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1. Introduction

Financial crises are not a new phenomenon in thédveaonomy nor are the transmission of
crises across countries. The Great Depressioneof980s, which affected most countries, is
often considered a benchmark against which othisesrare evaluated. What is new to
financial crises is the extent to which they may dgemingly unrelated countries. In the
recent past, the East-Asian Financial Crisis lefingneconomies devastated, as it affected
many countries unexpectedly. More recently, thecated Sub-Prime Crisis has left
economists puzzled over how it could spread sokfjuicom the United States to the rest of
the world. For example Paul Krugman recently statre#lational Radib “I berate myself for
not understanding the extent to which we have tHiesacial domino effects, | saw there
would be a burst bubble and there would be a Igiadd, but | didn’t realise how big the pain
would be.” When Krugman admitted that he underestih the magnitude of the Sub-Prime
Crisis, he, probably unintentionally, paraphrased of the definitions of financial contagion.

The term contagion is an economic concept, whidtmges how financial crises spread from
one country to another (Dornbusch 2000: p4). Mudhthe literature on contagion
concentrates on the transmission of two very paeiaypes of financial crises: currency and
banking crised.Currency crises occur when a currency experieacggnificant depreciation
usually as a result of an excessive current acoedittit.® If, during the crisis, a government
attempts to maintain a stable exchange rate thdlédevlarge and rapid losses of foreign
currency. Banking crises, on the other hand, rdsoih an inability of borrowers to repay
loans, resulting in an increase in banks’ bad dé¥#sa result of increasing bad debts banking
capital is eroded. In a financial crisis both thégees of crisis can occur simultaneously
(Kaminsky and Reinhart 1999¥or this reason statistically determining the #jecause of
the crisis and its transmission to other counthas proven difficult with many studies

revealing strikingly different results.

! Interview with National Radio on £30ctober 2008.

2 For example Dornbusch (2000), Kaminsky & Reinlf2000), Edwards (2000) and Hernandez and Valdes
(2001).

% According to IMF (2008: p6) a currency crisis occwhen there is a nominal depreciation of theanay in
excess of 30 percent and this depreciation is dd¢epegreater in comparison to the previous year.

* Reasons for this phenomenon are: to stave offramey crisis the central bank increases integgsrand in
doing so raises the costs of private borrowernsitdfrest rates rise significantly this may resalbon-payment
and therefore bad debts. Alternatively during akbacrisis the central bank may print money taéase the
liquidity of the banks, however in doing so it inases the money supply relative to money demanttingsin
currency depreciation.
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The rapid growth of global trade and financial gregion has increased the volatility of
financial crises. Hence an analysis of the transiomsof crises is important if countries are to
mitigate their effects and enjoy the full benebfsgreater integration in the world economy.
The paper is structured as follows: the next sagtimvides a review of the key definitions of
contagion and an analysis of the empirical evidesfcthe phenomenon. Sections three and
four examine two broad categories accounting fotagion the fundamentals-based approach
and investors’ behaviour, respectively. Sectioe Sfummarises the instruments countries can

implement to protect themselves against contagmainsaction six concludes.

2. Contagion in Theory

The whole body of literature on economic contag®rstill relatively young, the majority
being written in the 1990s after a series of finahcrises in developing economies. For this
reason much of the current contagion literaturdautg the developed economies as crisis
epicentres. This situation is, however, likely taege in light of the current Sub-Prime crisis
emanating from the United States.

2.1 Definitions of Contagion

Considering that the majority of contagion literatlies merely a decade in the past, it is not
surprising that there is no uniform definition afntagion (Dornbusch 2000: p3). Definitions
vary from very general descriptions to more amhbgiapproaches.

