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1. What research question is addressed by the authors? 

The recent financial crises which happened in the first decade of our century demonstrated the 

fragility of the financial system. The main root of this instability is the strong interconnected 

link between economic agents. This inherent risk in the financial system includes not only the 

sole aggregation of risks related to individual institutions but also the systemic risk which can 

be defined as the probability that a bad event in a financial institution triggers its consequences 

as a domino effect from this one to the whole economy. Whereas recent literature has mainly 

focused on the way how risk from one institution is transmitted in the same sector to another 

institution, few authors have analysed how the risk from a particular sector can be diffused to 

the whole economy and if some sectors were more or less risky than another. The authors of 

the article decided to explore this shadow. More specifically they focused on three different 

sectors: Banking, Insurance and Financial Services. The last one is composed of financial 

companies other than banks and insurance companies, such as broker-dealer, hedge funds, 

holding companies, etc. They decided to investigate this question in Eurozone and the United 

States. We can formulate their research question as:  

 

“How shocks in a sector affect other financial sectors and the whole economy in Eurozone 

and the United States? Are there any sector whose contribution to systemic risk is more 

consistent than others?” 

 

The main purpose of this research is to bring a systemic approach of the risk in the financial 

sector that will headlight the interconnection between the risk in institutions. This should 

convince of the interest of an improvement in the measures taken by the authorities and to 

implement an effective regulation.  

 

2. What method is used to address the issue? 

Taking into account their research question, the most relevant measure of systemic risk was the 

one proposed by Adrian and Brunnermeier (2011): The ∆CoVaR methodology. This method is 

used to analyse how risk is transmitted from one individual to another or to the financial system.  
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TABLE 1 

TABLE 2 

TABLE 2 

The authors defined ∆CoVar as “The difference between the CoVaR of the whole system1 

conditional on distress affecting banks, insurance or other financial services, and the CoVar of 

the same system conditional on banks, insurance or other financial services being in a normal 

situation.” To find the two terms the authors realized some quantile regressions.   

The authors used a stock market index as a proxy for the real economy to realize their 

methodology. More specifically they exploited data from the S&P500 ex-Financial index for 

the United States (1813 daily observations) and the STOXX Europe 600 ex Financial index for 

the Eurozone (1765 daily observations). Data covers a period from September 21, 2004 to 

March 16, 2012 and they divided this period into three: before the subprime crises (2004-2006), 

during the subprime crises (2007-2008) and after the subprime crises (2009-2012). 

They assessed the ∆CoVaR for each sectors: Banking, Insurance and Financial Services in each 

regions: Eurozone and United Stated and for each periods as described above. As long as the 

mean of the measure is equal to zero, the sector don’t contribute to systemic risk in the sample. 

The larger is the ∆CoVaR of a sector the most contribution a sector brings to the systemic risk 

during periods of distress. You can find the results for both regions in table 1 and 2. 

 

 

 

Once they assessed ∆CoVaR they tested the significance and the stochastic dominance of it 

through the bootstrap Kolmogorov-Smirnov test developed by Abadie (2002). The nul 

hypothesis of the first test is that the VaR of the system conditional on a situation of distress 

within each three sectors (∆CoVaR) is equal to zero. In other words, it allows to test if a sector 

is statistically significantly risky for the systems. The second test allows to compare if a sector 

                                                           
1 This term is used by the authors to represent the whole economy. 
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TABLE 4 

TABLE 3 

contribute towards more risk to systemic risk. Its nul hypothesis is that the ∆CoVaR of a sector 

i is strictly superior to the ∆CoVaR of a sector j. You can find the results of both tests for both 

regions in table 3 and 4. Through the p-value we can affirm that nul hypothesis of both tests for 

both regions is rejected.  

 

 

 

 

3. What are the main conclusions? 

According to the empirical results of the authors, we can affirm that they succeeded in finding 

answers to their research question.  

First of all, the results confirm that the three financial sectors significantly impact the global 

system in time of distress in both the Eurozone and the United States.  

Second, we can contrast the impact of each sector depending on the regions: Eurozone and the 

United States. Concerning the Eurozone, we observe, in table 1 and 3 that for the period 2004-

2012, that Financial Services sector and Banks sector are the ones that impacts the most the 

systemic risk in periods of distress, with Insurance sector having a lower influence. By contrast 

in the United Stated, we observe, in table 2 and 4 that for the period 2004-2012, that Insurance 

and Financial Services sectors are sectors that impact the most the systemic risk in periods of 

distress, with Banks sector having a lower influence. The difference can be explained by the 

difference of importance between Banking and Insurance in the two regions.  

Finally, as the impact of the different financial sectors on systemic risk increases after the crisis, 

regulatory authorities must be aware that financial sectors represent different risks and that 

specific actions need to be found in order the decrease their impact on the whole economy.  
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4. How could the work be improved? 

For the improvement of the study, we thought about two elements. The first one concerns the 

data used in the research and the other one is about an in-depth study of regulatory measures.  

Concerning the data, according to us, there is one region missing in the study: Asia. Regarding 

the growing importance that Asian exchanges and institutions have recently taken in the global 

system and the impact they can have on our financial services, adding them to the set of data 

seems appropriate when we analyse the systemic risk.  

The second element, which corresponds more to an extension of the work than an improvement, 

is about the regulation of financial sectors. The article makes us realize that each of the financial 

sector has an impact on the economy during time of distress, with each of them representing 

different risks, which lead to the conclusion that a good systemic risk measure must be 

implemented. In our opinion, an interesting point could be to analyse the actual measures of 

regulation taken by the authorities and their impact on risk reduction in time of crisis. This 

would enable to understand if actual regulations are good or not at reducing risk. This in-depth 

analysis of regulatory measures and their impact in period of distress could then be an accurate 

following of the work done in this article.  

 

5. How can the topic be related to the course? 

The topic of this article can be related to the course with the part that deals with the financial 

regulation and the management of financial institutions.  

As the financial system is evolving continuously, it is important to have a good understanding 

of how this system works and how the different institutions impact the economy during period 

of growth as well as in time of distress. With this article, we have the clear evidence that 

financial sectors impact on systemic risk, with each of them representing different risks. 

Regulation of these various financial institutions must thus be thinking regarding the owned 

characteristics of each sector but also with their interconnection in the whole economy.  

In chapter 3 of the course, we focus on the rationale of regulation and its basic principles, 

especially for the banking sector. We examine the two most important pillars of regulation: 

liquidity and capital requirements. The first one requires banks to have keep reserves as 

insurance in case of reserves shortfall or bank runs. The second is the obligation to have a 

minimum capital that insures banks against bankruptcy when they face losses on bad debt. 
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Therefore, the link with the article is that management of liquidity and capital in every financial 

sector are fundamental and have to be correctly applied. By finding correct regulation measures, 

the systemic risk, particularly in period of distress, could be decreased. Moreover, if each sector 

were well managed independently, its impact on the whole economy would also be reduced.  

  


