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Vorwort 

Die internationalen Finanzmärkte haben in den letzten Jahrzehnten ein 
rasantes Wachstum vorgelegt. Es sind die Märkte für 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. Funktionstüch-
tige Finanzmärkte erfüllen unverzichtbare Aufgaben für die Entwicklung 
und Wohlstandssteigerung der Volkswirtschaften. Aber sie neigen auch zu 
Verzerrungen und Übertreibungen, verleiten Anleger, Banken und Finanz-
intermediäre nicht selten zu riskanten Dispositionen. Einige Segmente der 
Finanzmärkte haben sich bereits vom realwirtschaftlichen  Unterbau ab-
gekoppelt. Starke Schwankungen der Preise für Finanzaktiva (insbesondere 
Zinsen und Wechselkurse), ausgelöst durch die zunehmende Mobilität der 
internationalen Finanztransaktionen, können tief in die realwirtschaftliche 
Sphäre hineinwirken und dort zu Verwerfungen führen. Das ist auch der 
Grund, weshalb die Politiker den Dimensionen und der Volatilität der 
Finanzmärkte inzwischen hohen Respekt zollen und den Disziplinierungs-
druck der Kapitalmobilität fürchten gelernt haben. 

Vor diesem Hintergrund kommt den „Kern"-Themen der Berner Jahresta-
gung 1997 des Vereins für Socialpolitik grundsätzliche wie aktuelle Bedeu-
tung zu. Aus dem weiten „Spannungsfeld", innerhalb dessen die Finanz-
märkte stehen, wurden drei Eckpunkte ausgewählt: Die Finanzmärkte (1) 
im Kontext der Globalisierung, (2) im Suchprozeß nach einer „Balance" 
zwischen Finanzinnovationen, Wettbewerb und Bankenregulierung sowie 
(3) im Vorhof der bevorstehenden Europäischen Währungsunion. 

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

Speyer, im März 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 wi l l 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. 

I I . 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. I f the financial system does not perform 
this role well, then the economy cannot operate efficiently  and economic 
growth wil l be severely hampered. Indeed, the economics literature on 
financial repression demonstrates that an important reason why many poor 
countries remain poor is that their financial sectors remain underdevel-
oped.1 

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 

1 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 wi l l be paid back. Moral 
hazard occurs because a borrower has incentives to invest in projects with 
high risk in which the borrower does well i f the project succeeds but the 
lender bears most of the loss i f 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 wil l decide that they would rather not make loans, so that 
lending and investment wi l l be at suboptimal levels.2 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 i f 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. I f 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. I f enough free-
riding investors can do this, the increased demand for the undervalued secu-
rities wi l l 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 wi l l 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 wil l 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. 