One of the definitions of contagion (Herndndez &ldés 2001: p3) to be found in the

literature is “Country A gets into trouble beca@®untry B is in trouble”. Other authors have
paraphrased this simple description as a spreaaadfet disturbances. Less cryptic, yet still
far from specific, is the next definition coined Eychengreen [et. al.] (1996), according to
which contagion is “a case where knowing that thiere crisis elsewhere increases the
probability of a crisis at home”. A less populaut mndoubtedly important, opinion seeks to
capture the meaning of contagion in a more accunag. By defining contagion as a

situation where the extent and magnitude of a sh@ismitted internationally exceeds what
was expected ex ante (Edwards 2000: p6), it réstiis application to crises where all

probable causes were accounted for and yet the’anagnitude is in clear excess of normal
expectancy.
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2.2 Empirical Evidence

As mentioned above, researchers have utilized rdiffe definitions of contagion and
consequently have emphasized different causalacite following section provides a brief
summary of the most important findings to enabidaasification of contagion into two broad

categories.

One of the earliest studies of contagion, Sachso&rkll & Velasco (1996), looks at the
economic performance of 22 emerging countries eretitermath of the Tequila Crisis (1994).
They observe that countries with strong macroecandundamentals have merely suffered a
“hangover” (relative to weaker economies) from thequila Crisis and conclude that

contagion is mainly driven by initial macroeconoroanditions.

Shortly after, Eichengreen [et. al] (1996) lookcahtagious currency crisis in a sample of 20
OECD countries and defines contagion as an incdepisebability of a speculative attack in
the domestic country when there has been one edsewlihey conclude that trade linkages
rather than macroeconomic similarities are the mogiortant channel of transmission for
contagion and that attacks on foreign currenciescase the probability of an attack on the

domestic currency by approximately 8%.

Following a similar methodology, Kaminsky & Reinhgf000) test a larger sample of
countries and over a greater time period for tieces of contagion from trade and financial
linkages. According to their analysis, contagiohdees in a non-linear way. While a single
country in crises does not pose an immediate thoeather countries, a cluster of infected
core countries raises the probability of a domestigis sharply. Furthermore, it suggests that
contagion is regional rather than global with timamcial channels being of higher importance
than trade linkages. However, since countries tentde linked via both real and financial

channels, it is difficult to distinguish betweere tiwo.

Glick & Rose (1998) try to provide further evidenioe the importance of trade channels in
explaining contagious currency crises. They anatiigeperformance of 161 countries during
five recent episodes of currency instability, usmglefinition of contagion based on the
degree of closeness to a so-called “ground-zerohizyg. According to their analysis, trade

linkages are best at explaining contagion and wimytagious crises tend to be regional.
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However, they admittedly include common shockschlare usually not deemed evidence of
contagion (Hernandez & Valdés 2001: p3).

Following a similar methodology DeGregori and Vad@001), look at co-movements of
indicators of foreign exchange market indices dytime Latin American Debt, Tequila and
Asian Financial Crises. They conclude that initigdcroeconomic fundamentals and trade
links are insufficient in explaining contagion athét neighbourhood effects can be explained
by financial links between countries. However, timeglect that such neighbourhood effects
arguably reflect practices of international investweating countries from the same region as

equal in spite of fundamental differences.

Van Rijckeghem & Weder (2000) look at one of thegible causes of contagion stemming
from the behaviour of investors. They exclusivadgus on bank lending and in particular on
the existence of a common lender to two or morent@s, whose portfolio revaluations
following losses in one country may adversely dffgiher debtors. Following Glick & Rose
(1998) they regress data of eleven creditor coestand 30 emerging markets during the
Thai, Mexican and Russian financial crises paréidyltesting for a common lender effect.
They conclude that the countries’ competition fands is a more robust predictor of
contagion than trade linkages and macroeconomitdasities.

Conversely, Froot & O'Connell & Seasholes (1999)dgt the behaviour of institutional
investors in and out of 44 countries in between4188d 1998. Their primary contribution to
the contagion literature is evidence of positivedieack trading (trend following) by
international investors. Further, portfolio flowent to be correlated within regions, and this
correlation rose over time during the Asian Finah€rises (1997). Their findings indicate

that the behaviour of institutional investors caralochannel of contagion.

