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Focus 
II. Cross-border risk sharing: has it increased in the euro area? 

The growing integration of financial markets deepens the linkages between the economies of the euro area and has the 
potential, through better cross-border risk sharing, to raise the efficiency of the functioning of EMU and help economies to 
better adjust to macroeconomic shocks. Cross-border risk sharing has strong foundations at the micro level, since 
diversification delivers higher returns and lower risk for financial portfolios. From a macroeconomic point of view, provided 
that capital income is received in a diversified manner from countries with low output correlation, the ensuing smoother income 
is likely to make the economy more resilient to domestic shocks through less volatile consumption. The analysis of a wide range 
of data, including banking and balance-of-payments data, bears testimony to a rapid expansion of cross-border financial flows 
within the euro area. Estimations of risk sharing using aggregate national accounts data however point to mixed results. 
Risk-sharing through capital markets has increased in the euro area but remains small compared with the US and the size of 
estimates appears to be sensitive to the inclusion of smaller Member States with large financial sectors. One possible 
explanation for the still-low level of risk-sharing in the euro area involves asset composition. Whereas financial integration in 
bonds and other debt securities has made dramatic progress within the euro area in the space of a few years, it has not done so 
to the same extent for equities. Since the equity home bias seems still fairly entrenched in some euro-area countries, further 
financial market reforms would not only ensure a better performance of the European financial system, but would also 
reinforce the stabilising role of risk-sharing for the euro area.  

Since the beginning of the 1980s, international 
financial markets have become increasingly 
integrated. While global trade openness (as 
measured by the sum of exports and imports 
divided by GDP) has doubled over the last 
20 years and now stands at 60% of the world's 
GDP, the share of gross international asset 
holdings in world GDP has seen an eightfold 
increase over the last 25 years to more than 
130%.8 In the same manner that trade creates 
interdependencies across borders, financial flows 
have the potential to enhance risk sharing and 
deepen ties between economic agents in 
neighbouring countries.  

This focus analyses various aspects linked to risk-
sharing within the euro area. Section 1 looks at 
the relevance of risk sharing for economic 
stabilisation. Section 2 shows that growing 
financial linkages within the euro area provide a 
favorable environment for risk sharing. In 
Section 3, we estimate aggregate figures, which 
indicate growing, but still limited, risk sharing 
patterns in the euro area. Section 4 proposes a 
tentative explanation for these mixed results 
involving asset composition. 

                                                      
8  'The international financial architecture – Where do we 

stand?', Speech by J.-C. Trichet, Council on Foreign 
Relations, New York, 16 April 2007. 

1.  The relevance of risk sharing for 
economic stabilisation purposes 

The financial sector fulfils key functions that are 
necessary for an efficient allocation of financial 
resources in time and space and allows real-
sector activity to expand optimally. It is generally 
admitted that financial market reforms not only 
boost the performance of the financial sector, 
but also have a broader impact on the economy's 
potential output by allowing a better allocation of 
capital. In addition, financial integration also has 
the potential to increase cross-border risk sharing 
between euro-area Member States. 

Risk sharing means that an entity acquires a claim 
on the future revenue streams of other entities 
which are not correlated with its own primary 
source of income, allowing it to smooth out 
fluctuations in the amount of goods and services 
it consumes over time. It can occur at several 
levels: directly between economic agents or 
mediated through the banking and insurance 
sectors (hence the role of savings and borrowing 
to smooth out consumption) or between 
economies in a regime of free capital 
movements. 

From a micro perspective, the benefits of 
diversification have long been established in 
finance theory. Investors might want to increase 
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the performance of their savings beyond the risk-
free rate, but higher performance generates also 
higher risk, deterring risk-averse investors from 
holding portfolios with high returns. However, 
by holding instruments which are not perfectly 
correlated, diversification allows investors to 
reduce portfolio risk while increasing overall 
returns. By increasing returns and lowering risk, 
the performance of a diversified portfolio moves 
toward the efficient frontier, defined in the 
standard Capital Asset Pricing Model (CAPM) as 
all the possible combinations of the portfolios 
with minimum risk and portfolios with maximum 
returns. 

At the macro level, the benefits of risk sharing 
could be substantial. Within a given set of 
economies, country-specific shocks have the 
potential to significantly impact growth, unless 
the income from alternative foreign sources kicks 
in and smoothes private consumption. Access to 
international financial markets is weakening the 
link between domestic savings and domestic 
investments, whereas in a closed economy the 
only avenue available to households for 
smoothing consumption would come from other 
domestic sectors. Kalemli-Ozcan, Sorensen and 
Yosha (2004)9 note that the more specific a 
country is (i.e. the more remote geographically or 
the more specialised it is), the more it could 
benefit from risk sharing. It would provide risk 
sharing opportunities for other countries, while 
being able to hedge against its domestic 
developments by investing in other countries. 

