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Abstract

Project Code : RSA5980065

Project Title : Financial Contagion and Optimal Portfolio Choice

Investigator : Thaisiri Watewai

Chulalongkorn University

E-mail Address : thaisiri@cbs.chula.ac.th

Project Period : 2 years

This research project studies financial contagion between international stock
markets and between banks. In the first part, we propose a contagion model of
International stock markets in which countries are connected through their
fundamental linkages such as trade and financial linkages. Using the data between
Thailand and three other couries, namely, Japan, Hong Kong and the US, we find
that the financial linkage is a channel of contagion, and weak domestic
fundamental amplifies the effect of the trasmitted shocks. In the second part, we
propose a model of banking system in which banks are connected through
interbank liabilities and common illiquid asset holdings. Banks are subject to bank-
specific and market-wide shocks. After arrivals of shocks, banks adjust their
portfolios based on their risk-adjusted return preferences. We find that banks with
high level of risk-aversion help absorb the shocks, reducing the fire sale effect, but
they are poor buyers when they are unaffected by the shocks. On the other hand,
banks with low level of risk-aversion amplify the effect of fire sale when they are hit
by shocks, but act as good buyers, reducing the fire sale effect, when they are safe

from shocks.
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banking systems, fire sale
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