
decisons made by banks.
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