Although risk patterns are likely to be observed 
for the EU as a whole, the introduction of the 
euro facilitates risk sharing between euro-area 
Member States by lowering four barriers to 
cross-border financial flows: 

• Cross-border transaction costs are bound to 
decrease through stronger competition and 
policies aimed at streamlining financial 
infrastructures in the euro area, for instance 
clearing and settlement. 

• Financial markets, spurred in the euro area by 
scale economies and competition, could lead 

                                                      
9  Kalemli-Ozcan S., B. Sorensen and O. Yosha (2004), 

'Asymmetric shocks and risk sharing in a monetary union: 
Updated evidence and policy implications for Europe' 
CEPR discussion Paper No. 4463. 

to deeper and more liquid markets, allowing 
market participants to hedge against a wider 
spectrum of risks. 

• Risk is likely to be lower in the euro area as 
overall risks attached to cross-border 
investments would decrease through the 
elimination of exchange rate risks, leaving 
only issuer and country risk;  

• The performance of the financial system and 
its capability to properly discharge its 
intermediation function should improve over 
time through stronger competition, and hence 
its ability to identify risk properly and price it 
accordingly.10 

From a euro-area perspective, not only should 
the single currency facilitate risk sharing, but risk-
sharing could also become more critical in an 
economic policy perspective. Without the help of 
traditional instruments of economic policy such 
as the exchange and interest rate, attention has 
been drawn to the capability of risk sharing to 
provide a market-based adjustment force for 
intra-euro-area adjustment via financial markets. 
Theoretically speaking, a two-way process could 
be envisaged between membership of the euro 
area and risk sharing: being in the euro area 
fosters risk sharing, which in turn enhances the 
cohesion of the euro area. 

Governments could also contribute to the risk 
sharing process, since cross-border state transfers 
could counteract specific national developments 
through various instruments (emergency relief 
after natural disasters, means-dependant social 
transfers and infrastructure investments or EU 
subsidies to poorer regions). However, the 
impact of such transfers is bound to be relatively 
small in the euro area relative to the US, because 
of the small size of EU budget in comparison 
with the US federal budget.  

                                                      
10  Impacted by the decrease in bond returns caused by 

interest-rate convergence in the run-up to EMU, Italian 
retail investors were lured into investing in high-yield 
securities from Latin America, and especially from 
Argentina. In 2001, Latin America was prominent in the 
Italian bond portfolio, with a 17.4% share. The 
subsequent Argentinean default led to large losses for an 
estimated 450 000 households. 
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However, it might also be argued that 
international capital flows are not needed to 
share risk. A strand of corporate finance theory 
has stressed the importance for companies to use 
option-based techniques to structure their capital 
investment decisions. For instance, risk-adjusted 
parameters would be used in the decision to set 
up facilities abroad. Through these techniques, 
the flow of income originating from a global 
company would act as a natural hedge against 
country-specific developments. The globalisation 
of companies would lead to more intense cross-
border foreign direct investment flows, while 
domestic investors would benefit from some 
form of risk sharing, even if investing solely in 
large 'national' companies. Therefore, for risk 
sharing purposes, it could be argued that trade 
and cross-border FDI has the potential to be a 
substitute for cross-border portfolio 
investment.11 

2.  Statistical evidence points to ever-
growing financial linkages within the 
euro area 

Cross-border bank claims have expanded 
swiftly 

In the past decade, euro-area banks have rapidly 
expanded their operations abroad, adding ever-
larger amounts of cross-border claims to their 
balance sheets. According to BIS data, these 
claims have strongly increased within the euro 
area. Intra-euro-area cross-border banking claims 
have risen from the equivalent of 23.8% of the 
euro-area GDP in March 2000 to 48.3% in 
March 2007. As a share of total cross-border 
claims by euro-area banks, these claims edged up 
marginally during the same period from 37.2% to 
38.3%. The increase in the euro-area share is 
remarkable insofar as it has taken place against 
the background of globalisation and the 
increasing attractiveness of emerging markets and 
other developed economies. 

                                                      
11  It might then be sound for a global company to spread 

production facilities in order to provide a 'built-in' hedge 
against risk, in whatever form it may take, beyond 
productivity considerations. Hence for instance the 
rationale for Japanese carmakers to set up facilities in the 
United States. 

