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Abstract: The mechanism and prevention strategies of international financial risk 

contagion are critical issues in the study of global financial stability. This paper 

systematically explores the mechanisms, influencing factors, and prevention strategies of 

international financial risk contagion from theoretical, empirical, and policy perspectives. 

First, based on theoretical models of financial risk contagion, it analyzes the mechanisms 

of direct contagion, indirect contagion, and psychological contagion, as well as their 

driving factors. Second, through historical case studies and empirical research, the 

existence, channels, and economic impacts of international financial risk contagion are 

verified. Finally, comprehensive prevention strategies are proposed, including 

macroprudential policies, international financial cooperation, financial market risk 

management, and national-level policy recommendations. The research shows that 

international financial risk contagion is complex and multifaceted, requiring multi-level 

and multi-stakeholder collaborative efforts for effective prevention. This study provides 

theoretical support and policy references for global financial stability. 

1. Introduction 

With the deepening of global economic integration, the interconnectedness of international 

financial markets has increased significantly, making cross-border contagion of financial risks a 

major threat to global financial stability. From the 1997 Asian financial crisis to the 2008 global 

financial crisis, and the global financial turmoil triggered by the COVID-19 pandemic in 2020, the 

frequency and destructiveness of international financial risk contagion have drawn widespread 

attention from academia and policymakers. Understanding the mechanisms of financial risk 

contagion and its prevention strategies is of great significance for maintaining global financial 

stability. 

This paper aims to systematically study the mechanisms and prevention strategies of 

international financial risk contagion. First, it reviews the basic concepts, models, and influencing 

factors of financial risk contagion from a theoretical perspective. Second, through historical case 

studies and empirical analysis, it reveals the channels and economic consequences of financial risk 

contagion. Finally, based on international experience, comprehensive prevention strategies are 

proposed. This research not only enriches the theoretical framework of financial risk contagion but 
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also provides practical guidance for policymakers. 

2. Theoretical Foundations of International Financial Risk Contagion 

The theoretical foundation of the mechanisms of international financial risk contagion is key to 

understanding the transmission and spread of risks in global financial markets. Financial risk 

contagion refers to the rapid spread of financial turmoil from one country or region to others 

through various channels, leading to broader financial instability. The theoretical study of this 

phenomenon is primarily based on the interconnectedness of financial markets, information 

asymmetry, and the behavioral patterns of market participants[1]. Firstly, the globalization of 

financial markets has increasingly tightened the links between national financial markets, with 

activities such as capital flows, trade exchanges, and financial derivatives transactions serving as 

significant channels for risk contagion. For example, when a financial crisis occurs in one country, 

investors may quickly withdraw their capital, leading to capital outflows and subsequently affecting 

the financial markets of other countries. This direct contagion mechanism rapidly spreads risks 

through capital flows and asset price fluctuations. 

Secondly, indirect contagion mechanisms operate through real economic channels and financial 

intermediary channels. Real economic channels mainly involve international trade and the 

interdependence of industrial chains. For instance, an economic recession in one country may lead 

to reduced exports for its trading partners, thereby affecting their economic growth and financial 

market stability. Financial intermediary channels involve the balance sheet effects of banks and 

other financial institutions. When a bank suffers losses during a crisis, the deterioration of its 

balance sheet may lead to a credit crunch, subsequently impacting other financial institutions and 

market participants. This indirect contagion mechanism amplifies risks through complex financial 

networks and chain reactions. 

Additionally, psychological contagion mechanisms play a significant role in international 

financial risk contagion. The expectations and behavioral patterns of market participants are crucial 

in the process of risk contagion[2]. For example, when investors observe a financial crisis in a 

particular country or region, they may develop panic sentiments toward other similar countries or 

regions, leading to capital outflows and asset price declines. This psychological contagion 

mechanism rapidly spreads risks through information dissemination and market sentiment. 

Information asymmetry further exacerbates the impact of psychological contagion, as investors are 

more likely to make irrational decisions in the absence of sufficient information. 

In summary, the theoretical foundation of international financial risk contagion mechanisms 

encompasses direct contagion, indirect contagion, and psychological contagion. These mechanisms 

interact and collectively drive the transmission and spread of financial risks on a global scale. 

Understanding these theoretical foundations is crucial for formulating effective risk prevention and 

control strategies, contributing to the stability and sustainable development of global financial 

markets. 

3. Historical Case Studies of International Financial Risk Contagion  

Historical case studies of international financial risk contagion provide rich empirical material, 

revealing the complexity and diversity of risk transmission on a global scale. The 1997 Asian 

financial crisis is a classic example, which began in Thailand and quickly spread to other Southeast 

Asian countries, eventually affecting global financial markets. The trigger of the crisis was the 

devaluation of the Thai baht, as the Thai government was unable to maintain its fixed exchange rate 

system, leading to massive capital outflows and the collapse of the stock and real estate markets. 

