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Capital Flow Surges as Bubbles: A Complex Behavioral Finance Interpretation(
Thomas D Wilett


There is widespread agreement among international monetary and financial experts that capital flow surges (CFSs) and sudden stops (SSs) have become a major problem for many emerging market countries and the international financial system more generally. And the crisis in the euro zone demonstrates that this is not just a phenomenon affecting emerging markets.  There is much less agreement, however, about the causes of the CFSs and SSs and this fundamental issue has been the subject of much less analysis than have the statistical properties of such flows.


I argue that the combination of traditional analysis of domestic financial bubbles such as presented in Kindleberger’s classic Manias, Panics and Crashes combined with recent developments in behavioral and neuro finance, complexity economics, perverse incentives resulting from collection action problems such as principal-agent relationships and the adoption of faulty mental models gives us a useful set of analytic tools to develop a better understanding of the causes of capital flow surges and sudden stops. Most of the applications of these new tools have been to the behavior of domestic financial markets. My purpose in this note is to sketch out a framework for explaining a good bit of such behavior in terms of the types of analysis that have been used to explain the generation of bubbles in domestic financial markets. The traditional literature on domestic financial bubbles (at least that part which recognizes that they can exist) has developed some stylized facts and explanations on which we can build.


It is sometimes argued that behavioral finance will not really be taken seriously by mainstream financial economists until it develops a general consistent theory. This type of criticism is quite understandable but I believe that it is fundamentally misplaced. An essential key to understanding financial market bubbles and crashes and capital flow surges and sudden stops is recognizing that markets don’t behave the same way at all times. Financial markets do sometimes stray considerably from fundamental equilibrium and as we know from many studies of the dynamics of nonlinear behavior, for many types of physical and social systems, far from equilibrium behavior can differ quite dramatically from close to equilibrium behavior. A major agenda for research is to develop a better understanding, both theoretically and empirically, of the forces that push financial markets from near to far from equilibrium behavior. 

At a broad level we have good reason to believe that there are some important general patterns that allow us to identify many of the conditions that help explain such shifts in market dynamics. As will be discussed below, the literature on domestic financial market behavior has already made considerable process in this direction. One should not get carried away, however, in believing that the dynamics of bubble behavior will always be similar. I conjecture that with future analysis  we will be able to show quite convincingly that the logics of behavior that lead markets to begin to move substantially away from fundamental equilibrium will also show that we should not expect to find rather rigid phases of bubble behavior such is suggested by the full schema of Minsky’s hypotheses of financial instability. Likewise while in the large financial market outcomes have fat tails that are signatures of power laws rather than the normal distributions that have traditionally been used in financial analysis, I am doubtful that we will find bubble behavior to be an accurately described by fractal processes that are invariant to scale, i.e. that lead to micro bubbles with the same statistical properties as macro bubbles [For a contrary view, see Vogel ( ).]

The standard story of domestic financial bubbles begins with some innovation such as the development of a new technology (think canals and railroads in the 19th century and computer technology toward the end of the twentieth century) that justifies a substantial increase in stock prices. The typical mistake in bubbles is to continue these price increases much too far. This seems typical of many international capital flow surges such as those into Mexico and Asia during the 1990s. There the innovation was substantial improvements in domestic economic policies and financial liberalization. This quite rationally led to increases in capital inflows. While there was undoubtedly some simple herding of the follow the leader type, likely as or more important was herding among much of the financial community in terms of the popular mental models that became fashionable, i.e., that the East Asian countries had become a place for the “smart money” to invest. 

The focus on such fairly simple views has considerable psychological attractiveness. It can generate feelings of being sophisticated relative to investors of the general public and feeling part of the community of “those in the know.” An one just can’t take everything into account in a structured manner.  The world in which such financial decisions are made is highly complex and full of uncertainty. There is considerable evidence from neuroscientists and cognitive psychologists that most individuals have a strong aversion to accepting uncertainty and thus have a tendency to adopt fairly simple views that provide escape from uncertainty. 