Graph 14: Cross-border consolidated claims of the euro-
area banks towards various regions  

(in USD bn – June 1999 to March 2007) 
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Source: Bank for International Settlements. 

Greece, Ireland, Portugal and Spain have been 
among the main beneficiaries of this financial 
deepening process seen within the euro area 
since 1999 (see Graph 15). The case of Portugal 
illustrates the pattern. Spiegel (2004) shows that 
euro-area-related integration has tripled bilateral 
lending from other euro-area countries to 
Portugal, other parameters being controlled for.12 
As a result, the lending share of non-EU banks 
has shrunk dramatically, while the share of EU 
non-euro-area banks has remained broadly 
unchanged. The author finds two reasons for this 
shift. First, being in the euro area diminishes the 
overall level of risk through the elimination of 
currency risk. Second, enhanced trade 
connections mean that the reliability and viability 
of potential borrowers can be better assessed by 
businesses and banks. There would then be 
spillovers from trade into financial variables. 
Another explanation based on trade integration 
has been proposed by Blanchard and Giavazzi 
(2002).13 Trade integration makes the demand for 
the country's goods more elastic, and hence 
lowers future potential terms of trade 
adjustment. Creditors then become more 

                                                      
12  Spiegel, M., (2004), 'Monetary and financial integration: 

evidence from Portuguese borrowing patterns', FRBSF 
Working Paper No. 2004-07. 

13  Blanchard, O. and F. Giavazzi (2002) 'Current account 
deficits in the euro area: the end of the Feldstein-Horioka 
puzzle?', MIT Working Paper No. 03-05, (September 17). 
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confident in the ability of an affected economy to 
eventually repay its debts.14  

Graph 15: Cross-border consolidated claims of the euro-
area banks (counterparties from selected euro-area 

countries)  
(Base 100= June 1999 – June 1999 to March 2007) 
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Source: Bank for International Settlements. 

BIS data also point to the increasing share of off-
balance-sheet items. Off-balance-sheet claims 
represent potential claims in the form of credit 
commitments, guarantees extended and 
derivative contracts. This additional exposure 
represented the equivalent of 54.1% of the total 
cross-border claims of BIS banks against euro-
area counterparts in September 2006, against 
35% in June 2005. This expansion reflects the 
boom of new financial products such as credit 
derivatives. Since these new products reallocate 
and spread considerable amounts of credit risks, 
international financial linkages may be deeper 
than they seem. For instance, in the case of 
collateralised debt obligations (CDOs), individual 
claims are first pooled through securitisation, 
then structured into rated tranches, enabling 
these risks to be transferred to market 
participants worldwide with different horizons, 
asset/liability securities and risk appetite. 15 

                                                      
14  However, this positive impact of EMU on adjustment 

patterns might have been somewhat overstated at the 
time. See Blanchard (2006) for a reappraisal, looking at 
the case of Portugal.  Blanchard, O. ,'Adjustment with the 
euro. The difficult case of Portugal'. MIT Working Paper 
No. 06-04. 

15  Much depends however on the ability of the institutions 
which structure and rate those products to assess and 
price risk adequately. Otherwise, risk might be merely 
transferred from the banking sector to other, potentially 
less experienced, investors. 

Portfolio investment witnessed a jump in the 
run-up to EMU 

Data on portfolio investments have been 
markedly improved through the conduct, under 
the patronage of the IMF, of the Comprehensive 
Portfolio Investment survey (CPIS) since 1997.16 
The share of intra-euro-area portfolio 
investments within the euro area has risen 
significantly in a short period of time.  

Graph 16: Intra-euro-area share of total cross-border 
portfolio investments 

(in % – 1997, 2001 and 2005) 
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Source: IMF CPIS. Germany, Greece and Luxembourg did not 
report in 1997. 

Between 1997 and 2005, the share of the euro 
area in the world portfolio of euro-area countries 
increased markedly (in particular for Italy, 
+36.5 percentage points, Finland, +28.2 pp, and 
Portugal, +22.2 pp). The bulk of the shift 
materialised between 1997 and 2001 (Graph 16). 
In 1997, only one country (Belgium) held a 
majority of its portfolio assets within the euro 
area. In 2005, eight euro-area Member States did 
so (Austria, Belgium, Finland, France, Germany, 
Italy, Portugal and Spain). 

