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Vorwort

Die internationalen Finanzmirkte haben in den letzten Jahrzehnten ein
rasantes Wachstum vorgelegt. Es sind die Mirkte fiir Geld, Kredit, Portfo-
liokapital, Devisen und Derivate, die hinter dieser Dynamik stehen, national
und weltweit. Schrittmacher dieser Entwicklung waren die Liberalisierung
des Kapitalverkehrs, der Durchbruch zu neuen Kommunikationstechnolo-
gien und das rasche Vordringen innovativer Finanzprodukte. Funktionstiich-
tige Finanzmirkte erfiillen unverzichtbare Aufgaben fiir die Entwicklung
und Wohlstandssteigerung der Volkswirtschaften. Aber sie neigen auch zu
Verzerrungen und Ubertreibungen, verleiten Anleger, Banken und Finanz-
intermedidre nicht selten zu riskanten Dispositionen. Einige Segmente der
Finanzmarkte haben sich bereits vom realwirtschaftlichen Unterbau ab-
gekoppelt. Starke Schwankungen der Preise fiir Finanzaktiva (insbesondere
Zinsen und Wechselkurse), ausgelost durch die zunehmende Mobilitdt der
internationalen Finanztransaktionen, konnen tief in die realwirtschaftliche
Sphére hineinwirken und dort zu Verwerfungen fiihren. Das ist auch der
Grund, weshalb die Politiker den Dimensionen und der Volatilitit der
Finanzmirkte inzwischen hohen Respekt zollen und den Disziplinierungs-
druck der Kapitalmobilitét fiirchten gelernt haben.

Vor diesem Hintergrund kommt den ,,Kern“-Themen der Berner Jahresta-
gung 1997 des Vereins fiir Socialpolitik grundsatzliche wie aktuelle Bedeu-
tung zu. Aus dem weiten ,,Spannungsfeld”, innerhalb dessen die Finanz-
mirkte stehen, wurden drei Eckpunkte ausgewihlt: Die Finanzmairkte (1)
im Kontext der Globalisierung, (2) im SuchprozeB nach einer ,,Balance*
zwischen Finanzinnovationen, Wettbewerb und Bankenregulierung sowie
(3) im Vorhof der bevorstehenden Europédischen Wihrungsunion.

Die erfreuliche Resonanz auf diese thematischen Schwerpunkte — erkenn-
bar an der intensiven Plenumsdiskussion — ist zuallererst das Verdienst der
Referenten, denen an dieser Stelle fiir ihre engagierten Vortrige ausdriick-
lich gedankt sei. Herzlich bedanken mochte ich mich ferner bei den beiden
anderen Mitgliedern der Kommission zur wissenschaftlichen Vorbereitung
der Kerntagung, den Herren Kollegen Ernst Baltensperger (Bern) und
Giinter Franke (Konstanz), fiir die konstruktive Zusammenarbeit. Herrn
Kollegen Werner Hildenbrand (Bonn), der die ehrenvolle Tradition der
Thiinen-Vorlesung fortgesetzt hat, bin ich verbunden, daf} er sein mit Span-
nung erwartetes Referat fiir diesen Tagungsband zur Verfiigung gestellt hat.

Speyer, im Mirz 1998 Dieter Duwendag
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International Capital Movements,
Financial Volatility and
Financial Instability

By Frederic S. Mishkin*, New York

Abstract

This lecture outlines an asymmetric information theory of financial
instability which describes the fundamental forces which harm both the
financial sector and economic activity. This asymmetric framework is then
used to demonstrate that although international capital movements and
financial volatility can play a role in destabilizing the economy, their role
is frequently overstated.

I. Introduction

In the last twenty years, almost all countries throughout the world have
experienced major episodes of financial instability, sometimes with devas-
tating effects on economic activity. At the same time, we have seen
increased liberalization of financial systems with lower barriers to capital
flows and a greater role played by financial markets. Linking these devel-
opments together has led to increasing concern that the international capital
movements and financial volatility may prove to be harmful to the econ-
omy. How justified are these fears?

To answer this question, we need a general framework for understanding
the role of financial volatility, by which I mean increased volatility of asset
prices, and international capital flows in producing financial instability and
resulting effects on economic activity. In this lecture, I lay out an asym-
metric information theory of financial instability which outlines the funda-
mental forces which harm both the financial sector and economic activity.

* Graduate School of Business, Columbia University, and National Bureau of
Economic Research.

This lecture has been prepared for the Annual Conference 1997 of the German
Economic Association, Bern, Switzerland, September 24 - 26, 1997. Any views ex-
pressed in this paper are those of the author only and not those of the National
Bureau of Economic Research or Columbia University.



12 Frederic S. Mishkin

With this framework, we will be able to see that although international
capital movements and financial volatility can play a role in destabilizing
the economy, their role is frequently overstated.

The lecture starts by outlining the role that asymmetric information plays
in our financial system. The next section then uses the asymmetric informa-
tion analysis to develop a theory of financial instability. Then this theory is
used in the subsequent section to evaluate how important international capi-
tal movements and financial volatility are in producing financial instability
and resulting contractions in economic activity. The final section contains
some concluding remarks.

II. Asymmetric Information in the Financial System

Financial markets and institutions perform the essential function in an
economy of channeling funds to those individuals or firms that have pro-
ductive investment opportunities. If the financial system does not perform
this role well, then the economy cannot operate efficiently and economic
growth will be severely hampered. Indeed, the economics literature on
financial repression demonstrates that an important reason why many poor
countll'ies remain poor is that their financial sectors remain underdevel-
oped.

A crucial impediment to the efficient functioning of the financial system
is asymmetric information, a situation in which one party to a financial
contract has much less accurate information than the other party. For exam-
ple, borrowers who take out loans usually have much better information
about the potential returns and risk associated with the investment projects
they plan to undertake than lenders do. Asymmetric information leads to
two basic problems in the financial system: adverse selection and moral
hazard.

Adverse selection is an asymmetric information problem that occurs
before the transaction occurs when potential bad credit risks are the ones
who most actively seek out a loan. Thus, the parties who are the most
likely to produce an undesirable (adverse) outcome are most likely to be
selected. For example, those who want to take on big risks are likely to be
the most eager to take out a loan because they know that they are unlikely
to pay it back. Since adverse selection makes it more likely that loans
might be made to bad credit risks, lenders may decide not to make any
loans even though there are good credit risks in the marketplace. This out-
come is a feature of the classic “lemons problem” analysis first described

! For example, see Roubini and Sala-i-Martin (1995) and the references therein.
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by Akerlof (1970). Clearly, minimizing the adverse selection problem
requires that lenders must screen out good from bad credit risks.

Moral hazard occurs after the transaction takes place because the lender
is subjected to the hazard that the borrower has incentives to engage in
activities that are undesirable (immoral) from the lender’s point of view:
i.e., activities that make it less likely that the loan will be paid back. Moral
hazard occurs because a borrower has incentives to invest in projects with
high risk in which the borrower does well if the project succeeds but the
lender bears most of the loss if the project fails. Also the borrower has
incentives to misallocate funds for her own personal use, to shirk and just
not work very hard, or to undertake investment in unprofitable projects that
increase her power or stature. The conflict of interest between the borrower
and lender stemming from moral hazard (the agency problem) implies that
many lenders will decide that they would rather not make loans, so that
lending and investment will be at suboptimal levels.” In order to minimize
the moral hazard problem, lenders must impose restrictions (restrictive
covenants) on borrowers so that borrowers do not engage in behavior that
makes it less likely that they can pay back the loan; then lenders must
monitor the borrowers’ activities and enforce the restrictive covenants if the
borrower violates them.

Another concept that is very important in understanding the impediments
to a well-functioning financial system is the so-called free-rider problem.
The free-rider problem occurs because people who do not spend resources
on collecting information can still take advantage of (free ride off) the
information that other people have collected. The free-rider problem is par-
ticularly important in securities markets. If some investors acquire informa-
tion that tells them which securities are undervalued and then buy these
securities, other investors who have not paid for this information may be
able to buy right along with the well-informed investors. If enough free-
riding investors can do this, the increased demand for the undervalued secu-
rities will cause their low price to be bid up to reflect the securities’ full
net present value given this information. As a result of all these free riders,
investors who have acquired information will no longer be able to earn the
entire increase in the value of the security arising from this additional infor-
mation. The weakened ability of private firms to profit from producing
information will mean that less information is produced in securities mar-
kets, so that the adverse selection problem, in which overvalued securities

2 Note that asymmetric information is not the only source of the moral hazard
problem. Moral hazard can also occur because high enforcement costs might make
it too costly for the lender to prevent moral hazard even when the lender is fully
informed about the borrower’s activities.
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are the those most often offered for sale, is more likely to be an impedi-
ment to a well-functioning securities market.

More importantly, the free-rider problem makes it less likely that securi-
ties markets will act to reduce incentives to commit moral hazard. Monitor-
ing and enforcement of restrictive covenants are necessary to reduce moral
hazard. By monitoring borrowers’ activities to see whether they are com-
plying with the restrictive covenants and enforcing the covenants if they
are not, lenders can prevent borrowers from taking on risk at their expense.
However, because monitoring and enforcement of restrictive covenants are
costly, the free-rider problem discourages this kind of activity in securities
markets. If some investors know that other securities holders are monitor-
ing and enforcing the restrictive covenants, then they can free ride on the
other securities holders’ monitoring and enforcement. Once these other
securities holders realize that they can do the same thing, they also may
stop their monitoring and enforcement activities, with the result that not
enough resources are devoted to monitoring and enforcement. The outcome
is that moral hazard is likely to be a severe problem for marketable securi-
ties.

The problems created by adverse selection and moral hazard, and the
related free-rider problem, are important impediments to well-functioning
financial markets. Indeed, many institutional features of financial systems
have developed to minimize these asymmetric information problems.

One important feature of financial systems is the prominent role played
by banking institutions and other financial intermediaries that make private
loans. These financial intermediaries play such an important role because
they are so well suited to reducing adverse selection and moral hazard pro-
blems in financial markets. They are not as subject to the free-rider pro-
blem and profit from the information they produce because they make pri-
vate loans that are not traded. Because the loans of financial intermediaries
are private, other investors cannot buy them. As a result, investors are less
able to free ride off financial intermediaries and bid up the prices of the
loans which would prevent the intermediary from profiting from its infor-
mation production activities. Similarly, it is hard to free ride off these
financial intermediaries monitoring activities when they make private loans.
Financial institutions making private loans thus receive the benefits of mon-
itoring and so are better equipped to prevent moral hazard on the part of
borrowers.>

3 Note that by making private loans, financial institutions can not entirely elimi-
nate the free-rider problem. Knowing that a financial institution has made a loan to
a particular company reveals information to other parties that the company is more
likely to be creditworthy and will be undergoing monitoring by the financial institu-
tion. Thus some of the benefits of information collection produced by the financial
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Banks have particular advantages over other financial intermediaries in
solving asymmetric information problems. For example, banks’ advantages
in information collection activities are enhanced by their ability to engage
in long-term customer relationships and issue loans using lines of credit
arrangements. In addition their ability to scrutinize the checking account
balances of their borrowers provides banks with an additional advantage in
monitoring the borrowers’ behavior. Banks also have advantages in re-
ducing moral hazard because, as demonstrated by Diamond (1984), they can
engage in lower cost monitoring than individuals, and because, as pointed
out by Stiglitz and Weiss (1983), they have advantages in preventing risk
taking by borrowers since they can use the threat of cutting off lending in
the future to improve a borrower’s behavior. Banks’ natural advantages in
collecting information and reducing moral hazard explain why banks have
such an important role in financial markets throughout the world. Further-
more, the greater difficulty of acquiring information on private firms in
emerging market countries makes banks even more important in the finan-
cial systems of these countries.* 3

Asymmetric information problems also explain why, as Mayer (1990)
points out, securities markets are frequently a relatively unimportant source
of external finance to nonfinancial businesses in industrialized countries.
Clearly, the better the quality of information about firms, the more likely it
is that they can issue securities to raise funds. This reality suggests why
only the largest and best known firms in industrialized countries issue secu-
rities. In emerging market economies, information about private firms is
even harder to collect than in industrialized economies and, not surpris-
ingly, securities markets therefore play a much smaller role.

The existence of asymmetric information problems also explains why
there is an important role for the government to both regulate and supervise
the financial system. We have seen that minimizing adverse selection and

institution will accrue to others. The basic point here is that by making private
loans, financial institutions have the advantage of reducing the free-rider problem,
but they can not eliminate it entirely.