Kaminsky & Lyons & Schmukler (2001), who analyze tinvestment behaviour of mutual
funds during crisis and non-crisis periods, confitme findings of Froot & O’Connell &
Seasholes (1999). They observed an increase iempotraneous momentum trading during
crisis periods in contrast to lagged momentum tigqdiuring non-crisis periods. In addition,
such investors utilize contagion investment striateghat involve selling assets in a country

as a response to a crisis in another country.
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In reality, it is very likely that contagion occutBrough several channels simultaneously,
complicating the task of policymakers (HernandezVé&ldés 2001: p6). Following the
analysis of Dornbusch (2000) this paper classtifiesfactors accounting for contagion into
two main categories, the fundamentals based aplp@at investors’ behaviour. Fundamental
based contagion emphasizes spill-over shocks tteathe result of real linkages between
countries. The second category emphasizes effeatscannot be traced to macroeconomic
fundamentals, trade or financial linkages. Heretagion is the result of irrational investors’
behaviour, thus it is usually referred to as ioadil-based or investors-based contagidm.
the following two sections the fundamental-based iarational-based categories of contagion

are explored in greater detail.

3. Fundamental-Based Approach

The fundamental based approach refers to realdedkamong economies accounting for
contagion, of which the most common are trade lerkd competitive devaluations, and direct
financial linkages. Whilst investors’ behaviour asucial for each of these mechanisms to
transmit a crisis it differs from the section bejamvestors’ based contagion, in that there are
real and specific macroeconomic links between tigsccountries. The most important real

macroeconomic links are examined below.

3.1 Trade Links and Competitive Devaluations

Dornbusch (2000), and Hernandez & Valdés (2001)mined two specific trade links
through which a currency crisis may spread to otmemtries. The first mechanism may be
termed direct trade links and the second indinecte links and competitive devaluations.

The analysis of both direct and indirect tradedimk based on a country having an excessive
current account deficit. Investors believe that ¢berent account deficit is unsustainable and
will be corrected by depreciating the currency vahigll make exports more and imports less
competitive. In anticipation of a currency devaioatthe investors sell assets in the particular
country® In the next step there is capital flight as investwithdraw their capital to mitigate
losses from the depreciating currency. It shouldbbene in mind that in believing the

> Global shocks or simultaneous bad luck are gelyerat considered contagion (Hernandes & Valdés1200
p3).

® If the assets sales are particularly dramaticaly tead to asset price deflation raising probleangte domestic
banking sector.
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currency will depreciate the sudden and dramattbdv@awal of capital by investors causes
the devaluation, thus the prophecy is self-futfdi

The currency crisis is then transmitted direcththiie country’s trading partners. This occurs
because investors realise that if the crisis cquistrto return to balance there must be a
worsening of the current account balance for itglitrg partners. If the current account
balances of the trading partners are expectedgtofisantly reduce it will lead investors to
sell assets in these countries creating asset geitation, capital flight and a currency crisis.
Thus whilst investors’ behaviour is crucial to g@ead of the crisis, as it creates the capital
flight which forces the currency to depreciate, tmtagion is based on real observable

factors — the current account.

Much of the current contagion literature, such asepti and Tille (2000), focuses on the
terms of trade, the price of a country’s exportatiee to its imports, as creating the currency
crisis rather than being a transmission mechanidns may be because much of the current
contagion literature concerns developing countriekich are unlikely to be able to
significantly impact commodity prices due to thdateely small size of their economies.
However, if we consider the current financial @iemanating from the USA, it is clear that
crises in developed countries can significantly astpthe terms of trade of commodity

exporting countries.

Throughout the first half of 2008 oil prices roseamatically from approximately $100 per
barrel to over $140, evident in Figure 1. It wadyan the middle of 2008 as the banking
crisis in Western Europe and the USA intensifieat thost economists realised that it would
significantly affect world aggregate demand. Thalisation that the demand for oil was
unlikely to increase in accordance with previousedasts eroded the foundation of the oil
price boom. Oil prices declined dramatically tat joger $60 per barrel by late October 2008.
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Figure 1: Price per Barrel of Brent Crude QOil
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For countries, such as Russia, which are heaviignteon oil exports for foreign exchange
earnings the decline in the price of oil represantgvere worsening of the terms of trade. As
the demand for commodities, such as oil, tendsetadatively inelastic any anticipated
current account deficit will need to be correctgdabsharp reduction in imports. To achieve
the required reduction in imports the currency demtion will need to be particularly

dramatic.