Holdings of debt securities increased significantly 
and formed the bulk of the increase within the 
euro area. Available statistics show that the 
proportion of euro-area debt securities held in 
other euro-area countries almost trebled in less 
than ten years. It represented between 30 and 
40% of outstanding debt in 2006, compared to a 
range of 12 to 16% less than ten years ago. This 

                                                      
16  Other capital flows recorded in the capital account 

include mainly foreign direct investment flows and other 
investment flows (trade credits and loans and deposits). 
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expansion has been particularly marked for 
securities issued by non-banks, notably 
government bonds. Holdings of euro-area debt 
securities held in other EU non-euro-area 
countries provide a "control group" to determine 
whether euro-area specific effects are at work. It 
appears that the expansion of cross-border 
holdings in non-euro-area EU countries has been 
less dynamic, which confirms that the euro has 
indeed had a specific impact. 

Graph 17: Euro-area debt securities held by 
counterparts in other euro-area countries / in other 

non-euro-area EU countries  
(in% – as a proportion of the outstanding debt)  
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Source: European Central Bank. Excluding holdings of central 
banks. MFI: Monetary Financial Institutions. 

 

Cross-border inter-bank loans within the euro 
area have also increased in recent years. 
However, inter-bank loans between the euro area 
and the rest of the EU are expanding as fast, 
arguably due to the role of London as a major 
financial hub for euro-area banks. Cross-border 
loans to non-financial agents from other euro-
area countries remained very limited (less than 
4% of the loans outstanding in 2006), which 
illustrates the difficulty of conducting retail 
lending operations remotely, due to residual 
hindrances of an either legal or practical nature.17 

                                                      
17 However, such hindrances could be bypassed through 

direct investment in financial institutions from other 
euro-area countries through mergers and acquisitions. 
The rapid increase in such operations in recent years 
shows that the cross-border consolidation of the sector 
has been set in motion and euro-area financial institutions 
are gaining a foothold in neighbouring foreign markets. 

Aggregate financial amounts paid and 
received from foreign countries remain 
moderate for larger euro-area countries 

Economic agents’ capacity to share risk 
internationally can be approximated by looking at 
the difference between Gross National Income 
(GNI) and Gross Domestic Product (GDP) over 
time, since GNI includes factor income received 
and paid to abroad (see Box 2 for a 
methodological discussion). 

Graph 18: Net factor income for euro-area countries 
(2006) 
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Source: Commission services. 

In most countries, net receipts of property 
income account for most of the difference 
between GDP and GNI. The size of income 
flows can vary widely from one euro-area 
country to another, depending on the size of the 
economy, its specialisation in financial services 
and the respective returns on assets and liabilities 
abroad. Other factors may impact the size and 
contribution of external sources of income to 
GNI, such as the existence of tax shelters and 
price-transfer strategies of companies. Income 
received from abroad represents the equivalent 
of less than 5% of GDP in Germany, but 22% in 
Ireland and 221% in Luxembourg. In general, the 
difference between GDP and GNI for most 
euro-area countries remains relatively small, 
except for Ireland and Luxembourg, for which 
the difference is equal to respectively 13.9% and 
16.8% of GDP. Since most cross-border income 
flows take place within the euro area, they cancel 
each other out in consolidated euro-area GNI 
figures. GNI was only higher than GDP for the 
euro area by the equivalent of 0.2% of GDP in 
2006.  
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3.  Estimating the scale of risk sharing in 
the euro-area 

Asbrubali, Sorensen and Yosha published a 
seminal paper on quantification of risk sharing in 
1996.18 Their methodology aims to identify three 
different channels for risk sharing within an 
economy.  

• First, risk could be shared via cross-
ownership of productive assets (capital 
market channel). The existence of a deep and 
efficient capital market would be a 
prerequisite for the channel to function 
properly. 

                                                      
18  Asdrubali F., B. Sorensen and O. Yosha (1996), 'Channels 

of interstate risk sharing: United States 1963-1990', The 
Quarterly Journal of Economics, November. 

• Second, the tax-transfer system of a 
federation's central government is a 
potentially significant vehicle for income 
smoothing (fiscal channel). This has to do 
with the traditional stabilisation role of public 
finance identified by Musgrave in his classical 
distinction of the roles of public finance. This 
channel matters most when federal taxes and 
spending are significant, as they are in the 
United States. 

• Third, economic agents within a union or a 
federation may smooth their consumption 
through borrowing and lending on national 
(or foreign) credit markets, thus unlocking 
liquidity constraints (credit market channel). 
A well-functioning financial system would 
help intermediate between lenders and 
borrowers. 

