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1. INTRODUCTION 

• On behalf of Governor Christian Noyer, I am pleased to welcome you to this 
« Contagion and financial stability » workshop.  

• The Banque de France is honoured to host this conference and to welcome 
outstanding researchers from academia, central banks, international institutions 
and the financial industry.  

• I wish to thank you all for attending this conference, especially those of you 
who have come from abroad or even from the other side of the world. I also 
wish to thank the Center of Research in Economics and Statistics (CREST), 
especially Professor Christian Gourieroux and the Fondation du Risque for their 
partnership.  

2. I would like to begin by making some short comments on the topic of this 
conference 

• Let me remind you the definition of contagion proposed by Kristin Forbes and 
Roberto Rigobon: they define contagion as « a significant increase in cross-
market linkage after a shock to an individual country (or group of countries) ». 
Nevertheless, despite the fact that the term « contagion » is widely used, there is 
little agreement on what exactly contagion involves.  

• Indeed the debate around the definition and the measure of contagion is still 
open and highlights the difficulties in defining contagion crises precisely. This 
is a real challenge that researchers face when they try to assess these 
phenomena. 

• Let me now illustrate this issue with concrete examples. Since the early 1990s, 
numerous financial and currency crises have occurred all around the world. 
Without being exhaustive, we can mention the main ones, such as the exchange 
rate crises inside the Exchange Rate Mechanism in 1992 and 1993, the Asian 
crises of 1997, the Russian collapse and the LTCM crisis in 1998, the Brazilian 
devaluation of 1999, the IT bubble crisis in 2000, the Argentinian crisis in the 
early 2000s and finally, the so-called subprime episode (which has turned out to 
be far more than merely a subprime crisis).  

• Let me elaborate briefly on this latest episode from a central banker 
perspective. Contagion is more than ever at the heart of the financial turmoil: 
this crisis, which originated in a very specific and relatively small segment of 
the US mortgage market, has spread to most segments of mature and emerging 



financial markets. How could we have anticipated that the rise of delinquency 
rates in subprime markets would trigger the collapse of European specialized 
banks and of a giant Wall Street investment bank? 

• In this crisis, contagion has taken several routes. I will only mention 3 of them:  

• First: the “originate and distribute model” by which lenders who had originated 
the subprime loans subsequently transferred the risk to other financial 
institutions. The impact of this O&D model was magnified by the development 
of complex securitized products ; these products resulted in risks being 
transferred in an opaque way to US and international investors who were not 
fully aware of the risks they had taken on board. While many analysts, 
including some central banks, had argued that risk transfer mechanisms would 
make financial markets safer, it turned out that, on the contrary, they have 
created huge uncertainty and consequently contagion. 

• Second: the creation of a “shadow banking system”, the so-called SIVs and 
conduits that banks have developed off their balance sheet. These entities 
carried out huge maturity transformation without capital; when the crisis 
occurred, they were not able to continue holding these assets and thus the 
related risks came back into the balance sheet of banks which were forced to act 
to avoid reputation risk. As a consequence, banks became potential suspects for 
a collapse even though they were not directly involved in these products. 

• Third, the interbank market was affected too. Although it was supposed to be 
the deepest and most liquid financial market in the world, the interbank markets 
in Europe and the US dried up or, more accurately, froze. Due to the uncertainty 
and the lack of transparency about the amount and the localisation of losses, 
banks have stopped lending short term to each other; not because they have 
lacked liquidity but because they have been afraid of counterparty risk. This 
hoarding of liquidity has put huge pressures on the banks which were the most 
dependent on the market (e.g. Northern Rock). 

• This episode shows that contagion is a complex and multifaceted phenomenun. 
It also shows why research in the area of financial contagion is key for Central 
Banks. Indeed these crises have created financial instability and may potentially 
affect monetary policy. It is therefore of a paramount importance for CBs to 
understand precisely the transmission channels through which financial 
instability can spread from one market to another. This will be the topic of the 
first session. 