4 Rojas-Suarez and Weisbrod (1994) document that banks play a more important
role in the financial systems in emerging market countries than they do in industrial-
ized countries.

5 As pointed out in Edwards and Mishkin (1995), the traditional financial inter-
mediation role of banking has been in decline in both the United States and other
industrialized countries because of improved information technology which makes it
easier to issue securities. Although this suggests that the declining role of traditional
banking which has been occurring in the industrialized countries may eventually
occur in the developing countries as well, the barriers to information collection in
developing countries are so great that the dominance of banks in these countries
will continue for the foreseeable future.
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moral hazard problems requires production of information through screen-
ing and monitoring, and yet not enough information will be produced
because of the free-rider problem. The government can help come to the
rescue by imposing regulations on the financial system which encourage
information production. In the securities markets, regulation usually takes
the form of requiring firms issuing securities to adhere to standard account-
ing principles and to publicly release information about their sales, assets,
and earnings. Governments also pass laws to impose stiff penalties on indi-
viduals who engage in the fraud of either hiding information or stealing
profits.

Governments also impose regulations to ensure that financial institutions
adhere to certain standard accounting principles and disclose a wide range
of information that helps the market assess the quality of the financial insti-
tution’s portfolio and the amount of the institution’s exposure to risk. More
public information about the risks incurred by financial institutions and the
quality of their portfolios can better enable stockholders, creditors, policy-
holders and depositors to monitor these institutions, and so act as a deter-
rent to excessive risk-taking.

Although disclosure requirements of this type help increase the amount
of information in the marketplace, the free-rider problem results in insuffi-
cient screening and monitoring of financial institutions by the individuals
who provide them with funds. Thus, governments play a role in imposing
restrictions on the asset holdings of these institutions to prevent them from
taking on too much risk. Furthermore, governments impose capital require-
ments, particularly for banking institutions, to reduce the incentives of
these institutions to take on risk. When a financial institution is forced to
have a large amount of equity capital, it has more to lose if it fails and is
thus less likely to engage in risky activities. In addition, equity capital in
itself reduces the probability of failure because it provides a cushion to
withstand adverse effects on the institution’s balance-sheet.

Another role that governments play in the financial system is to provide
a safety net. This is especially important for banking institutions that have
demandable deposits and private loans. Without a safety net, a bad shock
to the economy can cause depositors to withdraw funds not only from
insolvent banks but also from healthy institutions because they cannot sort
the good from the bad banks. Indeed, because banks operate on a first-
come-first-served basis (the so-called sequential service constraint), deposi-
tors have a very strong incentive to show up at the bank first because if
they are last on line, the bank may run out of funds and they will get noth-
ing. Therefore, uncertainty about the health of the banking system in gen-
eral in the face of an economy-wide shock can lead to “runs” on banks,
both good and bad, and the failure of one bank can hasten the failure of
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others, leading to a contagion effect. If nothing is done to restore the
public’s confidence, a bank panic can ensue in which both solvent and
insolvent banks go out of business, leaving depositors with large losses.

A government safety net for depositors can short circuit runs on banks
and bank panics. Deposit insurance is one form of the safety net in which
depositors, sometimes with a limit to amount and sometimes not, are
insured against losses due to a bank failure. With fully insured deposits,
depositors don’t need to run to the bank to make withdrawals — even if
they are worried about the bank’s health — because their deposits will be
worth 100 cents on the dollar no matter what. Even with less than full
insurance, the incentive for depositors to run to withdraw deposits when
they are unsure about the bank’s health is decreased.

Deposit insurance is not the only way in which governments provide a
safety net to depositors. Governments often stand ready to provide support
to domestic banks when banks face runs even in the absence of explicit
deposit insurance. This support is sometimes provided by lending from the
central bank to troubled institutions, and is often referred to as the lender-
of-last-resort role of the central bank. In other cases, funds are provided
directly by the government to troubled institutions, or these institutions are
taken over by the government and the government then guarantees that
depositors will receive their money in full.

Although a government safety net can be quite successful at protecting
depositors and preventing bank panics, it is a mixed blessing. The most
serious drawback of a safety net stems from moral hazard which arises
because depositors expect that they will not suffer losses if a bank fails.
Thus, depositors are less likely to impose the discipline of the marketplace
on banks by withdrawing deposits when they suspect that the bank is
taking on too much risk. Consequently, banks that are provided with a
safety net have incentives to take on greater risks than they otherwise
would. The existence of a government safety net thus creates even more
reason for governments to impose regulations to restrict risk taking by
financial institutions.

Furthermore, not only are government regulations needed to restrict risk
taking, but supervision is required as well. Not surprisingly, banks are the
most closely supervised institutions in the economy. Regular bank examina-
tions, which allow regulatory authorities to monitor whether the bank is
complying with capital requirements and restrictions on asset holdings, also
function to limit moral hazard. In addition, bank examiners can assess
whether the bank has the proper management controls in place to prevent
fraud or excessive risk taking. With this information about a bank’s activ-
ities, bank examiners can enforce capital requirements and force a bank to

2 Schriften d. Vereins f. Socialpolitik 261
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revise its management practices if these practices are jeopardizing the
safety and soundness of the bank.

This brief survey shows that information problems are a central feature
of financial systems and explains why financial systems are structured the
way they are. These same informational problems explain why financial
instability occurs as we will see below. Clearly, a theory that explains a
wide range of phenomena has a higher probability of being correct and this
is one reason why an asymmetric information theory of both financial
structure and financial instability is so attractive.

III. A Theory of Financial Instability

Application of the same asymmetric information analysis we used to
understand the structure of the financial system also leads to a theory of
financial instability. In a nutshell: Financial instability occurs when shocks,
to the financial system interfere with information flows so that the financial
system can no longer do its job of channeling funds to those with produc-
tive investment opportunities. Without access to these funds, individuals
and firms cut their spending, resulting in a contraction of economic activ-
ity, which can sometimes be quite severe. Indeed, if the financial instability
is severe enough, it can lead to almost a complete breakdown in the func-
tioning of financial markets, a situation which is then classified as a finan-
cial crisis.

1. Factors Causing Financial Instability

To develop a theory of financial instability and to see why it can lead to
contractions in economic activity, we first look at the fundamental forces
that produce financial instability. The asymmetric information analysis sug-
gests that there are four categories of fundamental factors that lead to finan-
cial instability: increases in interest rates, increases in uncertainty, asset
market effects on balance sheets, and problems in the banking sector.

Increases in Interest Rates. As demonstrated by Stiglitz and Weiss
(1981), asymmetric information and the resulting adverse selection problem
can lead to credit rationing in which some borrowers are denied loans even
when they are willing to pay a higher interest rate. This occurs because
individuals and firms with the riskiest investment projects are exactly those
who are willing to pay the highest interest rates, since if the high-risk
investment succeeds, they will be the main beneficiaries. Thus, a higher
interest rate leads to even greater adverse selection; that is, the higher inter-
est rate increases the likelihood that the lender is lending to a bad credit
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risk. If the lender cannot discriminate among the borrowers with the riskier
investment projects, it may want to cut down the number of loans it makes,
which causes the supply of loans to decrease with the higher interest rate,
rather than increase. Thus, even if there is an excess demand for loans, a
higher interest rate will not be able to equilibrate the market because addi-
tional increases in the interest rate will only decrease the supply of loans
and make the excess demand for loans increase even further.

The theory behind credit rationing can be used to show that increases in
interest rates can be one factor that helps precipitate financial instability. If
market interest rates are driven up sufficiently, there is a higher probability
that lenders will lend to bad credit risks, those with the riskiest investment
projects, because good credit risks are less likely to want to borrow while
bad credit risks are still willing to borrow. Because of the resulting increase
in adverse selection, lenders will want to make fewer loans, possibly lead-
ing to a steep decline in lending that will lead to a substantial decline in
investment and aggregate economic activity. Indeed, theoretically, a small
rise in the riskless interest rate can sometimes lead to a very large decrease
in lending and even a possible collapse in the loan market.®

Increases in Uncertainty. A dramatic increase in uncertainty in financial
markets, due perhaps to the failure of a prominent financial or nonfinancial
institution, a recession, political instability or a stock market crash, makes
it harder for lenders to screen out good from bad credit risks. The increase
in uncertainty, therefore, makes information in the financial markets even
more asymmetric and worsens the adverse selection problem. The resulting
inability of lenders to solve the adverse selection problem renders them less
willing to lend, leading to a decline in lending, investment, and aggregate
activity.

Asset Market Effects on Balance Sheets. The state of the balance sheet of
both nonfinancial firms and banks is the most critical factor for the severity
of asymmetric information problems in the financial system. Deterioration
of balance sheets worsens both adverse selection and moral hazard prob-
lems in financial markets, thus promoting financial instability.

An important way that financial markets can solve asymmetric informa-
tion problems is with the use of collateral. Collateral reduces the
consequences of adverse selection or moral hazard because it reduces the
lender’s losses in the case of a default. If a borrower defaults on a loan, the
lender can take title and sell the collateral to make up for the losses on the
loan. Thus, if the collateral is of good enough quality, the fact that there is
asymmetric information between borrower -and lender is no longer as

6 For example, see Mankiw (1986).
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important since the loss incurred by the lender if the loan defaults is sub-
stantially reduced.

Net worth performs a similar role to collateral. If a firm has high net
worth, even if it defaults on its debt payments as a result of poor invest-
ments, the lender can take title to the firm’s net worth, sell it off, and use
the proceeds to recoup some of the losses from the loan. In addition, the
more net worth a firm has in the first place, the less likely it is to default
because the firm has a cushion of assets that it can use to pay off its loans.
High net worth also directly decreases the incentives for borrowers to
commit moral hazard because borrowers now have more at stake, and thus
more to lose, if they default on their loans. Hence, when firms seeking
credit have high net worth, the consequences of adverse selection and
moral hazard are less important and lenders will be more willing to make
loans.

Stock market crashes have an important role to play in promoting finan-
cial instability through the net worth effects on adverse selection and mor-
al hazard problems described above. As emphasized by Greenwald and
Stiglitz (1988), Bernanke and Gertler (1989), and Calomiris and Hubbard
(1990), a sharp decline in the stock market, as in a stock market crash, can
increase adverse selection and moral hazard problems in financial markets
because it leads to a large decline in the market value of firms’ net worth.
(Note that this decline in asset values could occur either because of expec-
tations of lower future income streams from these assets or because of a
rise in market interest rates that lowers the present discounted value of
future income streams.) The decline in net worth as a result of a stock
market decline makes lenders less willing to lend because, as we have
seen, the net worth of firms has a similar role to collateral, and when the
value of collateral declines, it provides less protection to lenders so that
losses from loans are likely to be more severe. In addition, the decline in
corporate net worth as a result of a stock market decline increases moral
hazard incentives for borrowing firms to make risky investments because
these firms now have less to lose if their investments go sour. Because bor-
rowers have increased incentives to engage in moral hazard and because
lenders are now less protected against the consequences of adverse selec-
tion, the stock market decline leads to decreased lending and a decline in
economic activity.

Although we have seen that increases in interest rates have a direct effect
on increasing adverse selection problems, increases in interest rates play an
even more important role in promoting financial instability through both
firms’ and households’ balance sheets. As pointed out in Bernanke and
Gertler’s (1995) excellent survey of the credit view of monetary transmission,
a rise in interest rates and therefore in households’ and firms’ interest pay-
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ments, decreases firms’ cash flow, which causes a deterioration in their bal-
ance sheets.” As a result, adverse selection and moral hazard problems
become more severe for potential lenders to these firms and households,
leading to a decline in lending and economic activity. There is thus an
additional reason why sharp increases in interest rates can be an important
factor leading to financial instability.

In economies in which inflation has been moderate, which characterizes
most industrialized countries, many debt contracts are typically of fairly
long duration. In this institutional environment, an unanticipated decline in
inflation leads to a decrease in the net worth of firms. Debt contracts with
long duration have interest payments fixed in nominal terms for a substan-
tial period of time, with the fixed interest rate allowing for expected infla-
tion. When inflation turns out to be less than anticipated, which can occur
either because of an unanticipated disinflation as occurred in the United
States in the early 1980s or by an outright deflation as frequently occurred
before World War II in the United States, the value of firms’ liabilities in
real terms rises so that there is an increased burden of the debt, but there is
no corresponding rise in the real value of firms’ assets. The result is that
net worth in real terms declines. A sharp unanticipated disinflation or defla-
tion, therefore causes a substantial decline in real net worth and an increase
in adverse selection and moral hazard problems facing lenders. The result-
ing increase in adverse selection and moral hazard problems (of the same
type that were discussed in assessing the effect of net worth declines ear-
lier) will thus also work to cause a decline in investment and economic
activity.

