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ABSTRACT

The Feasible Gains from International Risk Sharing

We argue that since there are several impediments to international risk
sharing, the welfare gains from full international risk sharing, which have been
the object of analysis in the previous literature, are not suggestive. Instead, we
study the gains from feasible risk sharing and find that they are considerable
(0.5% increase in permanent consumption). Marginal benefits from further risk
sharing are low, which indicates that feasible risk sharing can achieve most of
the benefits from international risk sharing. Surprisingly, we find that sharing
short-term consumption risk lowers welfare. On the basis of the results we
make suggestions on how to improve existing international risk sharing
systems.
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NON-TECHNICAL SUMMARY

Standard portfolio theory suggests that agents should hold international
portfolios in which country-specific risks are eliminated. Empirical studies
show, however, that households tend to hold a large part of their portfolio in
domestic assets. Moreover, governmental institutions do not make full use of
the possibility of sharing risk with other countries. For example, even within
the European Union we observe large cross-border fluctuations in welfare-
relevant aggregates. It therefore does not come as a surprise that studies
examining the extent of international risk sharing regularly reject the
hypothesis of full risk sharing. This lack of full risk sharing is of interest for
policy-makers because it suggests that risk averse agents forgo the welfare
gains from reduction in consumption risk.

If the gains from international risk sharing are small, however, this is not
something one should worry about. Consequently, a number of papers have
studied the gains from full international risk sharing. Estimates vary widely,
from essentially zero gains up to gains of 100% (measured as increase in
permanent consumption). Moreover, absence of full risk sharing may also not
be surprising if impediments to international risk sharing exist, such as the
problem of enforceability of international contracts and issues of moral hazard.

In this Paper we take into account that full risk sharing is not possible and
estimate the gains from risk sharing that are feasible in the presence of such
impediments. We argue that any risk sharing that does not lead to
redistribution can exist under moral hazard and enforceability problems.
Moreover, we follow an approach that does not fully specify preferences and
extract information about preferences by applying Euler equations. In contrast
to most of the literature, we also do not assume a specific consumption
process. Instead, we simply measure the ex post gains for some major
industrial countries over a roughly 40 year horizon. In that way we sidestep
some of the issues which led to the wide variation of estimates of risk sharing
gains, namely the assumptions on the preferences of agents and the correct
specification of the consumption process.

We find that, using a more conventional approach in which the utility function
is specified, the gains from risk sharing are sizeable even if one does not
allow for redistribution. In fact, we find average gains for the G7 countries
equivalent to a 0.5% increase in permanent consumption. This number is high
given the considerable restriction we imposed on risk sharing. Moreover, we
find that risk sharing can also result in welfare losses if the horizon of risk
sharing is too short. An explanation for that is when countries are at different
stages of a business cycle, a country which is at the trough has low
consumption but is expected to grow while a country at the peak has high
consumption but will contract. Hence, if they share short-run consumption
innovations, countries with low marginal utility will have even more



consumption and vice versa. Surprisingly, measuring welfare gains by using
Euler equations results in negligible gains. The reason for that may be that
due to market imperfections, market interest rates do not fully reflect
intertemporal optimization. On the other hand, the difference may also stem
from the fact that standard preferences are not able to take account of such
important issues as, for example, habit persistence. Further research aiming
at identifying the concrete reasons for the difference in the estimates is
appealing because it may be that conventional preferences overstate welfare
gains.

Relying on our estimates from standard utility, the results suggest that it is
worthwhile for countries to engage in more risk sharing even if full risk sharing
cannot be achieved or is not desirable. Since quite substantial benefits can be
reaped by risk sharing without redistribution, risk sharing mechanisms should
be extended towards this end. We argue in the Paper that this could be done
by having explicit contracts between countries that share national income
risks. Our results show that sharing short-term risks may increase
consumption fluctuations, therefore existing risk sharing systems should be
checked to find whether they provide such short-term insurance.
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