Box 2: Gross domestic product (GDP) and Gross National Income (GNI) 
 

 To correct GDP into GNI (formerly known as GNP in ESA 1978), it is necessary to add primary income 
(compensation of employees, taxes less subsidies and property income) received by residents from abroad and 
deduct primary income created by production in the country but transferred to entities residing abroad. Wages and 
salaries from abroad are those that are earned by residents, that is, by persons who essentially live and consume 
inside the economic territory but work abroad, or persons who live and work abroad for only short periods (seasonal 
workers) and whose centre of economic interest thus remains in their home country. Property income from abroad 
includes interest, dividends and all or part of the retained earnings of foreign enterprises owned fully or in part by 
residents. Income flows with the rest of world might suffer from data limitations. Most countries use surveys on 
direct investment and apply estimated returns to determine income from investment abroad. In addition, and for 
consistency with balance-of-payments data, income from direct investment includes estimated retained earnings of 
foreign enterprises owned fully or in part by residents. Retained earnings may not actually return to the residents or 
may do so only after a lag; their inclusion in property income and eventually GNI could be questioned since they do 
not directly impact the residents' disposable income. Finally, data on households' assets abroad (and the income 
thereof) might have to be computed indirectly, especially for holdings of securities issued abroad. 
 

Primary income paid to the rest of the world, 
euro area 

Primary income received from the rest of the world, 
euro area 

Interest
54.2%

Dividends
26.6%

Compensation 
of employees

4.4%

Other
0.3%

Taxes & 
Subsidies

6.0%

Reinvested 
earnings on FDI

8.5%

 

Dividends
25.2%

Interest
59.4%

Reinvested 
earnings on FDI

8.0%

Taxes & 
Subsidies

3.6%

Other
0.5% Compensation 

of employees
3.3%

 
Source: Commission services Source: Commission services 
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Box 3: Quantifying the extent of risk sharing in the euro area 
 

 This box presents the results of an econometric exercise aimed at estimating the extent of risk-sharing among euro-
area Member States (excluding Slovenia due to data limitations). As a matter of comparison, it also provides 
estimates of risk-sharing among EU15 Member States and a group of OECD countries (EU15 plus the US, Japan, 
Canada, Switzerland, Norway, Australia and New Zealand). 
 
The methodology used hereafter was first developed and applied to the US by Asdrubali, Sorensen and Yosha in 
1996. In their paper, Asdrubali at al. identified three channels of risk-sharing, namely smoothing through capital 
markets (βK), international transfers (βF) and credit markets (βC). The first channel measures the share of income 
fluctuations that is smoothed through portfolio diversification with international assets and is reflected in the 
difference between GDP and GNI. The second channel covers the share of income fluctuations that is smoothed 
through international transfers or fiscal transfers at a fiscal federation level (in the case of the US). The last channel 
is a more complex one and includes two main elements: the income smoothing achieved through national 
government transfers and the consumption smoothing achieved through changes in households net asset positions 
(borrowing, lending or sales of assets). The risk-sharing decomposition also includes a residual (βU) that measures 
the share of risk that cannot be insured against.  
 
At the euro-area level the main smoothing channel is expected to be the capital market, as the second one will be 
lower due to the lack of fiscal federation. The third channel is likely to be significant but difficult to interpret due to 
its heterogeneity.  
 

The following regressions are estimated in a panel data. The tKv , , tFv , , tCv ,  and tUv ,  variables capture time-fixed 
effects in each equation. 
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The analysis is carried out for the periods 1970-2006 and 1999-2006. The indicators used are the GDP, GNI, 
disposable gross national income (DGNI) and private consumption (PC) in per capita terms and in national 
currency. As in Sorensen and Yosha (1998), all the series are transformed into constant prices with the private 
consumption deflator as the objective is to assess the risk-sharing in terms of real consumption. The results of this 
analysis are presented in the tables below for the period 1999-2006. 
 

Estimated risk-sharing in the euro area, EU15 and OECD for the period 1999-2006 
 Euro area Euro area 9 (excluding Ireland, 

Luxembourg and Portugal) 
EU15 OECD US 

Kβ  
21.2% 
(3.72) 

R2- 0.21 

5.4% 
(3.99) 
R2- 0.8 

18.1% 
(3.42) 

R2- 0.15 

8.7% 
(2.58) 

R2-0.07 

55%* 
(14) 

39%** 
(13) 

Fβ  
6.3% 
(2.6) 

R2-0.12 

3.9% 
(4.4) 

R2-0.32 

4.3% 
(1.66) 

R2-0.02 

1.7% 
(1.02) 

R2-0.02 

13%** 
(13) 

CGβ  14.6% 
(1.52) 

R2-0.49 
Cβ  

15.3% 
(2.20) 