Whilst Russia has not yet posted a current accdefitit there has been severe asset price
deflation. This is evident in Figure 2, which shoaveear 80 percent fall in the value of the
main Russian stock index as the financial cridiengified. This asset price deflation has been
accompanied by significant downward pressure onRbesian Rouble with the Russian
Central Bank reducing its foreign exchange resefnoes $598bn in early August to $438bn
in late December (Central Bank of the Russian Faber, 2008) as it seeks to defend its
policy of a strong Rouble. Thus whilst no curremtigis has yet materialised it is clear that
this situation can only last for as long as thetre@rbank has adequate foreign exchange
reserves, and for this reason we can concludeth@aterms of trade can act as a crisis

transmission mechanism.
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Figure 2: Main Russia Stock Index
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The second crisis transmission mechanism analyg&bmbusch (2000) and Hernandez and
Valdes (2001) is that of indirect trade links ammpetitive devaluations. In this analysis a
country has an excessive current account defititchvresults in a currency crisis. Whilst the
currency crisis is viewed as vital to return theurmtoy back to trade balance it will have
negative effects upon countries competing in theneseexport markets, leading to a

deterioration of their current accounts.

The governments of the competitor nations may \tlevexpected worsening of their current
accounts as a threat, and so attempt to devaluedimencies to maintain export market
share. Investors anticipate such a governmentpal as a result withdraw capital from
these countries. The capital flight can lead touarency depreciation, regardless of the
government’s true intent, if the central bank hasufficient foreign exchange reserves to
stabilise the currency. Thus the expectationsttiegovernment will seek to preserve export

competitiveness can cause a currency crisis tadpre

The most famous example of competitive devaluatioosurred in the Great Depression,
however there is some debate as to whether thmsadpor merely intensified the world
financial crisis. More recently, according to Cadtiset al (1998), the East-Asian financial



10 C. Campbell, M. Scheufel, L. Ullri

crisis (1997) provides evidence of competitive dagaBons. It is claimed that Taiwan, which
had a current account surplus and large foreigmange reserves, could have defended the
exchange rate. However, the authorities decidedinsigaintervention because ‘the
Singaporean [depreciation] was perceived as anritapiothreat to the competitive position of
Taiwan (Corsetti et. al. 1998: p50). Thus a curyeodsis can be spread by competitive

devaluations as governments attempt to maintainréxjmpetitiveness.

3.2. Direct Financial Links

The last of the major fundamental based factordinedt by Dornbusch (2000), is direct
financial linkages, which refers to capital flowstlween countries for trade and investment.
The direct financial links focussed upon in thip@aare foreign direct investment (FDI),

common lender, and trade credits.

Foreign direct investment (FDI) is an internatiocapital flow in which a domestic firm
invests capital to create or expand a subsidiarg iforeign country. FDI is particularly
attractive for countries with current account dédicompared to other forms of capital flows
because it is relatively illiquid meaning it canreatsily be withdrawn. This is in contrast to
other capital flows, such as portfolio flows wherehvestors buy equity stakes often in
pursuit of short-term profits, which are liquid andn be subject to sudden and dramatic
changes in direction and magnitude. However thiare¢ of countries on FDI to finance

current account deficits can act as a crisis tr&son mechanism.

The mechanism functions as follows: a crisis ocdara country and domestic firms are
unable or unwilling to provide continued FDI in ethcountries. If the reduction in the
magnitude of FDI flows is dramatic and the recegvocountry is unable to find alternative
means of finance it will be forced to depreciate @urrency reducing its imports and
increasing its exports. Thus a financial crisiome country can lead to a currency crisis in
another if the latter is heavily reliant on net Fbflows from the former to finance its current

account deficit.

