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Abstract

The paper analyses the role of monetary policgyotical movements of investment and asset
markets in East Asia and Europe based on a Misgsidaverinvestment framework. It is
shown how the gradual global decline of interessdas triggered wandering overinvestment
cycles in Japan, Southeast Asia and China. Simjlaris shown how a one-size monetary
policy within the European Monetary Union has nasgrved the European Monetary Union
from idiosyncratic economic development and crii@sause of uncoordinated fiscal policies.
With monetary policy crisis management being argteedmpede financial and economic
restructuring, a timely exit from ultra-expansionaronetary policies is recommended for both
East Asia and Europe to reconstitute economiclgiabind growth.
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1. Introduction

Europe and East Asia are at the cross-roads. IhAS&, Japan remains stuck in a lasting
stagnation, with the Abenomics having failed tokkstart the Japanese economy. Growth in
China and a set of smaller East Asian countrisslisigh, but continues to slow down. China’s
fading economic dynamics put into question theriipath of the giant economy. In Europe,
different parts of the economically highly integr@dtregion have followed different cycles.
Whereas the southern member states of the Eurdpeaetary Union (EMU) remain stuck in
crisis, Germany exhibits buoyant economic actiwiigh unemployment continuing to decline.

Despite a still positive growth performance in sqmaets of East Asia and Europe, the growth
trends point downwards since the bursting of fin@moarket bubbles (see Figure 1). Whereas
the bubble economy in Japan had reached its pezddalin the early 1990s, in Southeast Asia
the crisis occurred in 1997/98. The European firedrand debt crisis broke out in 2007/08,
bringing Greece, Ireland, Italy, Portugal and Spaito a lasting slump. Even China’s
impressing economic performance is staggering stheeyear 2014. Capital flight and

depreciation pressure on the Chinese yuan indigateming economic turmoil.

Up to the present, structurally low productivityrggaand growth have been explained by ageing
societies (Summers 2014) and a pre-determinedniieglmarginal efficiency of investment
(Gordon 2012). The assumed decline of the natartal of interest originating in growing
savings and declining investment is taken as dfipaion for increasingly expansionary
monetary policies of central banks. As an alteweatapproach, here the monetary
overinvestment theory of Mises (1912) and HayeR®9)9s used as a theoretical framework
because it allows to understand the prominentablaonetary policy for cyclical fluctuations

in the economic activity.

Thus, the innovation of the paper is to providelkernative theoretical approach to the standard
dynamic stochastic equilibrium frameworks (Gali 20@/oodford 2003) to understand cyclical
fluctuations on financial markets, which are accamed by cyclical fluctuations in investment
activity (rather than determining an optimal leeélinvestment}. The motivation is that the
dynamic stochastic equilibrium frameworks have beedely criticized to have failed to

understand the reasons and to project financiakeharisis (Mankiw 2006), asnfodels

1 This would be regarded by Hayek (1974) as “preteafdnowledge”.



attribute fluctuations in aggregate variables tcaigmary causal forces that are not influenced

by the action that any person tak@gsomer 2016: 1).

Figure1: Real Growth in East Asia and the EMU
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2. TheRole of Monetary Policy for Overinvestment from a Mises-Hayek Per spective

In contrast to the dynamic stochastic general dgiuim models (Woodford 2003) the policy
framework provided by Mises (1912) and Hayek (19@8gs not presuppose a long-term

general equilibrium. Instead the business cyclassumed to be the outcome of dynamic
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interaction of private economic agents and poli@kers. The divergence of the central bank
and capital market interest rate from the naturtdrest rate allows to understand boom and
bust cycles as they occurred in East Asia and Eusope the mid 1980s starting in Japan and

most recently evolving in Germany.

Based on the overinvestment theories of Mises (Laa@ Hayek (1929) four types of interest
rates can be distinguished (see Hoffmann and Sti2tHd): The internal interest raig
reflects the (expected) returns of (planned) investt projects. The natural interest rgtas

the interest rate that balances supply of (savamg) demand for capital (investmeftfhe

central bank sets the central bank interest irgtelThe capital market rate is defined as the

interest rate set by the private banking (financedctor for credit provided to private
enterprises. The model simplifies from the fact thaeality, there are different interest rates

with different maturities.