In contrast to the industrialized countries, many emerging market coun-
tries have experienced very high and variable inflation rates, with the result
that debt contracts are of very short duration. For example, in many emer-
ging market countries, almost all bank lending is with variable rate con-
tracts that are usually adjusted on a monthly basis. With this institutional
framework, a decline in unanticipated inflation does not have the unfavor-
able direct effect on firms’ balance sheets that it has in industrialized coun-
tries. The short duration of the debt contracts means that there is almost no
change in the burden of the debt when inflation falls because the terms of
the debt contract are continually repriced to reflect expectations of infla-
tion. Thus, one mechanism that has played a role in low inflation countries
to promote financial instability has no role in many emerging market coun-
tries that have experienced high and variable inflation.®

7 Additional recent surveys that discuss this monetary transmission channel are
Hubbard (1995), Cecchetti (1995) and Mishkin (1996a).

8 However, a decline in unanticipated inflation during periods when an anti-infla-
tion program is in progress in developing countries has often been associated with
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On the other hand, there is another factor affecting balance sheets that
can be extremely important in precipitating financial instability in emerging
market countries that is not operational in most industrialized countries:
unanticipated exchange rate depreciation or devaluation. Because of uncer-
tainty about the future value of the domestic currency, many nonfinancial
firms, banks and governments in emerging market countries find it much
easier to issue debt if the debt is denominated in foreign currencies. A sub-
stantial amount of debt denominated in foreign currency was a prominent
feature of the institutional structure in Chilean financial markets before its
financial crisis in 1982 and in Mexico in 1994. With this institutional struc-
ture, unanticipated depreciation or devaluation of the domestic currency is
another factor that can lead to financial instability in emerging market
countries and it operates in a similar fashion to an unanticipated decline in
inflation in industrialized countries. With debt contracts denominated in for-
eign currency, when there is an unanticipated depreciation or devaluation
of the domestic currency, the debt burden of domestic firms increases.
Since assets are typically denominated in domestic currency, there is a
resulting deterioration in firms’ balance sheets and decline in net worth,
which then increases adverse selection and moral hazard problems along
the lines described above. The increase in asymmetric information prob-
lems leads to a decline in investment and economic activity.

Problems in the Banking Sector. As we have seen, banks have a very
important role in financial markets since they are well suited to engage in
information-producing activities that facilitate productive investment for
the economy. Thus, a decline in the ability of banks to engage in financial
intermediation and make loans will lead directly to a decline in investment
and aggregate economic activity.

The state of banks’ balance sheets has an important effect on bank lend-
ing. If banks suffer a deterioration in their balance sheets, and so have a
substantial contraction in their capital, they have two choices: either 1) they
can cut back on their lending in order to shrink their asset base and thereby
restore their capital ratios, or 2) they can try to raise new capital. However,
when banks experience a deterioration in their balance sheets, it is very
hard for them to raise new capital at a reasonable cost. Thus, the typical
response of banks with weakened balance sheets is a contraction in their
lending, which slows economic activity. Research in the United States, sug-
gests, for example, that this mechanism was operational during the early
1990s in the United States when the capital crunch led to the headwinds
which hindered growth in the U.S. economy at that time.’

very high real interest rates. Thus an unanticipated decline in inflation can nega-
tively affect firms’ balance sheets in developing countries through the cash flow
mechanism discussed above.
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Negative shocks to banks’ balance sheets can take several forms. We
have already seen how increases in interest rates, stock market crashes, an
unanticipated decline in inflation (for industrialized countries), or an unanti-
cipated depreciation or devaluation (for emerging market countries with
debt denominated in foreign currencies), can cause a deterioration in non-
financial firms’ balance sheets that reduces the likelihood of their repaying
their loans. Thus, these factors can help precipitate sharp increases in loan
losses that increase the probability of bank insolvency.

Increases in interest rates can also have an even more direct negative
effect on bank balance sheets. Because banks often are engaged in the tra-
ditional banking business of “borrowing short and lending long,” they typi-
cally have a maturity mismatch with longer duration assets than liabilities.
Thus, a rise in interest rates directly causes a decline in net worth because
the interest-rate rise lowers the value of assets with their longer duration
more than it raises the value of liabilities with their shorter duration. There-
fore, even if the credit quality of bank loans were to remain unaffected, a
rise in interest rates causes a decline in net worth that then leads to a
decline in bank lending.

Banks in emerging market countries face additional potential shocks that
can make financial instability more likely. For example, because emerging
market countries are often primary goods producers, they are frequently
subject to large terms of trade shocks that can devastate banks’ balance
sheets whose assets are composed primarily of loans to domestic firms. The
lack of asset diversification outside their country can thus be a severe prob-
lem for banks in emerging market countries that is not present for many
banking institutions in industrialized countries which do have the ability to
diversify their assets across countries. '

Also banks in many emerging market countries raise funds with liabil-
ities that are denominated in foreign currencies. A depreciation or devalua-
tion of the domestic currency can thus lead to increased indebtedness,
while the value of the banks’ assets do not rise.!' The resulting deteriora-
tion in banks’ equity capital can lead to substantial declines in bank lend-

° For example, see Bernanke and Lown (1991), Berger and Udell (1994), Han-
cock, Laing and Wilcox (1995) and Peek and Rosengren (1995) and the symposium
published in the Federal Reserve Bank of New York Quarterly Review in the spring
of 1993, Federal Reserve Bank of New York (1993).

10 However, even in industrialized countries, the institutional structure of the
banking system may prevent diversification, resulting in banks that are subject to
terms of trade shocks. For example, because banks in Texas in the early 1980s did
not diversify outside their region, they were devastated by the sharp decline in oil
prices that occurred in 1986. Indeed, this terms of trade shock to the Texas econ-
omy, which was very concentrated in the energy sector, resulted in the failure of
the largest banking institutions in that state.
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ing because the resulting drop in bank capital results in a failure of banks
to meet capital standards, such as the Basle requirements. The decline in
bank capital then requires banks to shrink their lending until they can raise
new capital to meet the capital standards.

Weak bank balance sheets can also occur because the supervisory/regula-
tory structure has not worked well enough to restrain excessive risk-taking
on the part of banks. There are two reasons why the regulatory process
might not work as intended. The first is that regulators and bank managers
may not have sufficient resources or knowledge to do their job properly.
This commonly occurs after a financial liberalization in which banking
institutions are given new lending opportunities. Not only do the managers
of banking institutions frequently not have the required expertise to manage
risk appropriately in these new lines of business, but also they lack the
managerial capital to cope with the rapid growth of lending that typically
follows a financial liberalization. Even if the required managerial expertise
were available initially, the rapid credit growth is likely to outstrip the
available information resources of the banking institution, resulting in
excessive risk taking.

Not only do the new lines of business and rapid credit growth stretch the
managerial resources of banks, but also they similarly stretch the resources
of bank supervisors. After a financial liberalization, bank supervisors fre-
quently find themselves without either the expertise or the additional
resources needed to appropriately monitor banks new lending activities.
The result of insufficient resources and expertise both in banks and in their
supervisory institutions is that banks take on excessive risks, leading to
large loan losses and a subsequent deterioration in their balance sheets.

The second reason why the regulatory process might not work as
intended is explained by recognizing that the relationship between voters-
taxpayers on the one hand and the regulators and politicians on the other
creates a particular type of moral hazard problem, the principal-agent pro-
blem. The principal-agent problem occurs when agents have different

" An important point is that even if banks have a matched portfolio of foreign-
currency denominated assets and liabilities and so appear to avoid foreign-exchange
market risk, a devaluation can nonetheless cause substantial harm to bank balance
sheets. The reason is that when a devaluation occurs, the offsetting foreign-currency
denominated assets are unlikely to be paid off in full because of the worsening busi-
ness conditions and the negative effect that these increases in the value in domestic
currency terms of these foreign-currency denominated loans have on the balance
sheet of the borrowing firms. Another way of saying this is that when there is a
devaluation, the mismatch between foreign-currency denominated assets and liabil-
ities on borrowers balance sheets can lead to defaults on their loans, thereby con-
verting a market risk for borrowers to a credit risk for the banks that have made the
foreign-currency denominated loans.
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incentives from the person they work for (the principal) and so act in their
own interest rather than in the interest of their employer. Regulators and
politicians are ultimately agents for voters-taxpayers (principals) because in
the final analysis taxpayers bear the cost of any losses when the safety net
is invoked. The principal-agent problem occurs because the agent (a politi-
cian or regulator) may not have the same incentives to minimize costs to
the economy as the principal (the taxpayer).

To act in the taxpayer’s interest, regulators have several tasks, as we
have seen. They must set restrictions on holding assets that are too risky,
impose sufficiently high capital requirements, and close down insolvent
institutions. However, because of the principal-agent problem, regulators
have incentives to do the opposite and engage in regulatory forbearance.
One important incentive for regulators that explains this phenomenon is
their desire to escape blame for poor performance by their agency. By loos-
ening capital requirements and pursuing regulatory forbearance, regulators
can hide the problem of an insolvent bank and hope that the situation will
improve.12 Another important incentive for regulators is that they may want
to protect their careers by acceding to pressures from the people who
strongly influence their careers, the politicians. Regulatory agencies that
have little independence from the political process are therefore more vul-
nerable to these pressures.

Deterioration in bank balance sheets can occur either because of exces-
sive risk-taking on the part of banks as a result of inadequate bank regula-
tion and supervision or because of negative shocks such as interest-rate
rises, stock market crashes, an unanticipated decline in inflation (for indus-
trialized countries), or an unanticipated depreciation or devaluation (for
emerging market countries with debt denominated in foreign currencies). If
the deterioration in bank balance sheets is severe enough, however, it can
have even more drastic effects on bank lending if it leads to bank panics,
in which there are multiple, simultaneous failures of banking institutions.
Indeed, there is some possibility that, in the absence of a government
safety net, contagion can spread from one bank failure to another, causing
even healthy banks to fail. The source of the contagion is again asymmetric
information. In a panic, depositors, fearing the safety of their deposits and
not knowing the quality of the banks’ loan portfolios, withdraw their depos-
its from the banking system, causing a contraction in loans and a multiple
contraction in deposits, which then causes other banks to fail.

The disappearance of a large number of banks in a short period of time
means that there is a loss of information production in financial markets

12 Kane (1989) characterizes such behavior on the part of regulators as “bureau-
cratic gambling.”
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and a direct loss of financial intermediation that can be done by the bank-
ing sector. The outcome is an even sharper decline in lending to facilitate
productive investments, with a resulting sharp contraction in economic
activity. Another negative effect on the economy occurs through the effect
of a banking panic on the money supply. Because a banking panic also
results in a movement from deposits to currency, the usual money multi-
plier analysis indicates that the money supply will fall. The resulting
decline in the money supply then leads to higher interest rates, which, as
we have seen, increases adverse selection and moral hazard problems in
financial markets and causes a further contraction in economic activity.

2. Propagation of Financial Instability

Now that we have examined the factors that cause financial instability,
we can see how they interact to propagate this condition. Indeed in extreme
cases, these factors can interact to produce a financial crisis, an even stron-
ger form of financial instability in which the financial system seizes up
abruptly and almost stops functioning.

There are two major institutional differences in the financial markets of
industrialized countries versus emerging market countries that imply differ-
ent propagation mechanisms for financial instability. As mentioned earlier,
in industrialized countries where inflation typically has been low and not
very variable, many debt contracts are of long duration. Furthermore,
because these industrialized countries typically retain a strong currency,
most debt contracts are denominated in the domestic currency. In contrast,
many emerging market countries have had high and variable inflation rates
in the past and so long-term debt contracts are too risky. The result has
been a debt structure of very short duration. Given poor inflation perform-
ance, these countries also have domestic currencies that undergo substantial
fluctuations in value and are thus very risky. To avoid this risk, many debt
contracts in these countries are denominated in foreign currencies.