R2- 0.22 

CCβ
 

-11.4% 
(-1.20) 
R2-0.25 

13.3% 
(2.01) 

R2 -0.14 

43% 
(7.56) 

R2 -0.30 

23%** 
(4) 

Uβ  
57.1% 
(10.57) 
R2-0.66 

86.5% 
(10.86) 
R2-0.68 

62.7% 
(11.46) 
R2- 0.60 

42.9% 
(4.74) 

R2-0.47 

25%** 
(4) 

* Estimates shown in Kalemli-Ozcan, Sorensen and Yosha O (2004) for the 1991-1998 period. 
** Estimates shown in Asdrubali, Sorensen and Yosha (1996) for the 1964-1990 period. 

 
The table shows a comparison between the risk-sharing through the three channels in the euro area, EU15, OECD 
and US. The capital market smoothing in the euro area is similar to the one in EU15 and higher than in the OECD 
but much lower than available estimates for the US. However, the result for the euro area changes  
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substantially when Ireland and Luxembourg are excluded from the sample. The risk-sharing through this channel 
for the remaining 10 countries is only 7.6%. 
 
The second channel is smaller due to the fact that the euro area is not a fiscal federation and this smoothing is 
achieved mostly through the structural and economic cohesion policy. Due to this aspect, when Spain, Ireland, 
Greece and Portugal are eliminated from the sample the coefficient becomes statistically insignificant.  
 
The third channel is much higher in the OECD than in the euro area. In order to better understand the low level of 
risk-sharing through this channel in the euro area, the βC was decomposed in βCG (smoothing through national 
government transfers and taxes) and βCC (smoothing through private credit market). The results are presented in 
the second column for only 9 countries due to lack of data for real gross disposable income of households and 
NPISH for other Member States. According to these results, government taxes and transfers are indeed providing 
some cushion against income fluctuations but their impact is relatively small. The estimate for the private credit 
market channel is negative, a result which is in line with the observation that developments in the saving ratio have 
been pro- rather than counter-cyclical in the latest downturn, aggravating the slump in disposable income rather 
than offsetting it. 
 
Overall, the extent of risk-sharing against income fluctuations (whatever its form) appears to be much lower in the 
euro area than in the US as indicated by a much higher βU coefficient. 
 
The table below presents the results from the same set of equations but computed for the entire 1970-2006 period 
and using a dummy for the existence of the euro. The right column for each of the region presents the final results 
(the sum of the two coefficients, while the t statistic is the one for the dummy coefficient). According to these 
results, the size of the capital market channel increased (and became meaningful) after 1999. This was also the case 
for the OECD as a whole but to a much more limited degree. In contrast, the credit channel seems to have lost 
importance after 1999 in the euro area but not in the OECD as a whole. It is worth stressing that tests with 
dummies for alternative years show some increase in the size of the capital market channel already in the first half of 
the 1990s but the βK coefficient reaches its maximum with the 1999 dummy. This suggests that, in addition to 
global financial integration, the rising importance of the capital market channel in the euro area is related both to 
European financial integration and the euro. 
 

Estimated risk-sharing in euro area and OECD for the period 1970-2006 
(using a dummy for the period 1999-2006) 

 Euro area OECD 
 Before 1999 After 1999 Before 1999 After 1999 

Kβ  
2.1% 
(2.02) 

R2- 0.14 

21.2% 
(3.32) 

 

1.8% 
(2.18) 

R2- 0.07 

8.7% 
(1.98) 

 

Fβ  
-1.4% 
(-1.59) 

R2-0.125 

6.3% 
(2.88) 

-0.7% 
(-1..24) 
R2-0.03 

1.77% 
(1.35) 

 

Cβ  
51.9% 
(16.75) 
R2- 0.55 

15.3% 
(-4.85) 

46% 
(18.9) 

R2- 0.45 

43% 
(-0.45) 

Uβ  
45.6% 
(15.75) 
R2-0.65 

57.2% 
(1.87) 

 

52.7% 
(23) 

R2-0.58 

42.9% 
(-2.45) 

 
The dummy takes value 1 for the period 1999-2006 and 0 in rest. 
The column "After 1999" presents the total coefficient, whereas the t statistic in the brackets is the value for the dummy 
coefficient only. 

 

In conclusion, although the levels of risk-sharing in the euro area are much lower than those found by Asdrubali, 
Sorensen and Yosha in 1996 for the US, there has been a clear increase in risk-sharing through the capital market 
channel in the 1990s which is probably partly related to the euro and European financial integration. There is, 
however, clearly scope for further risk-sharing within the euro area, particularly regarding the credit channel.  
 