2.1. Boom and Bust in the Overinvestment Framework

In the monetary overinvestment theory, an econany iequilibrium when the central bank
rate and therefore the capital market interestasgeset equal to the natural interest rate. Then,
planned savings are equal to investment. An econapswing starts, when — for instance — an

important innovation raises the internal interese rof investment fronj; to i;,. In the left

panel of Figure 2 the investment curve shifts frb,irlrto I, , with the natural rate of interest

rising fromi to i, .

If the central bank would lift the policy rate fromg to i, , assuming a perfect interest rate

transmission to credit markets, planned savingsimvestment in the economy would stay in

2 Hayek (1929) and Wicksell (1898) had differeahcepts of the natural interest rate. AccordingVioksell
(1898), the deviation of the central bank and edpitarket interest rates from the natural ratentérest
disturbs the equilibrium between ex-ante savings(@ investment (1) plans. This leads to inflat{bsS) or
deflation (S>I). Hayek (1929) explained the natunéé¢rest rate as the interest rate which aligngngaand
consumption preferences with the production stmectwer time. In contrast, Woodford (2003) defities
natural rate of interest as the real interesttrateprevails if output is equal to its steadyestatlue given fully
flexible prices. This implies that in the Woodfaeéltting the natural interest rate can be negdtivenstance
if saving structurally increases, while investmstnticturally declines. In the view of Mises (1982d Hayek
(1929) the natural rate (albeit empirically unkndwas to be positive, because it reflects timegpegfces in
consumption, which is assumed to be positive fondwu beings.



equilibrium (S, =1,). If, in contrast, as in the left panel of Fig@¢he central bank does not

raise the central bank rate, (=i, =iy, <i, ), an unsustainable overinvestment boom will

chy
evolve. Holding policy rates too low (for too lorig)defined as type 1 monetary policy mistake.

To market participants a rise in credit to the gi@vsector at constant interest rates signals that
saving activity of households has increased. Addéi credit-financed investment projects aim
to satisfy the expected rise in future consumptids.planned household savings did not
increase, an unsustainable disequilibrium betweeanée saving and investmes, < |, at

I, <I, is constituted. Additional investments of some gnises lead to further investments
of other enterprises, which accelerates the cumalatpward process. As soon as capacity

limits are reached and free capacities in laboiketarare fully used, wages and prices rise.

Figure 2: Overinvestment Boom and Crisis
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Price increases signal to enterprises additiorwditprand therefore trigger further investments.
There are spill-over effects to financial mark&tocks are attractive because of low interest
rates on bank deposits. Stock prices increase ealsouraged by higher (expected) profits of
enterprises. When stock prices move upward, spgmolanay set in, providing extra
momentum such thattfe symptoms of prosperity themselves finally bedom a factor of
prosperity (Schumpeter 1912: 226). As the owners of stooll eeal estate feel richer,

consumption is stimulated via the wealth chanmereby adding to inflationary pressure.

The boom turns into bust, when the central bankea®es the central bank rate to contain
inflationary pressure (Mises, 1912; Hayek, 192%e Benchmark for the profitability of past
and future investment projects is lifted. Investim@ojects with an internal interest rate below
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the risen central bank and capital market interatgts turn out to be unprofitable. As first

enterprises are forced to dismantle investmenteptsj the investment activity of other

enterprises will stagger. This shifts the investtreemve back froml; to Iii3 (see right panel

of Figure 2). As stock (and other asset prices) tta¢ equity of banks and enterprises shrinks
as well. A cumulative downward process sets i, @dit crunch evolves and more investment

projects are dismantled. Wages fall and unemploymeaws.

The monetary overinvestment theories assumed tingiigdthe downturn the central bank holds
the interest rates above the natural interestTais.is labelled type 2 monetary policy mistake.
The high central bank interest rate comes alonly a/liigh capital market interest rate and thus
a tightening of credit during the crisis. The rigiainel of Figure 2 shows that when the policy

interest rate is held above the natural intergst(ig, =i, >1i, ), ex-ante saving is higher than

investment §, > 1, ). The recession is aggravated.

2.2. Asymmetric Central Bank Crisis M anagement

Since the mid 1980s the central bank monetary patiistakes were not made in a symmetric
way as assumed by Mises (1912) and Hayek (1928dedd, since the mid 1980s the large
central banks tended to set policy interest rad@s for long during upswings and thereby
nurtured overinvestment as well as financial mabk&ms (type 1 monetary policy mistak@s).
In contrast, in the face of (financial) crises et rates were cut decisively to prevent type 2

monetary policy mistakes.