The common lender factor, outlined in section &nseto the reliance of a group of countries
for finance from one particular source. In this reo@ one of the receivers of finance
experiences an economic crisis. Those providinditiaence then curtail the flow of capital to

other countries, due to rising bad debts realisetthe crisis epicentre. If the other recipients
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are particularly reliant on finance from the comntemder to stimulate economic growth, the
reduction in capital flows will adversely affectsas prices and currency values spreading the

crisis.

This phenomenon was observed during the East-Asiancial crisis, when Japanese banks
reversed the flow of capital to the emerging ecoilesnn this region. In the current crisis the
phenomenon has also been observed in Central astérE&Europe. Many of the banks in
Central and Eastern Europe are either owned oantelbn Western European banks for
financing. Since the start of the current financiasis there has been growing concern as to
whether the Western European banks can or will tartheir financial flows to Central and
Eastern Europe (Wagstyl 2008)

Any significant reduction in capital flows posegrsficant threats to Central and Eastern
European economies. Credit expansion and econorowtly will decline and substantial
currency depreciations will be required to corrélog large current account deficits if
alternative sources of financing cannot be folifdhus it is possible that the banking crisis
can spread from Western to Central and Easternpguas a result of a dependency of the

latter on the former for capital inflows.

Trade credits may also act as a crisis transmissiechanism. Trade Credits occur when a
firm agrees to sell a good or service and demandnpat at a later date. This allows
importers a period of time over which to repay ansof money. If the companies from a
country are no longer able to extend trade credis, to a domestic financial crisis, to firms
in a foreign country it means that just like in fheceding two examples the latter will be
forced to find other means of financing imports.tifs is not possible then a currency

depreciation will result and again if this is siggant enough it can lead to a currency crisis.

In each of the above fundamentals based mechanigstors assume a key role in spreading
the crisis. However the actions of investors arsetlaon real observable links between
economies. The next section examines investorsawetr, which may transmit crises to

countries, which have no real economic linkages.

" Hungary has applied to the IMF for $15.7 billiantelp finance its current account deficit duehi® ¢ollapse
in inter bank lending.
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4. Investors’ Behaviour

In the previous section the transmission of angas explained through trade and financial
linkages under the broad heading fundamental liekagowever, several crises, especially in
the last decade, showed symptoms of contagion,hwtannot be explained by fundamental
factors. The turbulent years following the Asianis3r in 1997 caused deterioration in
confidence in global financial markets, particufageimerging markets. As a result the crisis
spread from a mainly regional crisis in the begugntowards a global crisis. The crisis
resulted in Russia defaulting on its foreign debtfurn bringing down the biggest Hedge
Fund at the time, Long-Term Capital Management, addersely affected many Latin

American countries. In the end, the global finahtummoil “triggered recessions in many

developing countries [and] two-fifths of global @ocony sank into recession in 1999”

(Dornbusch 2000: p177).

Most of the countries, which were adversely affdaaring that period, did not share direct
trade or financial links with one another. This rgal an increase in academic literature
focusing on investors’ behaviour, whether ratiomairational, causing a “true” contagion. In
the following sub-sections a summary is providetaidiag the different channels through
which a real shock in one country can be spreadntather country, based on investor’'s

behaviour.

4.1 Liquidity & Incentive Problems
One of the channels through which contagion occars be based on individual rational
behaviour. Contagion can occur as a result ofmatibehaviour if individual investors follow

their given policies and procedures and contagisues (Pritsker 2000).

In the current crisis a lot of investors experighcgignificant losses on their equity

investments in the U.S.A. and at a later stageurofe as well. The negative impact on their
portfolio was even further distorted by highly vilaexchange rates. It would be rational for
an investor to hoard or at least increase his pasition and therefore sell high-risk assets,
which are still liquid. He will do so in anticipati of a higher frequency of redemptibasd

margin calls’

& The repayment of the principal amount of a dedatusty or investment at or before maturity
° A broker's demand on an investor using margirefodit additional money or securities so that tiaegin
account is brought up to the minimum maintenancegimaYou would receive a margin call from a broKer
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During the current crisis most hedge funds wereddrto sell securities during September, as
“concern [was] rising in the industry that paniakimvestors could rush for the door”
(MacKintosh 2008). The selling triggered by margalls and redemptions of professional
institutional investors put asset prices especiallgmerging markets under pressure, not only
spreading the crisis further, but also sending eprg&gnals for less informed market
participants to follow the trend (Calvo 1999).