Clearly the dichotomy that emerging market countries have short-dura-
tion debt contracts that are frequently denominated in foreign currency
while industrialized countries have longer-duration debt contracts that are
denominated in domestic currency is too strong. Some industrialized coun-
tries have had a substantial amount of debt denominated in foreign cur-
rency. (This was the case in the Nordic countries, for example.) The dis-
tinction between industrialized countries and emerging market countries in
terms of the institutional structure of their financial system is thus not com-
pletely clear cut: some industrialized countries have attributes of their
financial structure that are typical of emerging market countries and vice
versa. Nonetheless, this dichotomy is a useful one.
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These two different types of institutional structures lead to different pro-
pagation mechanisms for financial instability. Figure I describes the propa-
gation mechanisms for “industrialized countries,” while Figure 2 describes
the mechanisms for “emerging market countries.” The factors causing
financial instability are surrounded by ovals, whereas the effects of these
factors are surrounded by boxes. The dashed lines show the propagation of
financial instability.

The initial impetus for financial instability is the same for both industrial-
ized countries and emerging market countries as the first row of Figures 1
and 2 indicates. Four factors typically help initiate financial instability:
1) increases in interest rates, 2) a deterioration in bank balance sheets,
3) negative shocks to nonbank balance sheets such as a stock market decline,
and 4) increases in uncertainty. Countries often begin experiencing major
bouts of financial instability when domestic interest rates begin to rise,
often with the rise initiated by interest rate increases abroad. For example,
as documented in Mishkin (1991), most financial crises in the United States
in the nineteenth and early twentieth centuries began with a sharp rise in
interest rates that followed interest rate increases in the London markets.
Similarly, the Mexican financial crisis of 1994-95 began with upward pres-
sure on domestic interest rates following the monetary tightening in the
United States beginning in February 1994. As we have seen, these rises in
interest rates increased adverse selection problems in the credit markets.
The rise in interest rates also increased moral hazard problems because the
resulting decrease in cash flow hurt the balance sheets of nonbank firms. In
addition, the increase in interest rates weakened bank balance sheets
because of banks’ maturity mismatch and also led to increased moral
hazard problems as indicated in the next row in Figures I and 2.

Also characteristic of the early stages of financial instability is a dete-
rioration in bank balance sheets because of risky loans that have turned
sour. In the recent Mexican episode, the source of these weakened balance
sheets was financial liberalization that led to a rapid acceleration of bank
lending, in which bank credit to the private nonfinancial business sector
rose from 10% of GDP in 1988 to over 40% in 1994. This lending boom,
which stressed the screening and monitoring facilities of the Mexican
banks, along with the inability of the National Banking Commission in
Mexico to adequately supervise these new lending activities, led to growing
loan losses in the banking sector. The story in Japan leading up to the
financial instability that country has been experiencing in the 1990s is a
similar one. Liberalization of the financial sector and an increased competi-
tive environment for banks led to accumulating loan losses, while a further
blow was dealt to bank balance sheets when the stock market decline
reduced the banks’ hidden reserves. The deterioration in bank balance



28 Frederic S. Mishkin

Increase in Deterioration in Stock Market Increase in
Interest Rates Banks' Balance Decline Uncertainty
Sheets
\\\ < 5 -
N X 4 oy
Adverse Selection and Moral | __
Hazard Problems Worsen !
:
)
:
_____ Economic Activity g __t
H Declines
]
E Typical
| Financial
1 Crisis
t-eu Banking Crisis ————
:
1
1
1
_ Adverse Selection and Moral | ¢ !
| Hazard Problems Worsen
;
i
L..p| EconomicActivity |___,
Declines H
? J
i =
H
Unanticipated H
T Decline in -
H Price Levels
1
1
i Debt
Factors Causing 5| Adverse Selection and Moral | _ Deflation
Financial Instability Hazard Problems Worsen !
H
1}
1
Economic Activity <«
Effects of Factors Declines B
Adverse Selection and Moral
Hazard Problems Worsen
Economic Activity
Declines

Figure 1: Propagation of Financial Instability
in Industrialized Countries



International Capital Movements 29

sheets decreased the ability of the banks to lend because efforts to improve
their capital ratios required retrenchment on lending.

Stock market crashes are also typically associated with financial instabil-
ity. The precipitous decline in stock prices in both Mexico and Japan in
recent years has been a precipitating factor in each country’s financial
instability. The declining net worth of nonfinancial firms then increased
adverse selection and moral hazard problems in financial markets because
the effective collateral in the firms had decreased, while the decline in net
worth meant that the incentives for borrowers to take on risk at the expense
of the lender had increased.

The fourth factor that frequently appears when there is financial instabil-
ity is an increase in uncertainty, whether because an economy is already in
recession, or because a major financial or nonfinancial firm goes bankrupt,
or because of increased political instability. Financial crises in the United
States in the nineteenth and early twentieth centuries came to a head with
collapses of now infamous firms such as the Ohio Life Insurance & Trust
Co. in 1857, the Northern Pacific Railroad and Jay Cooke & Co. in 1873,
Grant & Ward in 1884, the National Cordage Co. in 1893, the Knicker-
bocker Trust Company in 1907, and the Bank of United States in 1930. In
the case of the recent episode in Mexico, the increase in uncertainty was
primarily political. The Mexican economy was hit by political shocks in
1994, specifically the Colosio assassination and the uprising in Chiapas,
which increased general uncertainty in Mexican financial markets.
Increases in uncertainty make it harder for financial markets to process
information, thereby increasing adverse selection and moral hazard prob-
lems and causing a decline in lending and economic activity.

If any of the four factors in the top row of the two figures occurs, it can
promote financial instability. If all of these factors occur at the same time
and are large, the situation is likely to escalate into a full scale financial
crisis, with much greater negative effects on the real economy.

As shown in Figure 2, in emerging market countries, deterioration of
banks’ balance sheets, increases in foreign interest rates, and political
uncertainty can help produce a foreign exchange crisis in which a substan-
tial devaluation (depreciation) of the domestic currency occurs. Particularly
important (and not sufficiently appreciated) in promoting a foreign
exchange crisis is a deterioration in bank balance sheets that can make it
extremely difficult for the central bank to defend the domestic currency.
Any rise in interest rates to keep the domestic currency from depreciating
has the additional effect of weakening the banking system further because
the rise in interest rates hurts banks’ balance sheets. This negative effect of
a rise in interest rates on banks’ balance sheets occurs because of their
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maturity mismatch and their exposure to increased credit risk when the
economy deteriorates. Thus, when a speculative attack on the currency
occurs in an emerging market country, the central bank is caught between a
rock and a hard place. If it raises interest rates sufficiently to defend the
currency, the banking system may collapse. Once investors recognize that a
country’s weak banking system makes it less likely that the central bank
will take the steps to successfully defend the domestic currency, they have
even greater incentives to attack the currency because expected profits from
selling the currency have now risen. The situation described here is exactly
the ‘one that occurred in Mexico in 1994, and the weakness of the banking
system there played a prominent role in the ensuing collapse of the cur-
rency.

The institutional features in emerging market countries — the short dura-
tion of debt, the large amount of debt denominated in foreign currency, and
the lack of inflation fighting credibility can interact with a foreign
exchange crisis to propel the economy into a full-fledged financial crisis, as
shown in Figure 2. A sharp decline in the value of the domestic currency
can lead to a dramatic rise in both actual and expected inflation because of
direct effects and because it weakens the credibility of the monetary author-
ities to keep inflation under control. This rise in actual and expected infla-
tion combined with attempts by the central bank to keep the value of the
currency from falling further, means that interest rates can go to sky high
levels. In the aftermath of the Mexican December 1994 devaluation, for
example, domestic short-term interest rates in Mexico rose to above 100%
at an annual rate. The interaction of the rise in interest rates with the short
duration of debt then leads to a huge increase in interest payments, with a
dramatic deterioration in households’ and firms’ cash flow. In addition,
because many firms have their debt denominated in foreign currency, the
depreciation of the domestic currency leads to an immediate, sharp increase
in their indebtedness in domestic currency terms, while the value of their
assets remains unchanged. The result of the negative shock to net worth is
another severe blow to firms’ balance sheets, causing a dramatic increase in
adverse selection and moral hazard problems, with the negative effects on
lending and economic activity shown in Figure 2.

In contrast to the situation in emerging market countries, the mechanism
propagating financial instability through the foreign exchange market is not
operational for most industrialized countries. Because inflation is expected
to be kept under control, a devaluation does not lead to large increases in
expected inflation and hence in nominal interest rates. Furthermore, to the
extent that interest rates rise, the impact on cash flow and balance sheets is
not nearly as strong because debt has much longer duration. Furthermore,
with almost all debt denominated in the domestic currency, a devaluation
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has little direct impact on firms’ balance sheets. Indeed, in contrast to the
situation for many emerging market countries, an industrialized country
that experiences a devaluation after a foreign exchange crisis often gets a
boost to the economy because its goods become more competitive. This
explains why an industrialized country like the United Kingdom expe-
rienced a stronger economy after the September 1992 foreign exchange
crisis, while an emerging market country like Mexico experienced a depres-
sion after its foreign exchange crisis in December 1994.

The next stage in the propagation of financial instability in both indus-
trialized and emerging market countries is often a worsening banking crisis
(Figures 1 and 2). The problems of households and firms because of the
decline in economic activity and deterioration in their cash flow and bal-
ance sheets mean that they now have trouble paying off their debts, result-
ing in substantial losses for banks. In addition, a foreign exchange crisis in
an emerging market country produces a direct negative impact on bank bal-
ance sheets. As described earlier, the resulting currency devaluation leads
to a substantial rise in the domestic currency value of foreign denominated
liabilities, but the often matching foreign-denominated assets typically do
not rise in value because the likelihood of these loans being paid off in full
becomes quite low in the face of worsening business conditions and the
negative effect of the devaluation on the borrowers’ balance sheets. Also
problematic for banks in emerging market countries is that many of their
foreign currency denominated debt is very short term, so that the sharp
increase in the value of this debt leads to liquidity problems for the banks
because this debt needs to be paid back shortly.

If the government safety net is inadequate, the problems outlined above
lead to a collapse of the banking system, but in other cases the government
is able to step in to protect depositors, thereby avoiding a banking panic.
Whether the banks disappear or whether they remain afloat but with a sub-
stantially weakened capital base, the ability of banks to lend decreases sig-
nificantly. As we have seen, the resulting banking crisis that decreases bank
lending makes adverse selection and moral hazard problems worse in finan-
cial markets because banks are no longer as capable of playing their tradi-
tional financial intermediation role. Furthermore, if a banking panic does
ensue, depositors withdraw their funds from the banking system in order to
limit their losses. Through the usual money multiplier story, the outcome is
a decline in the money supply, which raises interest rates even further. The
result of banking crises in industrialized and emerging market countries is
thus a severe decline in economic activity as shown in both Figures I and 2.

The aftermath of a financial crisis is often a sorting out of insolvent
firms from healthy firms by bankruptcy proceedings, and the same process
would occur for banks, often with the help of public and private authorities.
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Once this sorting out is complete, uncertainty in financial markets declines,
the stock market undergoes a recovery, and interest rates fall. The outcome
would be a diminution in adverse selection and moral hazard problems and
the financial crisis would subside. With the financial markets beginning to
operate reasonably well again, the stage would be set for the recovery of
the economy.

However, in industrialized countries, with their long duration debt con-
tracts, financial instability might propagate further through the process
which was dubbed “debt deflation” by Irving Fisher (1933). As shown in
Figure 1, the economic downturn and contraction of the money supply
resulting from a bank panic might lead to a sharp decline in prices. With
the unanticipated deflation, the recovery process might get short-circuited.
In this situation described by Irving Fisher (1933) as a debt-deflation, the
unanticipated deflation would lead to a further deterioration in firms’ net
worth because of the increased burden of indebtedness. As we have seen,
when debt-deflation sets in, the adverse selection and moral hazard prob-
lems continued to increase. As a result, investment spending and aggregate
economic activity might remain depressed for a long time. Indeed, debt
deflations were very common in the United States in the nineteenth and
early twentieth centuries and were associated with among the most severe
economic contractions in U.S. history in 1873, 1907 and 1930 - 33. Similarly,
the deflation that Japan experienced in recent years prolonged its economic
malaise by hindering the recovery of banks’ and firms’ balance sheets.

The theory of the propagation of financial instability outlined here pro-
vides a cohesive story not only behind the sequence of events in financial
crises in industrialized countries, such as the United States in the nineteenth
and early twentieth centuries or Japan in the 1990s, but also for emerging
market countries such as Chile in 1982, Mexico in 1994/95 or Thailand in
1997.3 It shows how countries can shift dramatically from growth to a
sharp contraction in economic activity after a financial crisis occurs. The
bottom line is that the propagation of financial instability that becomes
severe enough to produce a financial crisis leads to such a worsening of
information flows in financial markets that it produces a collapse of lend-
ing and economic activity.