As economic upswings were increasingly led by bqgarases in financial markets, central
banks developed an asymmetric response patteinaocfal market cycles. In the so-called
‘Jackson Holeconsensus’ (Blinder and Reis 2005), central banglarsed that central banks
do not have sufficient information to recognize blgls and therefore should refrain from
“leaning against the wind” in phases of financiariket exuberance. However, central banks
should react decisively to sharply declining agsétes during crisis. The outcome of this
asymmetric monetary policy crisis management pattas been a cyclical downward-trend in

nominal and real interest rates in the large ecoe®as shown in Figure 3. Despite the gradual

3 In the dynamic stochastic general equilibriundels (Woodford 2003, Gali 2008) time-dependent asgtric
policy action is excluded by assumption.



monetary expansion consumer price inflation rendhitev, as the effects of monetary
expansion increasingly became visible in finantiatead of goods markets (see Gertler and
Hoffmann 2016).

Figure 3: Short-Term Interest Rates: US, Japan and Germany/Euro Area
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When short-term interest rates approached thelzauad (in Japan since 1999 and the US and
euro area since 2008), large-scale asset purchesesally inflated the central bank balance

sheets (Figure 4). The purchases of mostly govemhbends by central banks in the course of
unconventional monetary policies further depreskednterest rates at the long end of the yield

curves.

Up to the present only the Federal Reserve hatedtén (very carefully) exit from ultra-
expansionary monetary policies by reducing asseh@ases to zero (the so-called tapering) and
slowly lifting short-term interest rates. In cordran the euro area and Japan ultra-expansionary
monetary policies continue in form of extensive gmment bond purchases. The
unprecedented gradual monetary expansion of thge laentral banks (Federal Reserve,
European Central Bank, Bank of Japan) had an uegested impact on investment activity

and financial markets in both Europe and East Asia.



Figure 4: Central Bank Assets as Percent of GDP: Japan, US, Euro Area
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3. Wandering Overinvestment Cyclesin East Asia

East Asia is part of the world dollar standard (Nakon 2013). Because both trade with the
US as the most important trading partner and fibinig intra-regional trade are invoiced in
dollars, for all countries the exchange rate addims dollar remain crucial determinants of
growth. With international liabilities and asse&srig denominated overwhelmingly in dollars,
exchange rate stabilization against the dollarnignaportant tool of financial stabilization.
Within this dollar standard, gradually decliningerest rates in the United States have become
the breeding ground for overinvestment as well @asbiboom and bust cycles in financial

markets. Three main waves of boom and bust casdmtified in East Asia since the mid 1980s.

3.1. The Japanese Bubble Economy

The exuberance in the Japanese stock and rea essakets originated in the second half of
the 1980s as expansionary monetary policy was ¢gaiith fiscal expansion (Schnabl and
Hoffmann 2008)# The starting point of the Japanese bubble wasnflictoabout the trade

imbalance between US and Japan, which had emefftgdtlae liberalization of Japanese

international capital flows during the first haffthe 1980s. The United States put pressure on

4 In addition, the liberalization of capital matk and the resulting erosion of bank-based lengiiagdentified

as important reasons for the bubble economy.



Japan to cure the trade imbalance by a strong uatiah of the yen against the dollar
(McKinnon and Ohno 1997).

Figure5: Stock Pricesin Japan, Southeast Asia and China
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Source: IMF. Southeast Asia is defined as theraetic average of the Set Index for Thailand,
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With the Plaza-Agreement of September 1985 a sutistappreciation of the Japanese yen
against the US dollar was announced and underpibgea monetary tightening in Japan
(Funabashi 1989). This opened the door for onedvety on yen appreciation (McKinnon and
Ohno 1997), which led to a yen appreciation famnelythe targeted range. The resulting sharp
decline of Japanese exports and a high-yen induezsgbsion prompted the Bank of Japan to
soften the appreciation pressure by cutting thetgkam interest rate from roughly 8% in Sept.
1985 to 3.5% in Sept. 1987.