Lenders on the other hand will decrease their ax@os troubling regions or correlated
countries, therefore reducing the overall risk lo¢it portfolio. In the end, the individual
rational behaviour of those financial agents wpltesad the crisis to other - mostly developing

- countries.

The tendency of investors to sell stocks in marffeidint markets at the same time can also
be due to the incentive structure. A significamhrge in asset prices in one particular market
could distort the portfolio structure or the weigifta country in his portfolic® In order to
maintain certain proportions of country’s or a m®Us stock in the portfolio, he needs to sell

off his holding in other markets.

The individual rational behaviour is clearly noetreason for a cross-market crisis; however
it is an important channel of crisis transmissioithwinpleasant dynamics in other markets
caused by co-movement based on the individual natialecision of investors. This
phenomenon can lead to significant declines iredfit markets and regions at the same time
as illustrated in the Figure 3.

The liquidity and incentive problems described abaehould be of concern to all types of
investors, but pose greater difficulties to higldyeraged investors facing greater risks of
margin calls, such as hedge funds and investmenksbavith significant activities in
proprietary trading?

one or more of the securities you had bought deerkm value past a certain point. You would beddreither
to deposit more money in the account or to selsoffie of your assets. — Source: Investopedia.com

1 The weight or structure of one country in the Btoe's portfolio is related to his benchmark andtital asset
allocation.

" Transactions made by a securities firm that affeetfirm's account but not the accounts of itsntieSource:

investorwords.com
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Figure 3
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4.2 Asymmetric Information & Coordination Problems

An important assumption in neo-classical theory pirfect competition and perfect
information in capital markets. Perfect informatisna precondition for perfect competitive
markets, which can be seen as a desirable outaree, though it cannot be achieved. The
idea refers to a game theory situation where alqas are informed about all moves every
player undertakes in the game.

The assumption of perfect information has, howebeen criticized by many well-know
economists, such as Joseph Stiglitz. The “the@letievelopments in imperfect capital
markets over the last quarter century [...] provige explanation for why capital-market
liberalization may lead to instability and not prate growth.” (Stiglitz 2004: p59).

In markets with asymmetric information investorsndae divided into three categories:

informed, less informed and uninformed investor®rfibusch 2000: p183). These three
categories refer to the level of information inwesthave about the country in which they
invest. Most investors are in the latter two cat&go less informed and uninformed. That is
mainly due to the fact that gathering informatisncostly. As the number of markets has
increased so has the cost of gathering informafidwerefore less informed investors could

find it more profitable (less costly) to follow mfmed investors. This kind of herd behaviour
may even follow the idea of rational behaviourgseifollowing informed investors can be “an

outcome of optimal portfolio diversification thatedbomes more prevalent as securities
markets grow” (Calvo and Mendoza 1998).
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In the case of imperfect information (asymmetrioimation) a crisis in one country can lead
investors to believe that other countries migheftlte same problems. As a result, investors
reduce their investments in the countries theycgaie to be affected. This decision could be
rational, if in fact the countries share the samedamental or structural weaknesses; or
irrational (in the absence of perfect informatioh}heir opinion does not reflect the true

conditions of those countries.

Herding occurs if uninformed or less informed irtees simply follow informed investors,
hence following trends or readjustments of invessaen as fully or better informed. Pritsker
and Kodres (2001) argue that information asymmeti@n explain why especially developing
countries are “hit hard by contagion” (Pritsker &dfes 2001: p24) and that it can account
for market movements, which cannot be justified thgir macroeconomic fundamentals
(Pritsker & Kodres 2001: p33). They argue “moremiation asymmetry within a country’s
asset market increases the magnitude of that manete response to contagion abroad”
(Pritsker & Kodres 2001: p29).