• In all the crisis episodes from the early 1990s onwards, the issue of contagion 
has occupied a central role. Part of the contagion mechanisms arises as a 
consequence of globalization: indeed, the globalization process has reinforced 
the economic and financial linkages between countries during the last decades. 
One important feature of financial globalisation is that it concerns industrialised 
countries as well as emerging economies (particularly with the opening of their 
national capital account to foreign investors).  



• Moreover, the emergence of global investors has also played a major role in the 
strengthening of worldwide market links. Major Banks, Hedge Funds, Private 
equity Funds or recently Sovereign Wealth Funds have to deal with large and 
diversified portfolios. They contribute to market efficiency by providing market 
liquidity. They also contribute to the setting of fair prices through complex 
investment and arbitrage strategies. But as major players in the financial 
markets, their implications and role in contagion phenomena need to be 
understood. This will be the topic of the second session. 

 

3. Let me now turn to today’s workshop 

• The aim of this workshop is to bring together leading international researchers, 
practitioners as well as central bankers who specialise in this specific area. 

• This is not a new area of interest at the Banque de France, since during the 19th 
century, Dr Clement Juglar, originally a medical doctor, began the Banque de 
France’s research into the transmission of financial crises and their contagion 
between countries. 

• More recently the issues to be addressed today are being analysed at the Banque 
de France by economists working in the Research Directorate and the Financial 
Stability Directorate. These financial economists have several projects on 
contagion and liquidity issues under way. For instance, the paper that will be 
presented this morning by Mr Julien Idier is one of the studies that the finance 
group is currently carrying out on these issues.  

• As mentioned in the program, the workshop includes two lectures and two 
sessions. 

• We are going to start with the opening lecture, given by Professor Mardi 
Dungey from Cambridge University. Pr Dungey is the author of Identifying 
international financial contagion: progress and challenges. In her lecture, 
Professor Dungey will assess whether contagion crises display similar features. 
From a methodological point of view, she tests if it is possible to explain the 
phenomenon that has arisen during contagion crises since the early 1990s 
within a single model.  

• This is very ambitious and interesting knowing that crises have always occurred 
where financial economists did not expect them. The audience and I will be 
very interested in your assessment of this issue. 

• The afternoon will begin with the lecture given by Professor René Stulz from 
Ohio State University. He is Editor of the Journal of Banking and Finance and 
received the Fama/DFA 2005 prize for best paper in the Journal of Financial 
Economics. In his lecture, Pr Stulz will analyze in detail the key role played by 
Hedge Funds in contagion crises. Needless to say focusing on hedge funds is 



very topical as these global investors have played a major role in the 
strengthening of worldwide market linkages.  

• I do hope Pr Stulz will enlighten us on the role of the Hedge Funds sector 
during crisis episodes. 

• The morning session will focus on methodological and modelling issues. In 
particular, the three papers that will be presented deal with the new 
methodologies that have been developed recently in order to overcome the 
shortcomings of previous research and to better assess contagion phenomena. I 
would like to thank Julien Idier from the Banque de France, Jerome Teiletche 
from the Société Générale Asset Management and especially Renée Fry for 
coming from the National Australian University to present her recent work.  

• The afternoon session will then focus more specifically on financial crises and 
institutions. We have asked three participants to tackle this issue: Mr Chan Lau 
from the International Finance Corporation, an entity of the World Bank group ; 
Mr Fratzscher, one of our colleagues from the ECB, and Ms Gonzales-
Hermosillo from the IMF.  

• Let me reiterate the interest and high expectations that Pierre Jaillet, General 
Director for Economics and International and myself have in and for this 
conference. We have a lot to learn from the various participants and we expect 
to receive feedback on our own work.  

• I am confident that the papers presented at this conference will enable us to gain 
a deeper understanding of contagion crises and the way to analyse and manage 
them. In addition, our hope is that this kind of meeting will foster interaction 
between academic and private and central bank economists. 

• Finally I wish to thank once again all the speakers, participants and organisers 
of this conference.  

• I will stop now and give the floor to Pr Dungey for her lecture. 
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