The resulting easing of credit conditions faciB@tinvestment in the Japanese industry to
regain international competitiveness. Investment ahare of GDP substantially increased
(Figure 6). As in the monetary overinvestment tlegrthe investment-driven upswing was
accompanied by a real estate and stock market fBigiire 5). Real estate prices, in particular
in the metropolitan areas, increased fast. In dgnsapulated Japan real estate became a

widely-used collateral for speculative stock pusgs which drove up stock prices. From



February 1987, following the Louvre-Accord (Febyua®87) additional government spending
added further momentumiThe Nikkei 225 was boosted from about 15.000 goimtJanuary
1985 to closely below 40.000 points in December9198

3.2. Southeast Asian Economic Miracleand Asian Crisis

The Japanese bubble burst in the stock market ceker 1989 and in the real estate market
in 1991. To stabilize the Japanese economy afedotinsting of the bubble economy, the Bank
of Japan gradually cut interest rates to prevesgtgwices from further falling. This stabilized
the ailing Japanese banking sector via two chankeld, the amount of non-performing loans,

which strongly depended on real estate prices,coatined.

Second Japanese banks could realize new profitarnmelling low-cost liquidity to the fast-
growing Southeast Asian countries (Indonesia, MzgyPhilippines, South Korea, Thailarid).
Japanese banks financed in particular Foreign Dimegestment (FDI) of the Japanese
enterprises in the region. The FDI helped Japasetszprises to reduce production costs, as in
the first half of the 1990s the Japanese yen coetirio strongly appreciate against the dollar.
The capital inflows into Southeast Asia were furtbecouraged by exchange rate pegs to the

dollar, which subdued foreign exchange risk.

The accelerating capital inflows to the SoutheasiiA countries constituted a Mises-Hayek-

type overinvestment boom, which was accompanied bike in stock and real estate prices.

As capital inflows made interest rates declinejramneasing number of investment projects

looked profitable. Figure 6 shows that investmentshare of GDP in the Southeast Asian

countries further increased from a high level apdked at 36% by 1997. As in Japan, the
Mises-Hayek overinvestment boom was accompanidddiyising stock and real estate prices.

Figure 5 shows the respective rise of stock prasean arithmetic average of the five Southeast
Asian tiger economies (Indonesia, Malaysia, Phitipp, South Korea, Thailand).

The Japanese current account balance as thed tdrthe yen appreciation remained more or leshamged,
because not only exports but also imports decl{iieKinnon and Ohno 1997). Therefore, Japan wasdirge
to stimulate the domestic economy via fiscal exjman$o reduce the current account surplus via tiygort
channel (Funabashi 1989).

The five Southeast Asian countries have alviddal country-specific characteristics. Nevertss, they have
similar structural similarities with respect to thee-crisis build-up of vulnerabilities and the csei of the
crisis. This is also acknowledged by the literafigee e.g. Corsetti, Pesenti and Roubini 1999).
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Figure 6: Investment as a Share of GDP in Japan, Southeast Asia and China
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Like in Japan and in the Hayek-Mises overinvestntleabries during the course of the boom

the average marginal efficiency of investment ia tiger economies declined as represented
by growing current account deficits. As the investinand speculation in asset markets was
financed by foreign-currency denominated debt gngwioreign exchange rikinally eroded

the trust in the Southeast Asian boom and capaaisfreversed. In June 1997, the crisis started
in Thailand with the collapse of the dollar peg arak transmitted to the other Southeast Asian
tiger countries. With the benefit of hindsight Geits Pesenti and Roubini (1999) and Krugman

(1998) modelled the Asian crisis as an overinvestrogsis. As shown in Figures 4 and 5 both

investment (as share of GDP) and asset prices sidmp

2.3. The Chinese Overinvestment Boom

With the Asian crisis, international capital retednto the safe havens of the international
monetary system (in particular US, Japan, euro) avdgere central banks cut interest rates to
absorb the financial shocks originating in the egimgy market economies and the resulting
capital inflows. The interest rate cuts becameliteeding ground for bubbles in the new
economy segments of the stock markets (dotcom bapbAfter these bubbles had burst in the
year 2000, the large central banks cut interessragain. From then onwards capital inflows

into high-growth China accelerated.

7 From the mid 1990s the depreciation of the dapa yen had started to undermine the competitseeniethe
exports of the Southeast Asian countries to Japdrrathird markets such as the US and Europe.
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Given inward-bound capital controls, the interase tevel in China had remained substantially
higher than in the industrialized countries, whadnstituted per se an incentive for capital
inflows. Furthermore, the decision to allow for eadual appreciation of the Chinese yuan
starting from the year 208%reated an incentive to bet for yuan appreciatidoKinnon and

Schnabl 2012). The acceleration of capital inflaggepresented by the rapid increase of
foreign reserve holdings by the People’s Bank ah@hwhich reached their peak in July 2014

at around four trillion dollars.