4.3 Multiple Equilibriums

Asymmetric information as an explanation for comagmight not satisfy every author
dealing with causes of contagion, since this jicstifon relies on market imperfection,
irrationality or inability to exploit profit oppounities in distressed market environments
(Masson 1999). Masson argues in favour of thet@xi® of “multiple equilibriums”, where
the market suddenly can jump from a good equilibriowards a bad one, on the basis of a

sudden shift in market expectations.

This model provides a more general explanatioroatagion. A crisis in one country leads to
a sudden shift of investors’ expectations in ddfgrmarkets, forcing the equilibrium in those
markets to change from good to bad. The sudderditless of investors’ expectations in a
particular market can be seen as self-fulfillinggirecy. It is important to understand that
relationship; therefore we exemplify that principlkeing the example of a bank-run.

In this particular case, some rumours occur inriees (papers, TV, radio), that a certain
Bank, named “Fuld-Bank” might be close to file foankruptcy. Obviously, the Fuld-Bank

would publicly announce, “it has no solvency owuldjty problems and that the Fuld-Bank
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will work hard to achieve a positive outcome undbee current challenging market

conditions.” The depositors of that bank have twesgible decisions to make. Firstly, they
trust the bank and believe it will overcome therent difficulties and therefore keep their
deposits with the Fuld-Bank or, secondly, they @b trust the public statement and start to
withdraw their deposit.

The latter would force the bank share price suddemimove to a bad equilibrium in a self-
fulfilling manner. As a result, when the first pé®pun to the bank to withdraw their money
other people (which have not taken the same decigid) might change their opinion and
also withdraw, since they are concerned that ¥ the not there won’t be any money left. At
the end of the day nearly every depositor wouldana withdraw their deposits. That in turn
would make it now really hard for the bank to sueyias deposits decline as well as the
equity value on their balance sheet. Thereforeptiophecy that the Fuld-Bank will file for

bankruptcy becomes self-fulfilling.

A typical characteristic of a market which hasdalto a bad equilibrium is an increase in the
volatility of stock & bond markets, as investorgidanly withdraw from a country as they

fear that if they do not they will be too late aade illiquid market conditions with distressed

asset values. Bad equilibria in emerging marketscaaracterized by declining asset prices,
sudden capital outflows (capital flight), and shalgvaluations of the domestic currency,
which are often accompanied by defaults on foreligiot.

The major cause of contagion in this scenario iapad shift in market expectations. In the
case of equity investors that implies a suddert shitheir expectations of future returns
and/or they apply higher country risk premiums. Tdwuities will fall towards the bad
equilibrium reducing companies’ values and equitiedalance sheets of financial institution,
which could eventually interrupt the credit chanimethe real economy spreading the crisis
further.

The idea of multiple equilibriums is troubling farany economists, since it “acknowledges
that asset prices are less predictable than impednique equilibrium models, but recent
experience suggests that this corresponds toyreather than being an inconvenient property
of a theoretical model” (Masson 1999: p2). If tlsathe case, an economy can eventually fall
into a bad equilibrium, caused by falling assetegsj if there is a dramatic and significant
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decline in investors’ confidence from optimism tespimism. However, usually “bank-runs”
never happen out of the blue, therefore some wrigggue that a crisis in one country
generates a “wake-up” call and the sudden adjusttogrards a new equilibrium follows the
underlying fundamentals that have already changegkimentally over a longer period or in
fact never had been in a “shiny” mode.

4.4 Changes in the Rules of the Game
As a final point, reassessment by investors cam ladsforced bychanges in the rules of the
game under which domestic and international markets atger

The Russian default in 1998, for example, increased concern that other countries might follow
similar unilateral policies regarding the treatment of foreign private creditors or that
international financial institution might not bail such creditors out as expected. The
discussion on the international financial architecture itself following the East Asian financial
criss may have caused changes in the way investors viewed the rules of the game and
weighed the odds of official bailouts.