The crisis rapidly spread to Indonesia, Malaysia, South Korea, and other countries through trade, 
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investment, and financial channels, creating regional financial turmoil. Although the intervention of 

the International Monetary Fund (IMF) alleviated the crisis to some extent, it also exposed the 

inadequacies of the international financial system in addressing risk contagion. 

The 2008 global financial crisis demonstrated the path of financial risk contagion from 

developed countries to emerging markets. Originating from the collapse of the U.S. subprime 

mortgage market, the crisis quickly spread to Europe and other regions through complex financial 

derivatives and the globalized banking system. The bankruptcy of Lehman Brothers became a 

turning point, triggering a global credit crunch and market panic. European banks, which held large 

amounts of U.S. subprime-related assets, were severely hit, leading to the outbreak of the Eurozone 

sovereign debt crisis. This crisis not only impacted the economies of developed countries but also 

caused severe shocks to emerging market countries, especially those reliant on exports and foreign 

capital. The interconnectedness of global financial markets accelerated the speed and scope of risk 

contagion, highlighting the fragility of the international financial system in risk management. 

The 2010 European debt crisis further revealed the mechanisms of financial risk contagion 

within a region. The exposure of Greece's sovereign debt problems sparked concerns about the 

fiscal conditions of other Eurozone countries, leading to crises in Portugal, Ireland, Italy, and Spain, 

collectively known as the "PIIGS" countries[3]. The crisis rapidly spread through the banking system, 

government bond markets, and investor confidence, creating a collective predicament. Although the 

European Central Bank (ECB) and the European Union's rescue measures stabilized the market to 

some extent, they also sparked long-term discussions about fiscal integration and debt sustainability 

in the Eurozone. The European debt crisis demonstrated that regional financial risk contagion is not 

only influenced by economic fundamentals but also closely related to political and institutional 

factors. 

These historical cases collectively illustrate that the mechanisms of international financial risk 

contagion are complex and diverse, involving trade, investment, finance, psychology, and other 

dimensions. The development of globalization and financial innovation has expanded the speed and 

scope of risk contagion, while the international financial system's ability to respond to such 

contagion remains limited. Therefore, strengthening international cooperation, improving financial 

regulation, and enhancing risk early warning capabilities are key to addressing international 

financial risk contagion. By summarizing historical experiences, we can better understand the 

patterns of risk contagion and provide valuable insights for preventing and mitigating financial risks 

in the future. 

4. Empirical Research on International Financial Risk Contagion 

Empirical research on the contagion of international financial risks provides important 

theoretical and practical insights into the mechanisms and pathways through which risks propagate 

globally. These studies analyze historical events, financial market data, and macroeconomic 

variables to reveal the complexity and multidimensional characteristics of risk contagion. Empirical 

research typically employs quantitative analytical methods, such as time series models, panel data 

models, and network analysis, to capture the dynamic processes and key drivers of risk contagion. 

For example, studies on the 1997 Asian financial crisis and the 2008 global financial crisis 

demonstrate that risk contagion spreads not only through direct financial linkages, such as cross-

border capital flows and interbank lending, but also through indirect mechanisms such as trade 

channels, investor psychology, and market expectations. These studies emphasize the 

interconnectedness of financial markets and the accelerating effects of risk contagion in the context 

of globalization. 

In empirical research, trade channels are recognized as one of the significant pathways for the 
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contagion of international financial risks. When a country's economy is hit by a shock, its trading 

partners are often affected through reduced exports and deteriorating trade conditions. For instance, 

during the 2008 global financial crisis, the economic downturn in the United States led to a 

significant decline in its import demand, which in turn severely impacted emerging market 

countries reliant on exports to the U.S., such as China and Mexico. Additionally, the role of 

financial channels cannot be overlooked, especially in the context of cross-border capital flows and 

interconnected banking systems. Research indicates that liquidity crunches in international 

interbank markets and asset price volatility are key drivers of risk contagion. For example, 

following the collapse of Lehman Brothers, European banks, which held substantial U.S. subprime-

related assets, faced severe difficulties, subsequently triggering the Eurozone sovereign debt crisis. 

The role of investor psychology and market expectations in risk contagion has also garnered 

extensive attention in empirical research. The behavior of financial market participants is often 

influenced by panic and herd mentality, further accelerating the speed and scope of risk contagion. 