13 See Mishkin (1991, 1996b) for a description of how this analysis explains the
sequence and timing of financial crises in the United States in the nineteenth and
early twentieth centuries and Mexico in 1994 - 95.

3 Schriften d. Vereins f. Socialpolitik 261
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IV. The Role of International Capital Movements
and Financial Volatility

The theory in the previous section does not list international capital
movements or financial volatility directly as fundamental factors promoting
financial instability. Nonetheless, the theory does suggest that they play a
role in financial instability in some situations. However, the theory also
indicates when international capital movements and financial volatility are
unlikely to produce financial instability, and thus their role is not as crucial
as some commentators have suggested.

The theory described in the previous section provide two direct routes
for financial volatility to promote financial instability. Larger fluctuations
of asset prices and interest rates lead to greater generalized uncertainty,
which, as we have seen, can make it harder for lenders to screen out good
from bad credit risks, thereby leading to greater adverse selection problems
which can hinder the function of financial markets. Increased volatility of
interest rates in which there are periods of high interest rates can increase
adverse selection problems because, as previously discussed, when interest
rates are high, individuals and firms with the riskiest investment projects
are exactly those who are most willing to pay these high rates.

However, it is not clear that higher volatilities of asset prices or interest
rates by themselves are important factor in promoting financial instability.
There are many episodes of high asset price and interest-rate volatility in
which there are no manifestations of financial instability. This is exactly
what our analysis in the previous section suggests should be the case
because, as Figures I and 2 indicate, factors operating primarily through
their affects on households, firms and banks’ balance sheets are the primary
way that financial instability gets propagated through the financial system.
Furthermore, a historical analysis of financial crises in industrialized as
well as emerging market countries [e.g., see Mishkin (1991, 1996b)], indi-
cates that serious examples of financial instability are always associated
with substantial deteriorations in the balance sheets of firms, households
and banks. Thus, increased financial volatility that is not linked to dete-
rioration in balance sheets is unlikely to produce financial instability which
has harmful effects on the economy.

On the other hand, financial volatility can lead to financial instability if
it causes substantial deterioration in balance sheets. Both stock market
crashes, which affect net worth, and sharp rises in interest rates which hurt
household and firm cash flow, can produce a substantial weakening of bal-
ance sheet positions and have thus been associated with severe financial
crises. If balance sheets are not initially in a strong position, a sharp stock
market decline can sufficiently weaken firms balance sheets so that adverse
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selection and moral hazard problems are so much worse that there is a sub-
stantial negative effect on lending and economic activity. However, if bal-
ance sheets are initially very healthy when the stock market crash or spike
in interest rates occurs, then balance sheets remain healthy and there is
little impact on the functioning of financial markets. Thus, a stock market
crash or a sharp rise in interest rates is by no means a guarantee of finan-
cial instability.

An interesting example in this regard occurred in May 1940 in the after-
math of the Dunkirk evacuation during World War II. Not well recognized
is that the third largest monthly decline in the stock market in the United
States over the period from 1834 to the present occurred in May 1940, with
a monthly negative return of —22.6%, an amount greater than that in the
stock market crash of October 1929.'"* Evidence in Mishkin (1991) indi-
cates that this stock market decline had little impact on the functioning of
financial markets, and this is not surprising because the balance sheets of
American households, firms and banks’ balance sheets were very strong
during this period. Mishkin (1991) also demonstrates that with timely action
by the central bank in its lender-of-last-resort role, the stock market crashes
of October 1929 and September 1987 did not produce substantial financial
instability. Indeed, although the stock market crash of October 1929 is
viewed by the man in the street as well as by some economists [Galbraith
(1972)] as causing the Great Depression, later research indicates that it was
the banking panics starting in the fall of 1930 that produced the financial
crisis that caused the worst economic contraction in U.S. history."®

The asymmetric information theorizing in the previous section indicates
that volatility of foreign exchange rates can play an important role in pro-
moting financial instability through its effects on balance sheets in some
situations but not others. As we have seen in Figure 2, a sharp depreciation
of the domestic currency in an emerging market country can have a devas-
tating effect on firm and bank balance sheets because in these countries
much of the debt is denominated in foreign currencies. However, this effect
will only have major ramifications on the health of the financial system if
the balance sheets of firms and banks are already vulnerable. Furthermore,
in industrialized countries which typically have little debt denominated in
foreign currencies, this channel through which foreign-exchange-rate volatil-
ity can promote financial instability is not operational. Thus, exchange rate
volatility is often not a factor that produces financial instability and only
will become a factor with a particular institutional structure of the financial
markets.

14 See Schwert (1989).
15 For example see Friedman and Schwartz (1963), Bernanke (1983), Mishkin
(1991) and the survey in Calomiris (1993).

3%
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In the aftermath of the Mexican financial crisis of 1994 - 95, in which
Mexico experienced large capital inflows before the crisis and large capital
outflows after the crisis, much attention has been focused on whether inter-
national capital movements are a major source of financial instability. The
asymmetric information analysis in this lecture suggests that international
capital movements can have an important role in producing financial
instability, but again this is only true in some situations and not others. As
pointed out in Calvo, Leiderman and Reinhart (1994), an international capi-
tal inflow can help promote a lending boom because domestic financial
intermediaries such as banks play a key role in intermediating these capital
inflows. Indeed, Folkerts-Landau, et al. (1995) found that emerging market
countries in the Asian-Pacific region with the large net private capital
inflows also experienced large increases in their banking sectors. Further-
more, if the bank supervisory process is weak so that the government
safety net for banking institutions creates incentives for them to take on
risk, the likelihood that a capital inflow will produce a lending boom is that
much greater. With inadequate bank supervision, the likely outcome of a
lending boom is substantial loan losses and a deterioration of bank balance
sheets, one of the major factors promoting financial instability discussed in
the previous section. Thus, this analysis does suggests a route for interna-
tional capital movements to promote financial instability.

Gavin and Hausman (1996) and Kaminsky and Reinhart (1996) do find
that lending booms are a predictor of banking crises, yet it is by no means
clear that capital inflows will produce a lending boom which causes a dete-
rioration in bank balance sheets. Indeed, Kaminsky and Reinhart (1996)
find that financial liberalization, rather than balance of payments develop-
ments inflows, appears to be a more important predictor of banking crises.

Capital outflows have also been pointed to as a source of foreign
exchange crises, which as we have seen, can promote financial instability
in emerging market countries. In this view, foreigners pull their capital out
of country and the resulting capital outflow is what forces a country to
devalue its currency. Although superficially, the events in the 1994 - 95
Mexican crisis seems to support this view, this is by no means clear. The
International Monetary Fund’s, 1995 International Capital Markets report
[IMF(1995)] takes the position that the pressure on Mexico’s foreign
exchange reserves came not from a flight of foreign investors, but rather
from Mexican residents. This position receives additional support from
empirical evidence in Frankel and Schmuckler (1996).

Furthermore, as pointed out in earlier in this lecture, a key factor leading
to the Mexican foreign exchange crisis were the problems in the banking
sector. Because of the weakness in bank balance sheets, the option of shar-
ply raising interest rates to defend the currency was very circumscribed
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because a sharp rise in rates was likely to lead to a full fledged banking
crisis. Once investors recognized that the Bank of Mexico was under this
constraint and thus the probability of a successful defense of the currency
was lower, their expected profits from selling the currency rose, providing
them with strong incentives to attack the currency. With this view, the capi-
tal outflow which is associated with the foreign exchange crisis is a symp-
tom of underlying fundamental problems rather than a cause of the cur-
rency crisis. In addition, increases in adverse selection and moral hazard
problems in Mexican credit markets which were developing before the for-
eign exchange crisis increased financial instability there and made it less
attractive to lend in Mexico. A ramification of these problems was that for-
eign capital pulled out of the country.

Therefore, the empirical evidence on the importance of international
capital movements in foreign exchange crises is consistent with the view
that deeper fundamentals drive foreign exchange crises rather than interna-
tional capital flows. The consensus from many empirical studies [see the
excellent survey in Kaminsky, Lizondo and Reinhart (1997)] is that capital
flow or current account measures do not have predictive power in forecast-
ing foreign exchange crises. On the other hand, a deeper fundamental such
as problems in the banking sector helps predict currency crises.'®

V. Concluding Remarks

The asymmetric analysis of financial instability presented in this lecture
indicates that although international capital movements and financial volatil-
ity play some role, it is more fundamental factors that produce financial
instability. Thus there is a danger that in trying to avoid financial instabil-
ity, policymakers will pay too much attention on international capital move-
ments and financial volatility rather than on the deeper fundamentals.

For example, instead of focusing on what to do about international capi-
tal flows, policymakers might spend their time more usefully in worrying
about how to improve bank regulation and supervision so that international
capital inflows are less likely to produce a lending boom and increased risk
taking by banking institutions, which eventually can lead to severe episodes
of financial instability. Policymakers also need to recognize that financial
volatility, in and of itself, is not a bad thing but is rather part of how finan-
cial markets operate. Rather than worry about financial volatility in general,
policymakers should be aware of when specific changes in asset prices
might leave financial systems more vulnerable to financial instability. The
asymmetric information analysis of financial instability in this lecture hope-

16 See Kaminsky and Reinhart (1996).
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fully provides a framework that will help policymakers to make financial
instability less likely and to respond appropriately when financial instability
occurs. "’
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Disziplinierung der nationalen Wirtschaftspolitik
durch die internationale Kapitalmobilitit

Von Horst Siebert*, Kiel

1. Wird die nationale Wirtschaftspolitik durch die internationale Kapital-
mobilitdt beeinflut, eingeschrinkt, zurechtgestutzt, ja diszipliniert? Wird
ihr Bewegungsspielraum verengt? IThr Losungsraum, der durch die Neben-
bedingungen definiert wird, kupiert? Bringt die Kapitalmobilitdt schirfere
Zwinge mit sich? Wird das Nutzen-Kosten-Kalkiil nationaler wirtschafts-
politischer Entscheidungen verindert? Hat die Kapitalmobilitdt andere Oppor-
tunitdtskosten zur Folge? Andere Schattenpreise in einem Optimierungskal-
kiil mit gednderten Restriktionen, so dal die Wirtschaftswissenschaftler in
ihren Modellen die Lagrange-Multiplikatoren und intertemporal die Hotel-
ling-Schattenpreise inhaltlich anders interpretieren miissen und die Politik
diese verdnderten Opportunititskosten in ihrem Kalkiil veranschlagen muf3?
Und welche Folgen hat dies? Geridt dies zu einer Spirale des ruindsen
Anpassungswettbewerbs nationaler Regelungen, nationaler Steuern, nationa-
ler offentlicher Giiter wie der Infrastruktur und der nationalen Umweltquali-
tit nach unten, wie manche Kollegen befiirchten? Soll dieser Tendenz nicht
Einhalt geboten werden? Oder konnen wir auf diesen Standortwettbewerb
zwischen Staaten in einem positiven Sinn setzen — als Kontrollmechanis-
mus staatlichen Ausgabengebahrens und als Entdeckungsverfahren neuer
Losungen mit mehr Effizienz? Das sind die Fragen, die ich in meinem Bei-
trag behandeln mochte.

I. Zum Ausmaf der internationalen Kapitalmobilitit

2. Es ist unbestritten, da die Kapitalmobilitat international in der letzten
Zeit zugenommen hat: Die Raumiiberwindungskosten sind drastisch gesun-
ken, die Mirkte werden weltweit vernetzt, viele administrative Marktseg-
mentierungen sind abgebaut worden, neue Regionen — Mittel- und Ost-
europa sowie China — klinken sich in die internationale Arbeitsteilung ein.