Given capital controls, the hot money flows too& torm of Foreign Direct Investment, which

contributed to the build-up of overcapacities ia @hinese industry. Alternatively, hot money
inflows were disguised as repatriated receipts fxports, which explains the dramatic
increase of the Chinese current account surplugdagt 2005 and 2008. The hot money inflows

became the source for the build-up of large ovexciips.

To prevent an overheating as observed during thh8ast Asian boom, starting from 2005
the People’s Bank of China sterilized the monegdfgcts of foreign reserve accumulation by
selling central bank bonds and by extending reseggairements. To minimize the costs of
sterilization the People’s Bank of China kept tleenuneration rate for required reserves

substantially below the prevailing lending rate #melinflation rate.

This non-market-based liquidity absorption becarhe basis for the build-up of large
overcapacities in the Chinese industrial sect@. (@verinvestment) via so-callegindow
guidance® Because the interest rate on credit was kept Ipva leeiling below the market
clearing level, a surplus demand in the capitalketaemerged. This allowed the Chinese
government to allocate credit to specific entegwigia the state-controlled banking sector. A
preferential treatment seems to have been givamnvestment of the state-owned and export-

oriented enterprises rather than to the houselanmldsmall and medium enterpris&s.shown

8 Therefore, China’s move towards a gradual apatien path after July 2005 up to the year 201ith &
major interruption between July 2010 and July 204 2n important determinant of this overinvestment
boom.

9 The window guidancenfadoguchi shidpwas a way of allocating credit during the catghpuiocess of Japan.
It allowed a preferential treatment of specifictses and enterprises such as the automobile ind(lsdmada
and Horiuchi 1987: 244-246).
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in Figure 6 investment as a share of GDP grew hafidm 33% in the year 2000 to 44% in
2014 at the cost of household consumptfon.

Furthermore, the preferential capital allocatiostéoed a sharp increase in real estate prices.
Because low-remunerated reserve requirements drepfrtunity costs for banks in form of
the difference between the lending rate and theinemation rate for the required reserves, the
Chinese banks sought for ways to cope with thisidnir As a ceiling was put on lending rates,
deposit rates were lowered. This created an ingembir households to transfer deposits from
state-owned banks to the shadow banking sectorsii@@ow banks tended to use these funds
to finance small and medium enterprises and inquéatr real estate projects, as real estate
prices were/are expected to further rise (McKinaod Schnabl 2012). The boom in the real
estate market was accompanied by erratic increaseprices in the comparatively

underdeveloped Chinese stock market (Figure 5).

Since the year 2014 the Chinese overinvestment,estate and stock market booms are
staggering. Capital flows are reserved and depienigpressure on the Chinese yuan gives
indication that the overinvestment boom has endléd. Chinese government aims to absorb
overcapacities in the industry by creating addaiodomestic consumption. News about
overcapacities in the Chinese real estate sectodegeser. In 2015, sharply declining stock
prices prompted the Chinese authorities to heanigrvene in stock markets via interest rate
cuts and outright purchases of stocks. Like thekBdnlapan and European Central Bank the
People’s Bank of China aims to forestall a crigigriterest rate cuts, de-sterilization and low-
cost credit provision to keep potentially unprdsita enterprises alive (He 2016). This has
helped to prevent a harsh crisis in the short tasntredit to the private sector continues to

grow.

Nevertheless, real growth continues to trend dowdsvéupper panel of Figure 1), which can
be seen as evidence that the overinvestment boQiima has ended. The Abenomics in Japan,
which have taken the form of tremendous governmbentds purchases by the central bank
have not only slightly reanimated investment attigs well as stock and real estate prices (see

Figure 5 and Figure 6}.The resulting depreciation of the yen againsitran has put a further

0 The resulting increase in capacities could reefgaribus not be fully absorbed by domestic dedndy
keeping the price level of Chinese manufacturingdpcts low via sterilization policies cum low casedit
provision, the real exchange rate of tBhinese yuan was kept undervalued. This helfedlear the
overcapacities in the international markets (MckKinmnd Schnabl 2012).