Objective complexity and uncertainty means that to some extent any analysis of economic and financial issues must be based on analysis that abstracts from many features. The argument here, however, is that psychological ‘biases’ tend to lead many agents to carry the simplification process much too far and then to have excessive confidence in the resulting analysis.  The content of such highly simplified mental models or stories is likely biased toward a focus on variables for which it is easier to get data and information. For example in East Asia in the 1990s it was easier to obtain information on the outstanding performance of these countries in terms of high rates of investment and economic growth, low inflation and strong fiscal positions than on the weak state of many of the financial systems. 

This argument does not apply, however, to the international economic weaknesses many of these countries displayed through large current account deficits that made reliance on continued large financial inflows essential. Data on these situations was easy to obtain but was ignored or at least heavily discounted by a large portion of international investors. Confirmation bias can help explain why investors focused on the good information that supported the wisdom of their investments and discounted the ‘bad’ information that they hadn’t been so wise after all. Mexico in the early 1990s is another example where too much was put on domestic macroeconomic strength and not enough on dangers in its external accounts.  

Furthermore, it was much easier to identify improvements in economic policies that justified increased capital inflows than to determine the capacities of these economies to absorb these inflows productively, i.e., how much capital inflow was justified. In other words, it’s much easier for investors to know when to start than when to stop. One short hand that foreign investors could adopt was that as locals wanted to borrow internationally than such capacity constraints had not yet been met. The problem here was that in a number of these countries there were strong moral hazard elements that encouraged domestic banks and corporations to engage in excessive borrowing abroad and excessive lending domestically. There was a good deal of crony capitalism with privatized profits and expectations that major losses would be socialized that gave domestic financial institutions and politically connected firms incentives to take on economic risks. And even where international investors were concerned about excessive investments the well documented human tendency toward over confidence seems to lead many investors to believe that they could pull out before others if things began to go bad. This parallels the role in hedge funds in domestic bubbles that recognize that there is a bubble but have overconfidence that they can ride the bubble up and pull out before it crashes. 

This tendency toward overconfidence that one can pull out in time is reinforced by confirmation bias which leads many (if not most) individuals to give more weight to economic developments and other types of evidence that support their prior views and to ignore or heavily discount evidence that doesn’t fit with such views.

In domestic bubbles a critical stage is when price increases have become dramatic enough to begin to pull in less knowledgeable investors who assume that past price increases will be a good guide to future ones. Then an internal price dynamic takes over with speculation that is self-fulfilling in the short run. The difficulties of shorting against such bubble markets often limits the ability of better informed investors to quickly push prices back to equilibrium levels. Thus there are limits to the ability of informed counter speculation to reduce the size of the bubble. Once the bubble reaches its manic stage many of the well informed investors may decide to ride the bubble for a while, as discussed above. 

The fact that bubbles may last for a number of periods means that it is far from riskless to bet against a bubble, even when one is quite confident that it is a bubble. While the bubble is going on investment managers that are betting against it or are even just staying out of the market will be making lower returns than those who are riding the bubble. A well-documented deviation from full information rational expectations based behavior is that clients tend to respond excessively to returns in the recent past. Thus during bubbles contrarian investment firms typically begin to lose customers. This in turn limits their effective ability to engage in stabilizing speculation. As is emphasized in the behavioral finance literature, it’s not enough to show that many investors deviate from full rationality. It must also be shown that there are sufficient limits to arbitrage (speculation) that the effects of such behavior is not canceled out by those operating on the basis of rational expectations.

Such limits to arbitrage have become operative in a number of cases. As is stressed in the growing literature on complexity economics  such bubble markets may develop internal dynamics that continue to push up prices in the absence of news that would affect longer run equilibrium. In such cases we can describe the markets as having moved from linear to nonlinear behavior and far from equilibrium behavior takes over. In this view one should not banish models of equilibrium behavior as George Soros would have us do, but rather recognize that financial markets can behave differently under different conditions. In such cases there is a strong argument to be made that “this time it’s different” is an accurate description of market behavior as contrasted with normal equilibrium type behavior that forms the basis of most of our economic and financial models. But such “this time it’s different” behavior should be taken as a warning to policy officials that they need to take corrective action rather than as a guide to sound investments.

The importance of the behavior of such uninformed investors should play less of a role in international than in domestic markets. Many investors have a strong home country bias that keeps them from investing abroad, and this seems likely to be more important the less “sophisticated” is the investor. As modeled by Calvo and Mendoza, however, even with international investments there may still be a non-trivial portion  of rationally fairly uninformed investors. 

