}

UNIVERSITEIT
GENT

FACULTEIT ECONOMIE
EN BEDRIJFSKUNDE

\g
HOVENIERSBERG 24
B-9000 GENT

Q
: 32 - (0)9 — 264.34.61 %)

: 32 - (0)9 — 264.35.92

Tel.
Fax.

,(}(\
WORKING PAPER &

O

>

A
O
Structural versus Temporarg@Drlvers of Country and
AN
o

Indu@ﬁ(l\'y Risk
o

&

<@
N\

OK

Lieven Baele

50 Koen Inghelbrecht

Q September 2006
\S)
>

2006/413

D/2006/7012/58



Structural versus Temporary Drivers of
Country and Industry Risk

Lieven Baele
Tilburg University, CentER, and Netspar

Department of Finance
PO Box 90153
NL 5000 LE Tilburg
The Netherlands
Telephone: +31 13 466 3257
Fax: 431 13 466 2875

E-mail: Lieven.BaeleQuvt.nl

Koen Inghelbrecht
Ghent University

Department of Finance
W. Wilsonplein 5D
B-9000 Gent, Belgium
Telephone: +32 9 264 89 93
Fax: +32 9 264 89 95
E-mail: Koen.Inghelbrecht@ugent.be

First Version: July 2005
This Version: August 2006

!The authors greatly benefited from discussions with Jan Annaert, Geert Bekaert, John
Campbell, David Chapman, Joost Driessen, Esther Eiling, Frank de Jong, Marie-Paule Laurent,
Sergei Sarkissian, Boriss Siliverstovs, Pilar Soriano Felipe, Allan Timmermann, Rudi Vander
Vennet, and seminar participants at Copenhagen University, DIW Berlin, Ghent University,
HEI Geneva, NETSPAR, Tilburg University, and Trinity College Dublin. Financial support
from the European Commission: DG Research in cooperation with DG ECFIN and DG ESTAT
(Contract No. SCS8-CT-2004-502642) is gratefully acknowledged.

1



Structural versus Temporary Drivers of
Country and Industry Risk

Abstract

This paper analyzes the dynamics and determinants of the relative benefits of geographical
and industry diversification over the last 30 years. First, we develop a new structural regime-
switching volatility spillover model to decompose total risk into a systematic and a country
(industry) specific component. Contrary to most other studies, we explicitly allow market betas
and asset-specific risks to vary with both structural changes and temporary fluctuations in the
economic and financial environment. In a second step, we investigate the relative benefits of
geographical and industry diversification by comparing average asset-specific volatilities and
model-implied correlations across countries and industries. We find a large positive (negative)
effect of the structural factors on country betas (country-specific volatility), especially in Europe,
while industry betas are mainly determined by temporary factors. Not taking into account the
time variation in betas leads to biases in measures of industry and country-specific risk of up to
one-third of total asset-specific volatility. After correcting for this bias, we find that under the
influence of globalization and regional integration, the traditional dominance of geographical over
industry diversification has been substantially reduced. In fact, over the last years, geographical
and industry diversification roughly yield the same diversification benefits. Finally, our results
indicate that the surge in industry risk at the end of the 1990s was partly (but not fully) related
to the TMT bubble.
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