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Abstract

This paper builds a general test of contagion in financial markets based on bivariate correlation

analysis – a test that can be interpreted as an extension of the normal correlation theorem.  Contagion is

defined as a structural break in the data generating process of rates of return.  Using a factor model of

returns as theoretical framework, we nest leading contributions in the literature as special cases of our test.

We show that, while the literature on correlation analysis of contagion is successful in controlling for a

potential bias induced by changes in the variance of global shocks, current tests are conditional on a specific

yet arbitrary assumption about the variance of country specific shocks.  Our results suggest that, for a

number of pairs of country stock markets, the hypothesis of ‘no contagion’ can be rejected only if the

variance of country specific shocks is set to levels that are not consistent with the evidence.
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Fig. 1a - Stock market volatility  (daily returns, 3M exp. mov. average)
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Fig. 1b - Stock market volatility  (daily returns, 3M exp. mov. average)
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Fig. 2a - Stock market covariance of weekly returns
(Asia; 3 month exp. moving average)
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Fig. 2b - Stock market covariance of weekly returns
(Asia vs. Hong Kong and Singapore; 3 exponential month moving average)
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Fig. 2c - Stock market covariance of weekly returns
(Asia vs. USA and Japan; 3 month exponential moving average)
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Fig. 2d - Stock market covariance of weekly returns
(Asia; 3 month exp. moving average)
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Fig. 3a - Stock market correlation of weekly returns
(Asia; 3 month exp. moving average)
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Fig. 3b - Stock market correlation of weekly returns
(Asia vs. Hong Kong and Singapore; 3 exponential month moving average)
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Fig. 3c - Stock market correlation of weekly returns
(Asia vs. USA and Japan; 3 month exponential moving average)
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Fig. 3d - Stock market correlation of weekly returns
(Latin America, Russia and the US; 3 month moving average)
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