* Président des Instituts fiir Weltwirtschaft und Mitglied des Sachverstdndigenra-
tes zur Begutachtung der gesamtwirtschaftlichen Entwicklung. Fiir kritische Anmer-
kungen danke ich Claudia M. Buch, Ralph Heinrich, Jens Oliver Lorz, Joachim
Scheide und Ralph Solveen.
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Die hohe Mobilitit des Portfoliokapitals, hier verstanden in einer weiten
Interpretation der Finanztransaktionen, zu belegen, hieBe Aktien an die
Wallstreet tragen.l Das Volumen der Transaktionen an den Devisenmirkten
wird mit 1 bis 3 Billionen US-Dollar pro Tag angegeben — an wenigen
Tagen wird das Welthandelsvolumen von 5,7 Billionen US-Dollar (1997)
erreicht. Allerdings sind bei den Finanztransaktionen viele Doppelzihlun-
gen sowie Gegenpositionen etwa beim Hedging (Feldstein 1994, S. 12f.)
enthalten, und manches findet sich iibers Jahr im Netto nicht mehr. Anders
als Portfoliokapital kann sich Sachkapital nicht schlagartig an veridnderte
Bedingungen anpassen. Sachkapital ist, wenn es einmal an Ort und Stelle
installiert ist, wie gebrannter Ton nicht mehr formbar. Ex post ist Sachkapi-
tal also in einem technischen Sinne weitgehend immobil. Ex ante ist Sach-
kapital — der Konsumverzicht — jedoch wie frischer Ton gestaltbar. Die
Mobilitdt des Sachkapitals wird zu dem Zeitpunkt wirksam, zu dem man
sich entscheidet, wo man investieren will. Dies gilt fiir Neuinvestitionen, es
trifft in der langen Frist aber auch fiir Ersatzinvestitionen zu, wenn Maschi-
nen, die bereits installiert sind, weitgehend abgeschrieben sind und die aus
den Abschreibungen freiwerdenden Mittel nicht mehr an der alten Stelle
verwendet werden sondern irgendwo anders.

Feldstein und Horioka (1980) haben gezeigt, dal die Investitionen eines
Landes zu einem beachtlichen Teil durch nationale Ersparnisse gespeist
sind — sie ermitteln fiir den Zeitraum von 1960 bis 1974 einen Regressions-
koeffizienten (einen Ersparnis-Einbehaltungskoeffizienten) von 0,94 fiir den
Zusammenhang zwischen den Nettoinvestitionen und Nettoersparnissen
eines Landes. Aber: Empirische Untersuchungen belegen, dafl der von Feld-
stein und Horioka gefundene Zusammenhang zwischen nationalen Investi-
tionsquoten und nationalen Sparquoten sich gelockert hat (S. Sinn 1992;
Obstfeld 1993; Feldstein 1994).> > Zudem konnen reale Kapitalbewegungen
fiir einzelne Linder und in einzelnen Perioden durchaus von beachtlicher
Bedeutung sein, so wenn die ausldndischen Direktinvestitionen in einzelnen

! Mit dem weiten Begriff des Portfoliokapitals sind hier simtliche Bestandsgro-
Ben gemeint, deren Verédnderungen als Transaktionen in der Kapitalverkehrsbilanz
erfaBt sind. Dazu zdhlen die Kategorien Wertpapieranlagen (Verinderungen des
Portfoliokapitals im engeren Sinn), Direktinvestitionen und Kredite sowie sonstige
Kapitalanlagen. Der Begriff ,,Finanzkapital“ fiir ,financial capital* erscheint mir im
deutschen Sprachgebrauch zu negativ besetzt; ,finanzielles Kapital“ mag diese ne-
gativen Assoziationen nicht hervorzurufen.

2 Ein Hinweis hierauf ist auch, daB sich die langfristigen Zinsen auf den interna-
tionalen Kapitalmirkten zunehmend simultan bewegen. So kommt die Deutsche
Bundesbank (1997) zu den Ergebnis, dal der Zinsverbund zwischen Deutschland
und den Vereinigten Staaten Anfang der achtziger Jahre deutlich enger geworden
ist.

3 Historisch lag die Kapitalmobilitit zur Zeit des Goldstandards im letzten Jahr-
hundert héher (Taylor 1996).



Nationale Wirtschaftspolitik und internationale Kapitalmobilitat 43

Jahren wie in Chile, Malaysia und Ungarn bis zu 20 v.H. der Brutto-
investitionen eines Jahres ausmachen (Siebert 1997f).

Die in den Zahlungsbilanzstatistiken ausgewiesene Gesamtheit der
Finanzstrome (Bruttokapitalzufliisse) mit den drei Elementen Wertpapieran-
lagen (Porfolio-Investitionen im engeren Sinn), Direktinvestitionen und
Kredite sowie sonstige Kapitalanlagen kann als Obergrenze fiir die Berech-
nung der realen Kapitalstrome angesehen werden. Im Zeitraum 1989 - 1995
lagen diese Finanzstrome weltweit bei etwa 1,1 Billionen US-Dollar pro
Jahr. Ein realistisches Maf fiir die realen Kapitalstrome diirften die Direkt-
investitionen sein. Die Direktinvestitionen machten im Zeitraum 1989 - 1995
0,2 Billionen US-Dollar pro Jahr aus, sie beliefen sich 1995 auf 0,3 Billio-
nen US-Dollar (Tabelle Al). Auch wenn man die realen Nettokapitalbewe-
gungen an den aufaddierten Leistungsbilanzdefiziten aller Lander miBt,* so
sind die Bruttoinvestitionen der Welt von rund 6 Billionen (1995) maximal
nur zu etwa 6 v.H. mit realen internationalen Kapitalbewegungen verbun-
den, das sind etwa 0,4 Billionen US-Dollar pro Jahr (Siebert 1997f). Das
ist in etwa das, was realwirtschaftlich von den Devisenmirkten an interna-
tionaler Kapitalmobilitdt bleibt. Grenziiberschreitende Kapitalbewegungen
iiben also auf dem Weltkapitalmarkt in realer Betrachtung nur einen Spit-
zenausgleich aus.

3. Um die Implikationen der verstirkten Kapitalmobilitdt fiir die natio-
nale Wirtschaftspolitik untersuchen zu konnen, empfiehlt es sich, im folgen-
den zwischen den Implikationen der Mobilitdt des Portfoliokapitals und des
Sachkapitals zu unterscheiden: die stirkere Mobilitdt des Portfoliokapitals
hat vor allem Konsequenzen fiir die nationale Stabilitétspolitik, also fiir die
Geldpolitik und fiir die Budgetpolitik des Staates. Die zunehmende Mobili-
tdt des Sachkapitals hat Implikationen fiir eine breiter definierte Wirt-
schaftspolitik, namlich fiir die Allokationspolitik, fiir die Steuerpolitik des
Staates, fiir die Bereitstellung der Infrastruktur, fiir die Lohnpolitik, fiir die
Finanzierung der sozialen Sicherung und fiir die Ordnungspolitik, also fiir
die Gestaltung des institutionellen Ordnungsrahmen.

4 Dabei wird von der gesamtwirtschaftlichen Finanzierungsrestriktion S — I —
(T — G) = LB ausgegangen, nach der der Fehlbetrag zwischen Investitionen (I) und
dem Budgetdefizit (T — G) des Staates auf der einen Seite und den heimischen Er-
sparnissen (S) auf der anderen Seite dem Leistungsbilanzdefizit (LB) entspricht, das
durch Kapitalzustrom finanziert werden muB. Bei diesem Ansatz wird nicht beriick-
sichtigt, dal Lander gegenseitig Kapitalbewegungen verzeichnen; die Bruttokapital-
bewegung kann hoher sein. In dieser Berechnung wird also auf die Nettokapitalbe-
wegungen abgestellt.



44 Horst Siebert

II. Schirfere Zwinge fiir die Stabilitéitspolitik

4. Zunichst zum Portfoliokapital und zu den Finanzmirkten. Stort eine
Entscheidung der Politik die Optimalitdt eines Portfolios, so konnen die
Marktteilnehmer schlagartig durch die Umschichtung ihres Portfolios rea-
gieren. Portfoliokapital hat — so ein Dictum — die schnellen Beine einer
Gazelle, das Herz eines Hasen und das Gedichtnis eines Elefanten. Weni-
ger bildhaft: Ein optimales Portfolio ist in bezug auf unser Thema der inter-
nationalen Finanztransaktionen etwa dann gestort, wenn die Rendite im
Inland und die Rendite im Ausland aus dem Gleichgewicht geraten sind.
Dabei ist im Sinne der Zinsparitidt die Rendite im Inland durch den inldndi-
schen Zinssatz, die Rendite im Ausland durch den auslindischen Zinssatz
plus erwarteten Wihrungsgewinn durch Wechselkursinderungen, also das
Wechselkursrisiko, definiert.

Die fiir die Zinsparitidt so wichtigen Wechselkursinderungserwartungen
werden entscheidend von der Kaufkraftparitdt formiert. Laufen die Preisni-
veaus von Lindern in der Zeit deutlich auseinander, so wird auf den Mirk-
ten damit gerechnet, daf sich iiber kurz oder lang der Wechselkurs &ndert.
Es gibt also ein Zusammenspiel von Zinsparitit und Kaufkraftparitit. In
diesem Zusammenspiel bestimmt die Zinsparitit die Kapitalbewegungen als
Kontrollmechanismus fiir die Stabilitédtspolitik der einzelnen Lénder, und
sie bestimmt damit auch die Schmerzen der Instabilitdt in Form von natio-
nalen Risikoprdmien bei den Zinsen (mit negativen Riickwirkungen auf die
Investitionen) und letztlich in Form einer Abwertung der nationalen Wih-
rung. Die Kaufkraftparitit dagegen formiert die Wechselkurserwartungen,
die in die Zinsparitdt eingehen.

Damit ist die nationale Stabilitédtspolitik bei hoher Mobilitdt des Portfo-
liokapitals einer Kontrolle der Finanzmirkte unterworfen. Wenn beispiels-
weise die Notenbank eines Landes exzessiv die Geldmenge ausdehnt und
ein anderes Land eine auf Preisniveaustabilitidt ausgerichtete Geldpolitik
betreibt, dann wird das weniger stabilitdtsorientierte Land hohere Zinsen
haben und eine Abwertung seiner Wahrung erfahren. Wenn deutlich wird,
dafl hohere Zinsen die Investitionen bremsen und wenn die Biirger eines
Landes die Abwertung als ein Signal begreifen, dafl ihr Geld weniger wert
wird, kommt die Notenbank unter Druck, von einer exzessiven Geldpolitik
abzugehen®. Ahnliches gilt, wenn die Finanzpolitik unsolide und mit hohen
Budgetdefiziten verbunden ist oder wenn der Finanzsektor eines Landes

5 Diese Zusammenhinge konnen spieltheoretisch mit dem Barro-Gordon-Modell
(1983) analysiert werden. Wenn man einmal unterstellt, da sich durch eine hohere
Inflationsrate die reale Produktion in einer Volkswirtschaft kurzfristig erhohen 148t
und wenn die Notenbank ihre Entscheidungen darauf basiert, so antizipieren die
Marktteilnehmer, dafl diese Strategie langerfristig mit einem Geldwertschwund ver-
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wie in Thailand Probleme entwickelt. Auch hier iiben internationale Finanz-
mirkte eine kontrollierende Funktion aus. Alles, was nicht nachhaltig ist,
ist prekdr und angreifbar. Vulnerability ist das andere Gesicht der Non-
Sustainability. Eine Unausgewogenheit im Bankensystem, ein hohes Lei-
stungsbilanzdefizit, eine auf Dauer nicht tragfihige reale Aufwertung lassen
eine Wihrung schnell zusammenbrechen.

5. Reichhaltige Beispiele fiir die Kontrollfunktion der Finanzmérkte
finden sich in den Stabilisierungsfehlschldgen der Lénder Lateinamerikas.
In bemerkenswerter RegelmiBigkeit ging — wie im Lehrbuch — die Expan-
sion der Geldmenge nahezu unverziiglich mit einem Anstieg des Preisni-
veaus und mit einer Abwertung der heimischen Wihrung einher. Allzu oft
waren hohe staatliche Budgetdefizite zu verzeichnen, die zeitweise 10 v.H.
in Relation zum Bruttoinlandsprodukt iiberstiegen, so in Argentinien in den
siebziger Jahren, so in Mexiko und Brasilien in den achtziger Jahren — in
Brasilien machte in der Spitze im Jahr 1989 das staatliche Budgetdefizit
fast 20 v.H. aus. In Argentinien lag — im Jahresvergleich 1990 zu 1989 —
die Expansion der Geldmenge bei 1500 v.H., die Inflationsrate war
2314 v.H., die Kapitalflucht betrug 6 Mrd. US-$ (1989). Der Peso wurde
1990 um 1000 v.H. abgewertet. Nur durch eine radikale Umorientierung,
durch die Bindung der Peso-Geldmenge an die Wihrungsreserven in
Dollar, wurde es im Rahmen eines Currency Boards moglich, das Ver-
trauen in die Wahrung wiederherzustellen.