(Dornbusch 200:, p185)

Additionally, it would be interesting and importafdar investors to observe the current
regulatory discussion after the Financial Turbuéemcthe last year. It might be that the rules
of game will be changed and consequently invest@age to adjust their expectation

according to a new investment environment.

5. Options for the Prevention of Contagion

The devastating effects of contagion on econormmésyre seemingly unrelated countries were
hit by an outside shock during a financial crisigprevious decades, has reopened the debate
about capital account controls. However it is neags and important for politicians and
economists to understand what the different chanokkontagion are and how they affect
countries. The Tequila Crisis, Asian Crisis and therent financial crisis all highlight the
different channels and underlying fundamental fesstavhich are responsible for contagion.

Clearly, contagion based on fundamental factorsh &s direct trade and/or direct financial
links, are unavoidable. Still, countries can redtieerisk by introducing sound fiscal policies
and limiting current account deficits. Whilst theiseea certain degree of inevitability that



18 C. Campbell, M. Scheufel, L. Ullri

developing countries will have current account atsfithe presence and persistence of
unsustainable deficits will naturally endanger exoit stability and development. Figure 4
suggests international investors see countries euithent account deficits in excess of 5% as
riskier, making them more vulnerable to externalcis and sudden capital outflow.

Additionally, policies aimed at reducing the depemcly on one major trade partner or source
of funding of foreign debt can encourage a morblstaconomic environment. Foreign debts
in particular seem to have played a crucial raleraasing the vulnerability of countries. For
that reason, limiting the amount of gross foreigmrency liability and avoiding maturity
mismatches seems to be an important tool, reduttiegrisk of unfavourable financial
instability and sudden capital outflows. Moreov&wme authors argue that banks should be
required “to hold more liquid foreign exchange #ésselative to total foreign exchange
liabilities” (Dornbusch 2000: p191).

Figure 4
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Admittedly, even if countries follow these recomrmations and increase the transparency as
well as building a strong and stabile domestic Hoal sector, it will not protect them
completely from contagion. The current financiakis clearly shows that even developed
countries, with sound fiscal and financial systemman be hit unexpectedly by a crisis
generated by an outside shock. The behaviour adstovs is impossible to regulate, some
channels of contagion, therefore will never be etbs
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Still, complete capital account controls should bet the solution, as it will exclude and
deprive a country from economic integration, hetiogting the economic and political
development of countries. A recent empirical stbglyCharles Wyplosz suggests, “by itself,
[capital account] liberalization does not pose thdethreat to the balance of payments, and
may carry significant long-term gains” (Wyplosz 20917).

However, it is clear that if a crisis occurs in ttheveloping world the social costs are far
higher than in the developed world, where goverrimbave higher fiscal resources available
to mitigate the social impacts of a crisis. Thaams if we include the welfare outcome and
social costs in our economic models it seems taléar, that liberalisation of the capital
account should not be undertaken to ‘create ecana®velopment’. Rather it should be
implemented incrementally in line with the develapm process towards an advanced
economy including a sophisticated liberal goodskeiartrade openness and a deep, mature

domestic financial system.

6. Conclusion

This paper provided a brief overview of the curreahtagion literature and as mentioned
there is still a great debate regarding the dedinitof contagion. This is partly because
different causal factors of crisis transmission tenwitnessed depending on the definition
used. In addition the contagion literature is s#latively young and has mainly focussed on
crisis transmission in developing countries. Thegpgr used the definition put forward by
Edwards (2000) that contagion refers to the trassiom of a crisis to a greater extent and
magnitude than predictegk ante. Several reasons, under the broad headings fumdaine
based and investor’s behaviour contagion, weranaatl The main problem when analysing
the causal factors is that often many aspects anwltaneously distorting the results from
statistical models. Finally we provided a briefipgldiscussion on mitigating contagion. It
would appear that contagion can never be eradicéi@aever, controlling the size of the
fiscal and current account deficits, and well-eoéat regulation may help mitigate the worst
aspects of contagion.
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