11 The scale of the new Japanese overinvestmensgaculation boom is, however, substantially senalan
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drag on Chinese growth.

4. Overinvestment Cycleswithin the Monetary Union

While the interest rate cuts in Japan and the drtates after the bursting of the dotcom
bubble contributed to wandering overinvestment famehcial market cycles in the East Asian

periphery of the world dollar standard, the interase cuts of the European Central Bank in
response to the bursting European dotcom bublggered imbalances at the inner and outer
periphery of the euro area. The fact that the nageexpansion has caused wandering
overinvestment and speculation booms within theetany union in different periods of time

is due to the constructional flaw of the euro aae@ monetary union with widely independent

national fiscal policies.

4.1. The Southern European Speculation and Over consumption Boom

To explain different inflation rates and growthesin different parts of the European Monetary
Union (and beyond) since the turn of the millennitine role of fiscal policies in encouraging
Mises-Hayek-type overinvestment booms has to bsidered (Schnabl and Wollmershauser
2013). From the very beginning, the European Manydt/nion was a heterogeneous monetary
union with different economic structures and tharefa high likelihood of asymmetric shocks,
i.e. idiosyncratic business cycles (see Blanchad Quah 1989). According to Mundell’s
(1961) theory of optimum currency areas an heteregaes monetary union necessitates a high
degree of labor market flexibility, which is notetlcase for the highly-rigid labor markets in
most EMU member states. Alternatively, asymmethiacks have to be counterbalanced by
fiscal policies, as monetary policy and exchange emdjustment cannot address country-

specific economic developments (De Grauwe 2016).

From the turn of the millennium, a low intereserpblicy combined with region-specific fiscal

policy stances amplified idiosyncratic businesdeyinstead of balancing them out. After the
turn of the millennium, the ECB interest rate cutsesponse to the bursting dotcom bubble
was combined with a tight fiscal policy stance ier@any, whereas spending substantially
increased in Greece, Ireland Italy, Portugal ararS@ his increased the probability of region-

in the second half of the 1980s despite the mugfetascale of monetary expansion (see Figure 3).
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specific Mises-Hayek-type overinvestment boomshim parts of the monetary union, where
expansionary monetary policy was paired with exjganasy fiscal policy in form of increasing
spendingt?

Figure 7: Diverging Spending Paths of Germany and EMU-Crisis Countries
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In the late 1990s the high costs of the Germaniaatibn had brought the generous German
welfare state to its limits. Unemployment had gradwom 6.2% in 1990 to 9.4% by 1998. In
1999, general government debt reached 60% of GDhRhvbrought Germany in conflict with
the Maastricht criteria for general government d&fhe government felt forced to implement
comprehensive reforms to curtail government exgargliWage increases in the public sector
were restrained and social security benefits waeamlined. As shown in Figure 7 general

government spending in Germany hardly increaseddsst 1999 and 2007.

2 1n some countries such as Ireland and Spairgfasting tax revenues generated government surptlessite
fast growing expenditures. This implies that theaktacht deficit criterion did not fulfil its infanation
function concerning unsustainable government exijbaned

13 After the introduction of the euro also the gehgovernment budget deficit increased beyond3be of GDP
Maastricht limit, as the reforms slowed down growaitid thereby reduced tax revenues.
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As labor markets were deregulated, the wage atystarihe public sector was followed by
wage austerity in the private sector. Investmemdinled as the domestic business outlook
deteriorated because of sluggish domestic pubkt@ivate demand. By keeping domestic
inflation low, the tight fiscal policy stance kepe real interest rate in Germany high compared
to other EMU member states. This prevented an ovestment and speculation boom from
emerging despite the ECB’s strong interest rats eutresponse to the bursting dotcom
bubble!*

The combination of a loose monetary policy withght fiscal policy boosted capital outflows
from Germany as domestic economic activity remaisiedgish®> Capital outflows to other
member states of the euro area and beyond acegldratn the year 2001. In many countries,
inside and outside the euro ar€athe capital inflows boosted investment, publicrajieg,
consumption and growth (Sinn and WollmershauselpQAs inflation increased, declining
real interest rates triggered an investment booshawn in Figure 8. As in the Mises-Hayek
overinvestment theory, the boom came along witle@daéon in real estate and stock markets.
The resulting hike of tax revenues induced a drenmiatrease in government expenditures,
which added further momentum to the exuberancerge€, Ireland, Portugal and Spain.
Figure 7 shows how general government expendittitheolater euro area crisis countries

diverged significantly relative to Germany.