Die Kontrollfunktion der Finanzmarkte ist aber nicht auf die Schwellen-
lander beschrinkt. So mufite Frankreich im Mérz 1983 seine Wirtschaftspoli-
tik, die in den ersten beiden Jahren der Prisidentschaft Mitterand auf eine
Stimulierung der Binnennachfrage gerichtet war, total revidieren. Eine
anhaltend hohe Inflationsrate, zunehmende Leistungsbilanzdefizite und stei-
gende Auslandsverschuldung fiihrten letztenendes zu einer kraftigen Abwer-
tung des franzosischen Franc.

6. Auch die Europdische Wiahrungsunion wird sich der Kontrolle der
Finanzmairkte stellen miissen. Dies kann fiir die Zeit in der Wéhrungsunion
erhebliche Schmerzen in Form wirtschaftspolitischer Zielverfehlungen verur-
sachen, wenn die Wiahrungsunion nicht glaubwiirdig beginnt, weil die Bei-
trittskriterien von der Politik grofziigig ausgelegt werden. Bei einer weichen
Interpretation der Kriterien ist die Politik in der pikanten Lage, den Markten
und den Biirgern erkldren zu miissen, wieso der Stabilitdtspakt in der Wih-
rungsunion exzessive Defizite vermeidet, wéhrend iiber die vertraglichen
Anforderungen zu den exzessiven Defiziten beim Beitritt hinweggesehen
werden konnte. Im Vorfeld der Wahrungsunion ist im Zeitraum von Mai bis

bunden ist. Dadurch verliert die Notenbank ihre Reputation, so daB sie letztendlich
von vornherein auf Preisniveaustabilitdt achten muf.
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Dezember 1998 ein spekulativer Angriff auf einzelne europdische Wihrun-
gen nicht auszuschlieBen. Auch hier gilt: Wenn Nachhaltigkeit nicht gege-
ben ist, werden Wahrungen angreifbar. Die Funktionstiichtigkeit des neuen
europdischen Geldwesens hingt auch davon ab, ob der in Artikel 104b EG-
Vertrag vorgegebene Haftungsausschlufl eingehalten werden wird. Ist dies
der Fall, so werden die Finanzmirkte Risikopridmien fiir einzelne Lénder
verlangen. Die Zinsen dort werden steigen. Lander mit einer soliden Finanz-
politik konnen diesen Zinsanstieg vermeiden. Wenn der Haftungsausschluf3
jedoch nicht glaubwiirdig eingehalten wird, wird das Zinsniveau in der Wih-
rungsunion insgesamt hoher sein. Offen ist schlielich, ob die Politik die
Unabhingigkeit der Europdischen Zentralbank voll respektieren wird. Zwar
sind die stabilitdtspolitischen Fehlschldge Lateinamerikas und die bisherige
Stabilitdtskultur Europas verschiedene Welten. Aber: Die Politik muf} sich
davor hiiten, daB Europa ein bifichen lateinamerikanisiert wird, daf3 der
Tango und der Samba in die européische Geldpolitik Einzug halten.

7. Konnen die Finanzmirkte die hier skizzierte Kontrollfunktion iiber-
haupt ausiiben? Mufl es nicht die Wahrungsrelationen verzerren, wenn an
den Devisenmirkten an wenigen Tagen das Welthandelsvolumen eines
Jahres erreicht wird? Ist die Disziplinierung der Stabilitétspolitik sicherge-
stellt, wenn die Gazelle zu schreckhaft, der Hase zu &dngstlich und der Ele-
fant zu nachtragend ist?

Langfristig regiert die Kaufkraftparitdt; fiir Zeitrdume von zehn oder
zwanzig Jahren folgt der Wechselkurs den nationalen Preisniveaus. Kurzfri-
stig jedoch kann es zu einem UberschieBen der Wechselkurse kommen,
wenn etwa durch eine laxe Geldpolitik die Geldmenge eines Landes —
sagen wir die des Inlandes — iibermidBig steigt, das Portfolio der Inldnder
dadurch gestort wird — sie haben zu viel heimisches Geld im Sickel — und
sie ihr Portfolio zugunsten von ausldndischen Wertpapieren umschichten,
und zwar indem sie ihre Wéhrung feilbieten. Diese wird dann abgewertet,
und zwar umgehend, da die Finanzmérkte schlagartig reagieren und fiir die
Anpassung nicht so viel Zeit brauchen wie die Giiterméarkte. Spekulative
Blasen konnen eine solche Abwertung verstarken.

8. Gewi, Wihrungen konnen iiberschieBen. Aber im Verlaufe der Zeit
wird das UberschieBen wieder korrigiert; empirische Studien deuten darauf
hin, daf die Halbwertzeit, also die Zeit, innerhalb der sich die Abweichung
von einem durch die Kaufkraftparitit gegebenen gleichgewichtigen Wech-
selkurs halbiert, je nach Wahrung bei 3 bis 5 Jahren liegt; Abweichungen
von einem gefilterten Trend werden mit einer Rate von 15 v.H. pro Jahr
abgebaut (Rogoff 1996).

Die Volatilitat der Wechselkurse der G-7 Staaten — der nominalen effek-
tiven Wechselkurse — hat zwar in den siebziger Jahren nach dem Ende des



Nationale Wirtschaftspolitik und internationale Kapitalmobilitit 47

Systems von Bretton Woods zugenommen: In den achtziger und neunziger
Jahren aber ist kein weiterer Anstieg der Volatilitit zu verzeichnen; sie
bildet sich vielmehr teilweise sogar zuriick. Dies gilt fiir die Standardabwei-
chung der monatlichen Veridnderung des nominalen effektiven Wechselkur-
ses der G-7 Staaten bezogen sowohl auf 12 Monate als auch auf fiinf Jahre
(Schaubild A.1 und A.2). Bei Italien und GroBbritannien zeigt sich mit dem
Ausscheren aus dem Europdischen Wechselkuirsverbund ein stérkerer Aus-
schlag bei dem Zeitraum von 12 Monaten, Japan weist eine hohere Volatili-
tdt als in den siebziger Jahren auf. Bezogen auf fiinf Jahre ist nur bei Ita-
lien in den neunziger Jahren eine groflere Volatilitit als zuvor zu verzeich-
nen.

9. Soweit zu einer eher kurzfristigen Volatilitdt. Aber kann man nicht
auch die mittel- oder lingerfristige trendméBige Umkehr von Wechselkurs-
relationen als Gegenargument gegen die Kontrollfunktion der Devisen-
mirkte geltend machen, wie etwa den Umschwung beim DM-Dollar Kurs
im Jahr 1985, mit einer starken Aufwertung des US-Dollar in den Jahren
von 1980 bis 1985 und einer Abwertung danach? Solche Wechselkursum-
schwiinge fiihren zu Reallokationen in der realen Wirtschaft, und diese
Reallokationen sind mit erheblichen Anpassungskosten verbunden. Aber:
Aus zwei Griinden ist dieses Argument nicht recht tragfihig: Zum einen
kommt es bei realwirtschaftlichen Anpassungsprozessen nicht auf die nomi-
nalen, sondern auf die realen Wechselkurse an, die jedoch sofort — ndmlich
definitionsgemd3 — auf Differenzen in den Preisniveaus reagieren. Zum
anderen: Man wird wohl schwerlich die Stabilitit, das heit doch wohl eine
relative Konstanz, der realen Wechselkurse anstreben konnen. Denn: Die
realen Wechselkurse miissen sich als Relativpreis zwischen auslindischen
und inldndischen Giitern oder zwischen handelbaren und nicht-handelbaren
Giitern so einpendeln, dafl sie sowohl mit einem binnenwirtschaftlichen als
auch einem auBenwirtschaftlichen Gleichgewicht konsistent sind. Ihre Ver-
dnderungen reflektieren damit Verdnderungen in den realwirtschaftlichen
Gegebenheiten.

10. Aber selbst wenn die Gazelle zu schreckhaft ist, irgendwer muf sie
erschreckt haben. Allzu oft ist die Politik mit ihren Inkonsistenzen in der
Zeit, mit ihrer Wechselhaftigkeit und ihren Widerspriichen Ausloser von
gednderten Erwartungen, auch von gednderten Wechselkurserwartungen.
Eine exzessive Ausdehnung der Geldmenge, eine populistische Verteilungs-
politik — wie in (sagen wir mal) Lateinamerika — und eine unsolide Finanz-
lage der ,0ffentlichen Hand* storen das delikate Portfolio-Gleichgewicht.
Die Marktteilnehmer iiberpriifen kritisch Erkldrungen der Politiker, denn sie
antizipieren mogliche Auswirkungen, auch wenn diese Erwartungen nicht
perfekt rational, aber doch schon ein bifichen rational, sind. Dadurch wird
der Spielraum der politischen Entscheidungstriger eingegrenzt. Wie heif3t
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es doch nach Abraham Lincoln: ,,You can fool some of the people all of
the time, you can fool all the people some of the time, but you cannot fool
all the people all of the time.“ Hat eine Institution in der Vergangenheit
Reputation erworben, hat ein Politiker Glaubwiirdigkeit etabliert, so haben
sie in einer spezifischen Situation mehr Bewegungsspielraum. Aber wenn
vom Pfad der Tugend der Stabilitit abgewichen wurde, verlangen die
Mirkte oft noch lange eine Risikoprdmie.

11. Wie kann man sich Losungen vorstellen? UberschieBende Wechsel-
kurse werden wieder korrigiert, irgendwann machen sich bei einer spekula-
tiven Blase Transversalitdtsbedingungen bemerkbar (Rogoff und Obstfeldt
1996, S. 123), eine geplatzte spekulative Blase fiihrt zu einem Neubeginn.
Aber vorher ist eine Ansteckung nicht auszuschlieen (Eichengreen et al.
1996). So hat sich die Mexiko-Krise auf nahezu alle Linder Lateinamerikas
ausgewirkt und es beispielsweise Argentinien schwer gemacht, den Cur-
rency Board glaubwiirdig durchzuhalten. Auch die Krise des thailindischen
Baht hat andere asiatische Wahrungen mitgezogen. Wenn die Herde einmal
rennt, rennt sie alles nieder. Und es ist schwer, sie zu stoppen. In solchen
Extremfillen werden Mechanismen gebraucht, die eine Ausbreitung einer
finanziellen Krise vermeiden. Mit dem beschleunigten Finanzierungsverfah-
ren in Krisenfillen (Emergency Financing Mechanism) kann dem Interna-
tionalen Wihrungsfonds die Rolle eines ,lenders of last resort zuwachsen.
Auch eine informelle Kooperation der Zentralbanken kann erforderlich sein.
Bei der Ausgestaltung solcher Mechanismen muf3 jedoch vieles im Unkla-
ren bleiben, da ansonsten strategisches Verhalten einzelner Linder ausge-
l6st wird und unldsbare ,,moral hazard“ Probleme auftreten.

12. Dariiber hinaus wird vorgeschlagen, die Funktionen der Finanz-
mirkte zuriickzudrehen, etwa mit einer Tobin-Steuer Sand ins Getriebe zu
streuen, um auf diese Weise die Transaktionskosten zu erhohen. Ein Pro-
blem dieses Vorschlags liegt darin, da die Tobinsteuer bei politikverur-
sachter Unsicherheit keine Ursachentherapie darstellt. Geht die Volatilitit
an den Finanzmirkten auf wirtschaftspolitische Fehler zuriick, so schirmt
die Tobin-Steuer die Politik sogar vor den Implikationen ihrer Fehler ab.
Dies gebiert neue Fehler. Zudem setzt die Tobin-Steuer voraus, da zwi-
schen destabilisierenden Kapitalbewegungen und wohlfahrtserh6henden
realen Kapitalbewegungen unterschieden werden kann. AuBerdem werden
die Marktteilnehmer in der Praxis durch geschickte Umdefinitionen der
Tobin-Steuer ausweichen konnen. Wird die Steuer aber breit und umfas-
send definiert, so lduft ein Land Gefahr, sich vom realen Kapitalzustrom
abzuschneiden. Seine Kapitalbildung fillt geringer aus, die Arbeitnehmer
sind weniger gut mit Sachkapital ausgestattet, ihre Arbeitsproduktivitdt ist
niedriger, kurzum, die Chancen fiir hoheres Realeinkommen und fiir mehr
Beschiftigung sind ungiinstiger. Und schlieBlich: In aller Regel kann es
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keine sinnvolle Politik sein, Transaktionskosten zu erhohen. Im iibrigen
miiten bei inzwischen weit fortgeschrittener weltweiter Vernetzung der
Finanzmirkte alle Linder bei einer Tobin-Steuer mitmachen, wenn nicht
beachtliche Verlagerungseffekte auftreten sollten.