Once markets reach a stage where internal dynamics take over even “informed” investors are likely to give more weight to confirming developments that help justify the wisdom of their earlier discussions. This warning signs are likely to go unheeded for substantial periods of time. Of course, there are exceptions to such complacency. One of the secrets of Pimco’s success is its emphasis on encouraging internal challenges to the then dominant views. This helps explain why Pimco was one of the first bond funds to start substantially reducing its exposure to Argentine bonds before their default.

A key ingredient in allowing bubbles to develop to the point where internal dynamics become dominant is easy money and credit that allows low cost financing of investments. It is perfectly rational that markets should respond to low interest rates and easy credit by investing more. Where imperfections in market behavior are likely to come in is where the low returns on traditional assets generated by easy money and credit lead investment managers to try to keep up returns at past levels. In general this can only be done by taking on more risk. This may go undetected by clients for some time, however, as it is difficult to get accurate measures of the additional risk being taken on. Some shift in this direction may be quite rational with the fall in returns on traditional assets leading to a movement along individuals’ risk-return preference curve. The problem is that the incentive structures generated by principal-agent problems with quite limited information can lead to shifts that go far beyond such efficient responses, with claims that higher returns due to higher risks really reflect greater alpha instead. This seems to have been a major push factor from the advanced economies that has at times contributed to the generation of capital surges to emerging market economies. 

When markets or capital flows become highly over extended then it is almost inevitable that some development or string of developments will pop the bubble. This will often lead to what I have called the “breaking of mental models” where investors and borrowers realize that their basic views of the situation were fundamentally flawed. [Willett (2000)] In such cases we would expect the shift in market behavior to be much sharper than where some low negative probability event such as an earthquake hits, causing losses but not generating the need to fundamentally rethink ones mental model. 

Many popular discussions of the transition  from bubbles to crashes often focus on hypothesized  sudden switches in the psychological states of investors from optimism to pessimism. Undoubtedly this view carries some truth, but for the reasons given above,  swings in pure psychology are not always needed to explain the bursting of bubbles and sudden stops of capital flows. In some cases growing unease among more “sophisticated” investors  that the market has moved too far can reduce the strength of their confirmation bias toward their  earlier views and cause them to start being more receptive to negative information. And some developments such as the devaluation of the Thai baht in 1997 may be just too large to ignore, resulting in a powerful wake up call that forces reevaluation of previous views.  The scramble to cover one’s positions once a crisis starts may often largely reflect rational panic at discovering ones exposed financial position rather  than blind irrational panic and psychological shifts from optimism to pessimism. [For arguments that this was largely the case with respect to the Asian crisis, see Willett et al (1995).]

If correct my interpretation suggests that once a crisis has hit,  adverse market signals will often be more accurate than the buoyant signals given before the crisis. Thus in the euro crisis, the insistence of many officials that the markets had become much too pessimistic and that much of the increase in risk premia on the suspect countries’ government debt was unfounded and their calls to shut down the CDS market, while understandable in political terms, was itself largely unfounded. In other words in such situations where a ‘good’ equilibrium shifts to a ‘bad’ equilibrium as analyzed in second generation crisis models, the bad equilibrium, while more painful, may often be more realistic than the good one.

In such cases the negative signals sent by the markets, even with excessive volatility and a sizeable dose of excessive pessimism thrown in are likely to be considerably more accurate than the frequently highly optimistic pronouncements by government officials that blame the crisis on capricious speculators. The euro crisis comes to mind.

This analysis also carries the implication that we should not view financial markets as an effective mechanism for disciplining questionable finance behavior by generating strong early warning signals. To the contrary over optimistic financial markets may often perpetuate beliefs that policies are fundamentally sound. In Argentina, for example, continued private capital inflows allowed government officials to largely ignore the warnings issued by the IMF. Markets do tend to provide strong discipline once crises erupt and this can at times serve as a useful prod to government policies, but the financial markets are not reliable in terms of providing discipline in the early stages where policies could often be corrected at much lower cost than once a full fledged crisis has broken out.
( Prepared for the CIEPS Workshop on International Financial Research, April 20, 2012
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