The impact of diverging fiscal policy stances ie #uro area on diverging overinvestment and
speculation cycles in the face of a too loose one+monetary policy can be characterized as a
“waterbed effect®’ the liquidity issued by the European Central Bagska crisis therapy for
the whole euro area was one-sidedly pushed to ¢nghery. There, the generous credit
provision pushed the real capital market interatt below the natural interest rate, triggering

unsustainable overinvestment booms as modeledeieth panel of Figure 2. The growing

14 The main financing rate was set below the Tardte for the whole euro area, whereas for Gerntia@ynain

refinancing rate remained above the Taylor rate &shnabl 2017).

As the reduction of future pensions was pairétl imcentives for private provisions for retiremiesavings of

households increased. In addition, growing demandserman export products contributed to highefitzro

of enterprises and thereby enterprise savingsr@hdting dramatic rise of aggregate savings awsstment
contributed to the significant rise in capital éonfs, which finance purchased of German products.

16 Also, many central and eastern European countitesand, the UK and the United States becameetarg
destinations of large capital inflows originatimgGermany.

7 The Mises-Hayek-based interpretation of the baothe southern and western European later cragistties
is opposed (or complementary) to the widely-acagp@nvergence scenario which attributes the dedini
interest rates in the later crisis countries tartaetry to the European Monetary Union (which matderest
rates converge) (see Sinn and Wollmershauser 20h8)convergence hypothesis neglects, howevefathe
that similar booms took place in non-euro area triemsuch as the Baltic countries, Iceland anduhiged
States.
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imbalances within the European Monetary Union vmaireored in fast growing current account
imbalances within the European Monetary Union (Feg), as real wage increases far beyond
(below) productivity gains led to real appreciaddepreciation) of the euros of the later crisis

countries (of Germany).

Figure 8: Intra-EMU Current Account Imbalances
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Source: IMF: WEO. GIIPS = Greece, Ireland, Italgrtegal and Spain.

With the break-out of the US subprime crisis in yfgar 2007 the boom in the euro area
periphery countries and beyond ended. As in theimwestment theory the turn-around of
capital flows was initiated by a gradual increadethe central bank interest rate (main
refinancing rate) by the European Central Bank fR05 onwards. The subprime crisis added
to the monetary tightening, as it led to a cumailof international credit provision by the private
banking sector. As German banks realized pain&gde in the subprime market, they had to
reduce risk exposure in the southern and westem area countries, where German savings
had financed low-return investment, speculatiorthe real estate markets and proliferate

government and private consumption.
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4.2 The German Overinvestment and Speculation Boom

With the crisis in the southern euro area privajgtal flows were redirected toward Germany,
where therefore growth perspectives improved. Thiparticularly the case, as the reform
process after the turn of the millennium has stitegrged the international competitiveness of
the German industry. With the ECB’s monetary pole&scue measures becoming increasingly
focused on the southern European crisis countifesmain refinancing rate was cut to zero
and the balance sheet was further expanded by-$&aje (mostly) government bond
purchases. As the robust economic performance oi@e does not necessitate such an
extraordinary monetary expansion, this suggestsiha for Germany the central bank interest
rate has fallen below the natural interest rates Would imply from the point of view of the

overinvestment theory that an overinvestment baoauirently evolving in Germany.

However, in contrast to the monetary overinvestntie@odry, investment activity in Germany
has remained sluggish (Figure 9). Neverthelesgtasarkets show characteristics of a Mises-
Hayek-type speculation boom as German real estdtstack markets flourish. Whereas during
the pre-crisis boom stock and real estate prices Baongly increased in the southern euro
area countries (and stagnated in Germany), now @estock and real estate prices (the latter
ones in particular in the economic centers) arepdyepointing upwards.

The monetary policy crisis management of the Eumop@entral Bank has boosted German
real estate prices (lower panel of Figure 10), bseafinancing conditions for real estate
projects are generous, keeping real estate stilfdeble despite rising prices. Furthermore,
whereas bank deposits have been historically thieped form of saving in Germany because
of low inflation'8, the trust in the stability of the common Europeanency is fading. This has

triggered a shift from nominal to real assets. didigon, capital flight from the southern

European crisis countries has induced additionalashel on the German real estate market,

where prices compared to most other European deargre perceived as comparatively low.