13. Der Vorschlag, Referenzzonen oder Zielzonen, also eine Bandbreite
festzulegen, innerhalb der der (reale) Wechselkurs schwanken kann, schei-
tert an zahlreichen Wenns und Abers: So ist ungekldrt, wer an den Riandern
intervenieren muf}, wie die Abstimmung der Geldpolitik und die makrodko-
nomische Koordinierung der Stabilitétspolitik insgesamt aussehen sollen,
damit die Grenzen der Bandbreite eingehalten werden, und ob sich Zielzo-
nen auf Dauer iiberhaupt verteidigen lassen. Offen ist auch, wie der Refe-
renzmafistab eines realen gleichgewichtigen Wechselkurses in der Praxis zu
bestimmen ist (Sachverstiandigenrat JG 95 Ziffer 422ff.). Selbst in der
Theorie hat man damit iibrigens Schwierigkeiten.

14. Stabile Wechselkurse wiren moglich, wenn die wichtigsten Léander
der Welt sich durch Selbstbindung auf ein stabiles, glaubwiirdiges Wih-
rungssystem verpflichteten und damit auf eine nationale Autonomie in
wesentlichen Teilen ihrer Politik, insbesondere der Stabilisierungspolitik,
verzichteten. Die Bereitschaft, sich einem solchen internationalen Regelsy-
stem zu unterwerfen, ist nicht gegeben. Unter diesen Bedingungen konnen
einigermaflen stabile Wihrungsrelationen nur dadurch erreicht werden, dal
jedes einzelne Land sein Haus in Ordnung hélt und bei sich selbst fiir ein
stabiles Preisniveau sorgt. Es dehnt im wesentlichen seine Geldmenge nach
dem Wachstum des nationalen Produktionspotentials aus. So bleibt in
jedem Land das Preisniveau stabil; folglich miissen sich die Wechselkurse
nicht dndern, soweit die Geldpolitik betroffen ist. Allerdings ist eine Stabili-
titsorientierung der Geldpolitik alleine nicht hinreichend, um die Wechsel-
kurse stabil zu halten. Auch die Finanzpolitik, die gesamte Wirtschaftspoli-
tik einschlieBlich der Tarifpolitik, miissen auf Stabilitdt ausgerichtet sein.

II1. Die nationale Allokations-, Lohn- und Sozialpolitik
im Standortwettbewerb

15. Soweit zum Portfoliokapital. Nun zum Sachkapital. Auch Sachkapi-
tal hat eine Exit-Option, es kann — zwar nicht von heute auf morgen, aber
in der langen Frist — anderswo seinen Standort suchen, wenn die Bedingun-
gen fiir das Investieren ungiinstig werden, etwa wenn die Steuern auf Kapi-
tal oder auf die Gewinne erhoht werden, wenn die Bereitstellung der Infra-
struktur unzureichend ist oder wenn die institutionellen Regelungen mit
Ineffizienzen verbunden sind. Dabei kommt es nicht nur auf die zeitliche
Veridnderung des Investitionsumfeldes in einem Land relativ zu einem Refe-
renzpunkt in der Vergangenheit an; vielmehr geht es um einen Vergleich

4 Schriften d. Vereins f. Socialpolitik 261
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der Investitionsbedingungen des Inlandes mit dem Ausland. Selbst wenn
das Inland die Bedingungen fiir das Investieren verbessert, kann es aus der
Sicht der Investoren an Attraktivitdt verlieren, wenn das Ausland sein
Umfeld noch investitionsfreundlicher gestaltet.

Besteuerung und dffentliche Giiter

16. Betrachten wir die Investitionsentscheidung einer Unternehmung, die
ihren Gewinn maximiert. Es werde eine Steuer auf den Gewinn oder auf
Kapital erhoben, im einfachsten Fall eine Steuer auf die Einheit Kapital.
Dann verringert sich fiir die Unternehmen die Netto-Grenzproduktivitit des
Kapitals; im Schaubild iiber den gewinnmaximalen Kapitaleinsatz ver-
schiebt sich die Netto-Grenzproduktivititskurve des Kapitals nach unten.
Im neuen Gleichgewicht wird im Inland weniger Kapital eingesetzt. Kapital
wandert ab. Das Inlandsprodukt ist geringer. Die Besteuerung kann Kapital
(und technisches Wissen) aus einem Land vertreiben. Andere Unterneh-
menssteuern wirken analog. Regierungen miissen diese Kapitalabwanderung
in ihrem Kalkiil beriicksichtigen (Siebert 1997f).

Man kann jedoch nicht nur isoliert den Besteuerungseffekt betrachten.
Wird mit bedacht, dal Infrastruktur, die aus Steuern finanziert wird, die
Grenzproduktivitdt des Kapitals erhoht, so verschiebt sich die Grenzproduk-
tivitdtskurve des Kapitals nach oben; dann besteht ein Anreiz, mehr Kapital
zu bilden. Damit gibt es im Standortwettbewerb der Staaten zwei gegenldu-
fige Effekte. Allerdings haben wir wenig empirische Informationen iiber die
positiven Auswirkungen der Infrastruktur auf Produktion, auf Investition
und Wachstum.®

Aus der Sicht eines Landes oder einer Regierung geht es also um ein
Abwigen zwischen der Bereitstellung offentlicher Giiter und den Lasten
der Finanzierung. Eine grofziigige Bereitstellung von Infrastruktur reicht
nicht, um mobiles Kapital und technisches Wissen im Land zu halten oder
zu attrahieren, wenn aus diesem Grund die Steuern fiir mobile Faktoren zu
hoch sind. Andererseits: Ein Land, in dem keine oder nur niedrige Steuern
fiir die Wirtschaft erhoben werden, kann dennoch unattraktiv sein fiir mobi-
les Kapital und fiir mobiles technisches Wissen, wenn die Infrastruktur
nicht stimmt.

Welchen Einflu hat nun die internationale Kapitalmobilitit auf die staat-
lich bereitgestellte Infrastruktur? Das optimale Ausmaf3 an Infrastruktur ist
dort erreicht, wo Grenzkosten und Grenzvorteil der Infrastruktur sich aus-
gleichen. In einer geschlossenen Volkswirtschaft ist der Grenzvorteil — ver-

6 Zu diesen Effekten vgl. Aschauer (1989).
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einfacht — durch die Grenzproduktivitdt der Infrastruktur gegeben. Dieses
Optimierungskalkiil dndert sich bei internationaler Kapitalmobilitdt. Machen
wir ein Gedankenexperiment und gehen von einer geschlossenen Volkswirt-
schaft zu einer offenen Volkswirtschaft iiber, also von einer Volkswirt-
schaft ohne Kapitalmobilitdt zu einer Volkswirtschaft mit Kapitalmobilitét.
Dann #ndert sich der Grenzvorteil der Bereitstellung der Infrastruktur.” Die
Politik muf3 als Zielverlust — als reduzierten Grenzvorteil — beriicksichtigen,
daB sich mit einer Kapitalabwanderung die Steuerbasis und die Steuerein-
nahmen verringern.

17. Staaten oder Regierungen stehen also im Standortwettbewerb. Das ist
der Wettbewerb der international immobilen Faktoren um die international
mobilen Faktoren, um das mobile Kapital und um das mobile technische
Wissen. In diesem Standortwettbewerb verdndert die Mobilitdt des Produk-
tionsfaktors Kapital und des technischen Wissens das Nutzen-Kosten-
Kalkiil der Politik. Die Exit-Option des Faktors Kapital definiert die Oppor-
tunitdtskosten wirtschaftspolitischer Mafinahmen neu; der Bewegungsspiel-
raum der nationalen Politik wird eingeschrénkt.

18. Welche Antworten kann die Politik auf diese verinderten Bedingun-
gen des Standortwettbewerbs nun finden? Was konnen die Volkswirte emp-
fehlen? Einige haben schon die Schaufel in der Hand, um dem Tobin’schen
Sand nicht nur in die internationalen Finanzstrome, sondern auch in das
Getriebe des realen Kapitalverkehrs zu schippen. Hier kann man nur
warnen. Denn es ist nicht zu erwarten, dal sich die Wohlfahrt der Welt
oder der einzelnen Ldnder und die Einkommenssituation und die Beschéfti-
gungslage der Arbeitnehmer verbessern lassen, wenn die Kapitalmobilitdt
zuriickgedringt wird. Okonomen sollten groBte Vorsicht walten lassen,
wenn sie vorschlagen, die Harberger-Dreiecke zu vergroflern, statt sie zu
verkleinern. Protektionistische Ansitze sind kein geeignetes Instrument, auf
die erhohte Kapitalmobilitdt zu reagieren.

19. Hier gilt im iibrigen eine Analogie zwischen vielen Resultaten iiber
realen Kapitalverkehr und iiber Giiterverkehr. Auch wenn Kapital interna-
tional vollig immobil wire, wiirde der Standortwettbewerb ablaufen, und
zwar iiber Giiterbewegungen, und die bisher erorterten Effekte wiirden
analog auftreten. Nehmen wir an, ein Land erhoht massiv seine Steuern, die
die Exportwirtschaft in besonderer Weise treffen. Dann geht die Wettbe-

7 Der Grenzvorteil eines Offentlichen Gutes wie der Infrastruktur, die der Staat
anbietet, und die Grenzkosten der Bereitstellung fiir die Privaten, also die Belastun-
gen, sind zu vergleichen. Die positive Wirkung der Infrastruktur, also der Grenzvor-
teil, nimmt ab, je mehr Infrastruktur bereitgestellt wird. Andererseits gilt: Je mehr
Infrastruktur der Staat anbietet, um so hoher sind die Grenzkosten der Infrastruktur.
Es gibt ein optimales AusmaB an Infrastruktur im Schnittpunkt zweier Kurven, dem
Grenzvorteil der Infrastruktur und ihren Grenzkosten.

4%
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werbsfihigkeit der Unternehmen in der Exportwirtschaft zuriick, sie verlie-
ren komparative Vorteile, iiber kurz oder lang werden andere Linder an
Wettbewerbsfahigkeit in diesen Sektoren gewinnen. Langfristig ist es weni-
ger attraktiv, Kapital in den Exportsektoren zu bilden. Das Land hat einen
geringeren Kapitalstock, allerdings nicht durch Abwanderung von Kapital,
sondern durch eine schwichere Kapitalbildung in der Exportwirtschaft®.
Der internationale Wettbewerb zwischen Staaten funktioniert also auch,
wenn die Produktionsfaktoren international immobil sind.

20. Manche haben Sorge, dafl der Standortwettbewerb der Besteuerung
und der Bereitstellung der offentlichen Giiter degeneriert’. Ist zu befiirch-
ten, daB die einzelnen Lénder sich darin iiberbieten, giinstige Bedingungen
fiir privates Kapital zu schaffen, etwa die Steuern zu senken, mit der Folge,
daf die Bereitstellung oOffentlicher Giiter auf ein ineffizient niedriges
Niveau, ja auf ein Nullniveau, fallt? Konkurrieren sich die Industrieldnder
mit ihrer Infrastruktur nach unten?

Diese These ist so nicht richtig. Betrachten wir zunédchst eine wirtschafts-
bezogene Infrastruktur. Eine solche Infrastruktur, also die StraBen, die Flug-
hédfen, die Seehifen, kann privatisiert werden und iiber Knappheitspreise
finanziert werden. In diesen Fillen ist keine Steuer auf das investierte Kapi-
tal notwendig; folglich verdndern sich die Opportunititskosten der wirt-
schaftlichen Entscheidungen durch die Kapitalmobilitdt nicht. Ferner kann
,benefit taxation* dafiir sorgen, dafl derjenige, der von diesen Giitern Vor-
teile hat, auch die entsprechenden Steuern im Sinne des Aquivalenzprinzips
tragen muB.

21. Eine weitere Variante besteht darin, Infrastruktur im Sinne des Kon-
zepts der fiskalischen Aquivalenz (fiscal equivalence, Olson 1969) als Club-
gut zu interpretieren. Dabei ist es realistisch davon auszugehen, daf 6ffent-
liche Giiter rdumlich unterschiedliche Ausbreitungen haben. Folglich
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