RISK AVERSION AND DEVELOPMENTS IN MONETARY AGGREGATES

Past portfolio shifts into money appear to be unwinding at a very gradual pace, despite the
reduction of economic, geopolitical and financial uncertainty since summer 2003. Heightened
levels of risk aversion, which would increase investors’ preference for safe and liquid monetary
assets, are one possible explanation for the persistence of excess liquidity. Given the protracted
period of exceptional uncertainty between 2001 and mid-2003, investors’ risk aversion may
have remained at high levels. The persistence of such heightened risk aversion may have
prevented a more rapid normalisation of portfolio allocation behaviour. This box presents an
intuitive proxy measure which suggests that risk aversion remained above average in the euro
area through November 2004.

The term “risk aversion” refers to the general preference of investors for safe assets (as opposed
to risky assets). Since risk aversion is unobservable, it is necessary therefore to rely on an
estimate based on a theoretical model or on an empirical proxy that is believed to capture its dynamics.
Risk aversion is likely to vary over time, increasing in particular during recessions and periods
with unexpected unfavourable news about
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The measure suggests that risk aversion has changed considerably over time, with substantial
changes often coinciding with shocks in the financial sphere. In this respect, risk aversion
increased strongly at the time of the stock market crash in October 1987 and the LTCM/Russian
crisis in early autumn 1998. It also increased in response to the succession of economic,
financial and geopolitical shocks between 2001 and mid-2003. While in the first two periods
risk aversion returned relatively quickly to prior levels, the reversal after mid-2003 appears
slow.

The robustness of using the correlation between bond and stock returns as a measure of
changing risk aversion can be checked by comparing it with the survey indicator of households’
general economic expectations over the next 12 months, as reported in the European
Commission’s consumer survey. Combining the information from both the conditional
correlation and the households’ expectations indicator should provide a more complete picture
of changes in risk aversion. In particular, decreases in both measures should give a rather strong
signal of increased risk aversion. While there are periods — such as in the early 1990s — when
developments in the conditional correlation differ significantly from the expectations indicator,
there are also periods of strong co-movement (autumn 1987, late 1998 and, most notably,
between 2000 and mid-2003). It appears, in particular, that the period between 2000 and mid-
2003 was characterised by a substantial increase in risk aversion among euro area investors.

Increased risk aversion among euro area investors between 2000 and mid-2003 is consistent with a
number of features of the monetary data: first, strong M3 growth over the same period; second, the
portfolio shift into marketable instruments that was driving, to a large extent, M3 growth; and third,
the observation that the rise in the rate of M3 growth cannot be explained by macroeconomic
fundamentals, such as activity and prices. As Chart B shows, strong declines in the correlation
between stock and bond returns coincide with increases in a measure of excess liquidity in the euro
area from 2001 to mid-2003, supporting the
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