Refrences: 
Asdrubali  P., B. Sorensen and O. Yosha (1996), 'Channels of interstate risk sharing: United States 1963-1990', The 
Quarterly Journal of Economics, (November). 
Sorensen B. and O. Yosha (1998), 'International risk sharing and European monetary unification', Journal of 
International Economics , vol. 45, pp. 211-238. 
Kalemli-Ozcan S., B. Sorensen and O. Yosha (2004), 'Asymmetric shocks and risk sharing in a monetary union: 
updated evidence and policy implications for Europe', CEPR discussion Paper No. 4463.  
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Both the credit and the capital market channels 
would benefit from deeper financial integration 
although they work differently: risk sharing 
through capital markets should be conducted 
through the setting-up of an asset position before 
shocks occur, while risk sharing through credit 
markets can be carried out after a given shock. 

To quantify risk sharing, the authors developed a 
methodology based on the decomposition of the 
cross-sectional variance in Gross State Product 
for the fifty US States. Risk sharing would dictate 
that shocks to output should be followed by 
smaller shocks to income, then again by smaller 
shocks to disposable income and eventually by 
smaller shocks to consumption. 

Over the period 1964-1990, the federal 
government smoothed 13% of shocks, whereas 
39% were smoothed by capital markets and 23% 
by credit markets. 25% of shocks remained 
unsmoothed. The estimates calculated by 
Asdrubali at al. also highlighted the large and 
growing role of capital markets in smoothing 
economic fluctuations in comparison with other 
well-known channels such as the federal 
government or domestic credit. 19 

This methodology is used to estimate risk sharing 
for the euro area, the EU and the OECD in 
recent years (see Box 3 for further 
methodological details). For the period 1999-
2006, the share of shocks smoothed though 
cross-border financial flows is higher in the euro 
area than in the OECD (21.2% versus 8.7%). It 
also rose very significantly in the 1990s, pointing 
to the substantial positive impact of European 
financial integration and EMU. However, the 
coefficient is highly dependant on the inclusion 
of a few smaller, outward-oriented countries. 
Without Luxembourg and Ireland, the share of 
shocks thus smoothed is only 7.6%. 

Not surprisingly, smoothing through 
international fiscal transfers is low in the euro 
area (6.3%). A more puzzling development is 
that smoothing through developments in credit 
markets have been much lower in the period 
1999-2006 than in the period before 1999, as the 
evolution of the savings ratio has recently been 
pro-cyclical, amplifying rather than cushioning 
                                                      
19  Capital markets smoothed 48% of shocks in the last 

period measured, 1981-1990. 

swings in disposable income. All in all, overall 
risk sharing in the euro area remains well below 
the equivalent US figures, which explains why the 
unsmoothed share of shocks to output is much 
higher in the euro area (45.6% versus 25%).20 

While suggesting that risk sharing through capital 
market and cross-border portfolio flows has 
increased in euro-area Member States, the 
estimations presented in Box 3 should be 
interpreted with caution because of the large 
influence of a few outward-oriented economies 
within the euro area. The assessment should 
recognise the still-limited time span available for 
the estimations. 

4.  The still-incomplete risk sharing 
patterns might relate to asset 
composition 

Debt instruments to be followed by equity as 
main vehicle for risk sharing 

As noted in Section 2, debt securities played a 
decisive role in the first wave of cross-border 
financial flows in the run-up to EMU and the 
first years of the euro. Investors took advantage 
of residual bond spreads in expected members of 
the euro area to expand their cross-border 
investments ('convergence play'), while the level 
of country risk was perceived to have largely 
disappeared. Through this significant expansion 
of cross-border debt, the potential for income 
enhancement through bonds has now been 
almost entirely exhausted since countries’ spreads 
have been compressed since 1999 and price 
correlation in euro-area government bonds is 
now close to unity. 

As a result of this convergence, investors may be 
less tempted to hedge against risk through 
investments in other euro-area Member States. 
However this apparent paradox will not 
necessarily push risk sharing back to its previous 
levels. As the overall level of risk diminishes 
within the euro area, investors are likely to shift 
their strategic portfolio allocation and invest in 
riskier products, such as venture capital and 
equities instead of bonds. Preferences regarding 
issuers might also shift, with more appetite for 
riskier corporate securities at the expense of 
                                                      
20  US figures covers the 1964-1990 period. 
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government bonds, with a positive impact on the 
effective level of risk sharing. Whereas a buy-
and-hold bondholder usually gets a fixed cash 
flow and would be affected by downward risk on 
the principal of his investment (through a "credit 
event"), equity investment allows full risk 
sharing, both on the upside and on the downside.  