The German stock prices as shown in the upper mdrteégure 10 are boosted via the export
channel. While German industrial enterprises gtitffit from the past reforms, the ECB’s
monetary policy rescue measures have created Wlipaédits by depreciating the euro. The

18 Therefore, the share of Germans living in thaeindlat or house is small compared to southern gean
countries, where inflation has been traditionaltyhh
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current account surplus of Germany continues tudgealthough the European current account
deficits of the European crisis countries are cbdated because of tighter fiscal controls of
the European authorities (Figure 7).

Figure 9: Investment as Percent of GDP in Europe
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Source: IMF: WEO. GIIPS is the arithmetic averageésoeece, Ireland, Italy, Portugal and
Spain.

The recent acceleration of public spending of Geynavhich is triggered by growing tax
revenues? as well as growing real wages not sufficientlygtarto substantially reduce the
German current account surplus. As a result, Geyraamet capital outflows — and thereby the
German current account surplus — are redirectecrttsvthird countries. The new target
destinations are in particular the United States$ Enited Kingdom, where fiscal spending
continues to grow from already high levels. It kmbe seen, if the current German net capital
exports will turn out as over- or malinvestmentte future. The monetary overinvestment
theories suggest, however, that the likelihoodwadrmvestment and speculative bubbles has
dramatically increased, as on a global level cébimaks have depressed interest rates below
the natural interest rate level. This has distutbedallocation function of interest rates, which

separates investment with high expected returma frvestment with low expected returns.

19 Like in the current crisis countries prior t@ttrisis, now in Germany tax revenues are inflated.

19



Also, the signaling function of interest rates (efindicates the risk of default, for instance of

over-indebted countries is undermined.

Figure 10: Stock and Real Estate Markets Compar ed in Spain and Ger many
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In the past, major devaluations of the German fprassets occurred during the subprime crisis
as well as during the European financial and desitsc For the current net capital outflows the
likelihood of default is even higher, as globalntral bank interest rates are very likely to

have fallen far below the natural interest ratarduthe pre-crisis period.

5. Outlook

The gradual decline of interest rates in the lamgeastrialized countries has been accompanied
by wandering overinvestment and speculation cyolés#ferent parts of East Asia and Europe
in different time periods. This cyclicality of insgnent and financial markets in East Asia and
Europe can be well explained with the monetary iovesstment theories of Mises (1912) and
Hayek (1929). As every crisis following the endaof overinvestment boom has triggered a
further monetary expansion a recursive process afatary expansion and overinvestment-

induced crises can be identified in different paftEast Asia and Europe.

This poses the question about the long-term comse®gs, which can be best observed in Japan,
where the bubble has burst first and thereforartbieetary policy based crisis management has
been lasting longest. In Japan, the unprecederdggree of monetary expansion could not
reanimate growth and has led Japan into an ecawsproductivity growth, declining real wages
and growing income inequality (for details see Qlaba, Hoshi and Kashyab 2008, Peek and
Rosengreen 2005). In Europe, the southern Eurapeas countries have embarked on similar
paths of stagnation in the course of the ECB’s naop@olicy crisis management, albeit Spain

has shown a more robust growth performance recently

The negative growth effects of cheap liquidity psoan as a crisis therapy can also be
explained by the monetary overinvestment theoriddises (1912) and Hayek (1929): During
the upswing, the average marginal efficiency ofestment declines, as investment projects
with low marginal efficiency are realized. Duriniget down-turn the low return-investment
projects are conserved with even more low-costidity provision. As distorted economic
structures are kept alive and financial restruntyiis prevented, the creative destruction of
Schumpeter (1912) is impeded. In the long-termwginanevitably declines as it is shown in
Figure 1 for both East Asia and the EMU.
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Whereas in East Asia, China remains — despite sipgiowth dynamics — an engine of growth
and prosperity, in Europe Germany continues — thdokpast reforms — to provide growth
momentum. However, as the overinvestment boom sézimsve already ended in China, the
positive spill-over effects originating in the mlidkingdom can be expected to gradually slow
down. In Germany, economic activity will remain lyaat as along the real estate and export
bubbles last. Once the bubbles burst, Europeanthnpgrspectives can be expected to further

deteriorate, if ultra-loose monetary policy crigisrapies last.
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