For example, during the 2010 European debt crisis, concerns over Greece's sovereign debt default 

quickly spread to other Eurozone countries, causing their bond yields to surge and financing costs to 

rise sharply. This psychological contagion effect not only exacerbated financial market volatility 

but also had profound impacts on the real economy. Empirical studies suggest that policy 

uncertainty and fluctuations in market confidence are significant catalysts for risk contagion, 

particularly in the context of high global economic uncertainty. 

Moreover, empirical research has revealed the nonlinear characteristics and heterogeneity of 

international financial risk contagion. The sensitivity and resilience to risk contagion vary 

significantly across countries and regions due to differences in economic structures, levels of 

financial system development, and policy response capabilities. For instance, emerging market 

countries, with relatively fragile financial systems and limited foreign exchange reserves, are often 

more vulnerable to external shocks. In contrast, developed countries, despite having more mature 

financial systems, are also significant sources of risk contagion due to their highly complex 

financial derivative markets and cross-border capital flows. These studies highlight the need for 

differentiated policies tailored to the specific circumstances of each country when addressing 

international financial risk contagion. 

5. Strategies for Preventing and Controlling International Financial Risks 

Strategies for the prevention and control of international financial risks are crucial for 

maintaining global financial stability and promoting sustainable economic development. Firstly, 

strengthening international financial regulatory cooperation is key to risk prevention and control. 

Countries should coordinate regulatory policies through multilateral mechanisms such as the 

International Monetary Fund (IMF) and the Financial Stability Board (FSB), and establish unified 

risk assessment and early warning systems. For example, after the 2008 global financial crisis, G20 

countries promoted the implementation of Basel III, which strengthened the capital and liquidity 

requirements of the global banking system, effectively enhancing the resilience of the financial 

system. Additionally, the establishment of cross-border financial regulatory information-sharing 

mechanisms is of paramount importance, as it helps to promptly identify and address transnational 

financial risks, preventing their cross-border spread. 

Secondly, improving domestic financial regulatory frameworks is the foundation of risk 

prevention and control. Countries should formulate and implement robust macroprudential policies 

based on their own economic structures and financial system characteristics. For instance, tools 

such as countercyclical capital buffers, leverage ratio limits, and stress tests can be used to enhance 

the risk resilience of financial institutions. At the same time, increased regulation of high-risk areas 
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such as shadow banking and financial derivatives is necessary to prevent the accumulation of 

systemic risks. In recent years, China has effectively curbed the spread of financial risks through the 

implementation of "penetrative regulation" and the Macro Prudential Assessment (MPA) system, 

providing valuable insights for global financial risk prevention and control. 

Furthermore, promoting transparency and standardization in financial markets is an important 

means of risk prevention and control. Countries should enhance the transparency and fairness of 

financial markets by improving information disclosure systems, strengthening market supervision, 

and combating financial fraud. For example, the "Volcker Rule" introduced in the U.S. Dodd-Frank 

Act restricts banks from engaging in high-risk proprietary trading, effectively reducing speculative 

risks in financial markets. Additionally, encouraging financial technology innovation and 

leveraging technologies such as big data, blockchain, and artificial intelligence can improve the 

accuracy and timeliness of financial risk monitoring and early warning. This not only enhances the 

operational efficiency of financial markets but also strengthens the ability to identify and respond to 

potential risks. 

Lastly, strengthening the construction of the international financial safety net is a critical 

safeguard for risk prevention and control. Countries should enhance their ability to withstand 

international financial shocks by increasing foreign exchange reserves and establishing bilateral and 

multilateral currency swap mechanisms. For example, after the Asian financial crisis, ASEAN, 

along with China, Japan, and South Korea, jointly established the Chiang Mai Initiative 

Multilateralization (CMIM), which provided short-term liquidity support and effectively alleviated 

financial pressures within the region. Moreover, the international community should increase 

financial assistance and technical support to developing countries, helping them improve their 

financial risk management capabilities, narrow the global financial development gap, and 

collectively maintain global financial stability. 

6. Conclusion  

Through a systematic study of the mechanisms and prevention strategies of international 

financial risk contagion, this paper draws the following main conclusions: First, international 

financial risk contagion is complex and multifaceted, with direct contagion, indirect contagion, and 

psychological contagion mechanisms interacting to amplify the spread of risks. Second, historical 

case studies and empirical research show that financial risk contagion has significant negative 

impacts on the global economy, necessitating multi-pronged approaches such as macroprudential 

policies, international financial cooperation, and financial market risk management. Third, effective 

prevention strategies require coordinated efforts at the national, regional, and global levels, 

including improving macroprudential frameworks, strengthening international financial cooperation, 

and enhancing the risk management capabilities of financial institutions. 

Future research could further explore the application of financial technology in risk prevention 

and the unique role of emerging markets in international financial risk contagion. This study 

provides theoretical support and policy references for global financial stability but requires 

continuous testing and refinement in practice. 
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