Cross-border equity flows still have 
considerable room for development 

De Santis and Gérard (2006) measure the extent 
to which the observed share of foreign assets 
diverges from the theoretical share of foreign 
assets in an "optimal" borderless portfolio.21 This 
allows them to estimate the extent of the so-
called home bias in portfolio allocation. Results 
show that whereas the home bias has been 
almost halved for bonds from 1997 to 2001 in 
the euro area, the decline in the equity home bias 
has been less marked (see Graphs 19 and 20). 22 

Graph 19: Fixed income home bias, euro-area Member 
States (Share in % – 1997-2001) (1) 
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(1) The fixed income home bias measure is computed as one minus 
the actual share of foreign fixed income assets in the total country 
fixed income portfolio divided by the optimal share of foreign fixed 
income assets in total fixed income economy holdings. The optimal 
fixed income share invested abroad is estimated as one minus the 
country market weight in the world fixed income index. 
Source: De Santis and Gérard (2006). 

 

                                                      
21  De Santis, R. and B. Gérard. (2006), 'Financial integration, 

international portfolio choice and the European Monetary 
Union', ECB Working Paper No 626, (May). 

22  However small it was, the decrease in the euro-area equity 
home bias may be related to the euro, since the UK and 
US respective biases barely changed during the period. 

Graph 20: Equity home bias, euro-area Member States 
(Share in % – 1997-2001) (1) 
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(1) The equity home bias measure is computed as one minus the 
actual share of foreign equity assets in the total country equity 
portfolio divided by the optimal share of foreign equity assets in 
total economy equity holdings. The optimal equity share invested 
abroad is estimated as one minus the country market weight in the 
world equity index. 
Source: De Santis and Gérard (2006). 

Another interesting feature is that the decrease in 
the fixed-income home bias has been somewhat 
stronger in countries where it was originally 
highest (such as in Italy). In contrast, the equity 
home bias has decreased more in countries 
where it was already low (see Graph 21). As a 
result, equity home bias differences within the 
euro area have widened in this period. 

Portes and Rey (2005) show that cross-border 
equity flows are negatively related to distance, 
just like physical trade in goods.23 To explain this 
puzzle, the authors find evidence that distance is 
a proxy for information: additional variables 
representing more directly proxies for 
information, such as telephone call traffic, the 
number of branches in a given countries, and an 
index of insider trading, work as a substitute for 
distance. Cross-border equity flows within 
Europe obey the same principle, even when the 
equations control for large intra-European trade 
flows. Therefore the authors conclude that the 
theory-driven rationale for diversification and 
risk sharing in equities is still neutralised by risk-
aversion caused by information asymmetries. It 
might indeed be argued that access to timely and 
highly specific information is critical for the 
proper monitoring of an equity portfolio.  

                                                      
23  Portes, R. and H. Rey (2005), 'The determinants of cross-

border equity flows', Journal of International Economics, 
Vol. 65, pp. 269-296. 
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Graph 21: Change in equity home bias for euro-area 
Member States (in %) 
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Source: Commission services. 

5.  Conclusion 

Risk sharing has increased in the euro area 
according to econometric evidence. The capital 
market channel has seen the biggest impact, and 
the euro area has developed specific features in 
this regard distinguishing it from patterns 
observed between other OECD countries. 
However, channels to smooth out economic 
shocks remain much weaker than in the United 
States, which benefits from a large federal budget 
and fully integrated credit and capital markets. 
Current estimations need to be interpreted with 
caution and the analysis would benefit from 
further refinement as sufficient retrospective data 
become available.  

While quite substantial, the deepening of cross-
border financial flows within the euro area has 
been asymmetric, with much progress in debt 
securities and less in equities. This could explain 
why the increase in risk sharing within the euro 
area has been slow. There is therefore still a large 
untapped potential for risk sharing derived from 
stronger cross-border equity flows. Reforms 
aimed at achieving full and effective financial 
integration in the euro area should be pursued. 
They should not only cover approximation of 
banking and financial market legislation, but 
should also tackle other dimensions of the 
financial system performance, including aspects 
of transparency and how financial information is 
disseminated, corporate governance and the 
protection of minority shareholders, effective 
and rapid enforcement of contracts, effective 
application of competition and anti-trust 
principles and, last but not least, homogeneous 
financial supervision across euro-area countries. 
Full and consistent implementation of the 
Financial Services Action Plan measures would 
contribute to this objective in the coming years. 

 




