20. How to Avoid Contagion and
Spillover Effects in the Euro Zone?

Michael C. Burda

I. INTRODUCTION

As a rule, issues of contagion arise more frequently in epidemiology and lin-
guistics than in economics and finance, but this has changed dramatically in re-
cent years. While the inherent instability of the banking sector due to liquidity
and maturity mismatch has been well-understood for centuries, we never cease
to be blindsided after believing that “this time it really is different” (Reinhart
and Rogoff 2011). The globalisation of financial markets has created a new era
of frictionless finance — a hyper-lubricated environment for the transmission
of all kinds of disturbances, real or imagined, fundamental or self-fulfilling.
The dramatic increase in levels of global leveraging and risk-shifting using
old-fashioned debt and newfangled financial derivatives is unexplored terrain
with unimaginable new risks. Yet the fundamental mechanism of financial
contagion is the same that existed in the days of carrier pigeons, couriers on
horseback, and the telegraph. The current age of heightened trade, frictionless
communication, and increased ease of deal-making and execution makes it
atl the more imperative to examine critically the phenomenon of contagion in
fight of the anachronistic structure of European banking, as we move forward
into the second decade of the new millennium.

In this chapter [ outline the positive and normative aspects of financial sp-
illovers in the European context. 1 do so from the perspective of a macroecorno-
mist — i.e. neither that of a private nor a central banker. For all its romantic
attractiveness, national heritages and cultural identities — Europe remains a
banking backwater and a bank regulator’s nightmare. Its mosaic of nation-
al dependencies, rivalries and preferences makes banking the Achilles heel
in the economic race with North America and Asia. The regulatory vacuum
which accompanied monetary union has rendered Europe even more vulner-
able to the vagaries of rumour mills that drive international finance. As the
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