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Abstract

This report analyses capital movements in Europe in a global context. Capital outflows

from the EU as a whole declined in recent quarters and  there was even a net inflow in
2015Q1, driven by both euro -area and non -euro area countries. Some emerging
countries experience d capital outflows, which are likely related to expectations about
tightening monetary policies in the United States. Our econom etric results confirm the
importance of global factors in driving capital flows to emerging countries, but also

show that FDI flows are rather insensitive in contrast to portfolio and other investment

flows. Following a period of more than two decades of | arge -scale foreign exchange
reserve accumulation by primarily emerging -country central banks, reserves started to
decline, which is a rather marked trend -change and can lead to interest rate increases

in advanced countries and offset the impacts of quantit ative easing policies. At the
EU6s border, Ukraine managed to attract some capit
continues to display persistent net capital outflows . We report a remarkable similarity
between capital flows in central and easter n European member states and euro area
periphery countries during the past twelve years. We analyse the bilateral patterns of

capital flows to Greece and Cyprus in the context of their respective crises. Intra -euro
area financial integration continues to b e lower than it was in the pre -crisis period. Our
econometric analysis shows the dis -anchoring of EU countriesdéd domes
investments in the pre  -crisis period, which has reversed in the past six years. While

the euro -area aggregate financial cyc le fluctuated rather moderately, a major
divergence of domestic financial cycles can be observed within the euro area, which

was very much linked to capital flows. The credit cycle s for the UK, Denmark and
Sweden are found to have been close to the euro -area cycle. We analyse the
challenges faced by macro -prudential policy in the euro area and suggest
improvements.
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Executive summary

The purpose of our report is to provide a comprehensive overview of capital
movements in Europe in a global context. Free movement of capital, which is one of

the four fundamental economic freedoms of the European Union, can enhance welfare

if it leads to  better allocation of financial and productive resources. However, it can
also be a source of vulnerability, with far -reaching spillovers. Monitoring and assessing
capital flows is therefore crucial for policymakers, market participants and analysts.

Chapt er one introduces the topic and presents the outline of our report.

Chapter two analyses global capital flows. Figure 4 gives an overview of the
deve lopment in net financial accounts across the world.

Figure 1 Net financial account for different country aggregates (in USD
billions, four  -quarter moving average)
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*
The authors are thankful to several colleagues from the European Commission and Bruegel for valuable
comments and suggestions. Jaume Marti Romero provided excellent research assistance.
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balance of net assets minus net liabilities, where a positive sign is interpreted as net lending to

the rest of the world and a ne gative sign as net borrowing. We report four -quarter moving
averages. The 75 countries included in our country groups account for around 90 percent of

GDP of the countries included in the IMF World Economic Outlook. Data is complete for all

country groups  up to 2014Q3, while data is available only for 5 groups for 2014Q4 and only for

the EU and US for 2015Q1.

I Considering the EU as a whole, capital outflows, which characterised the EU in
2009 -2011 and again from early 2013, have gradually been reduced since early
2014, and in the first quarter of 2015 there was even an inflow of 155 bn USD
(note that Figure 1 reports 4 -quarter moving averages and thereby the figure
indicates 17 bn USD for 2015Q1).

I The euro area stands out as being an increasing net capital exporter since the
end of 2010 , on the ba ck of net outflows of banking related investment (mainly
deposits and loans), but this trend has declined over 2014. Euro area banks
slowed the pace of their expansion of holdings and FDI abroad increased again,

contributing to a reduction in net capital o utflows in Q1 2015. At the same

time, portfolio investment in the euro area became less attractive for foreign

investor s, possibly due t o t he E 1scale passat n Centr
purchases, which compressed government and corporate bond vyields in the

euro area.

1 The UK, Sweden and Denmark experienced increasing net capital inflows in
2014, on the back of strong portfolio and FDI inflows, while net capital inflows
decreased somewhat during 2014 in non EU -advanced countries

1 The Central Eastern European C ount r inretfihancial account did not
return to pre -crisis levels, and net capital inflows started receding in 2011Q4
amid an outright reduction of cross -border lending on the part of foreign banks
operating in the region. This trend seems to have lessen ed by the end of

2013/beginning of 2014. Moreover, outflows seem to be more than offset by
domestic deposit growth in most countries, pointing towards a more balanced
post - crisis economic model in the region.

1 Globally, both the ~ ASEAN -5 and the BRICS have b een subject to increased
capital inflows since the global financial crisis due to accommodative monetary
policy in advanced economies and the resulting global search for yields. For
Latin America , a similar portfolio -based recovery can be observed. However ,
since May 2013, when the Federal Reserve discussed for the first time its plans
for tapering unconventional monetary policies , these emerging markets
have experienced receding or even reversing capital inflows at the same time
that their domestic economi c activity was slowing down.

1 Analysing the underlying drivers of capital flows to emerging economies
with vector -autoregressive models (VARs), we find that global factors are
important. Capital inflows to emerging countries increase when advanced
country GDP is higher and when the VIX index (a widely -used measure of risk
aversion of financial investors) is lower. We also find that monetary policy of
the Federal Reserve and the ECB influence economic developments in the US
and euro area, respectively, and t hereby monetary policies of advanced
countries also influence capital flows to emerging economies. Further, we find
that capital inflows to emerging economies are also higher when the GDP of
emerging countries is higher and capital inflows increase the GDP of emerging
countries. By assessing the three main types of capital flows, we find that FDI
flows to emerging economies are not influenced by the VIX index (and
consequently all factors that influence the VIX index), while portfolio and other
investment f lows to emerging economies do respond to changes in the VIX
index.
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Sub -Saharan Africa has benefited from massive direct investment inflows
since 2010, highlighting the attractiveness of this region in recent years.
Between 2013Q1 and 2014Q1, FDI inflows ¢ ontinued while other investment
inflows reversed, leading to a stronger financial account position. The Middle
East and North Africa have experienced receding FDI inflows and other large
investment outflows over the last three years.

CIS 9 (EXCL. RUSSIA) experienced cross -border deleveraging of banks
operating in the area between 2008 and 2013, a trend which seems to have

stopped in the last two quarters of 2013. At the same time, portfolio funding

has been coming back to the region, contributing to incre asing net financial
inflows. In 2014Q1, capital flows reversed as the geopolitical tensions between

Russia and Ukraine intensified.

Available data on banks also suggest that the observable deleveraging process

of Euro area banks since the financial crisis in 2008/09 seems to have
reached a plateau at a lower level in mid -2012, a trend which continued
throughout 2013 and into the second half of 2014. Three non -Euro area
countries, Denmark, Sweden and the United Kingdom, report most claims
on other non -EU advanced. Since 2012, a steady deleveraging process of
banks in those three countries can be observed. By contrast, the banks located

in the six non -EU advanced economies of Australia, Canada, Japan, South
Korea, Switzerland, and the US continue to increase t heir exposure to foreign
banks up to the end of 2013.

The net international investment positions (NIIP) of the Euro area and
non -EU advanced economies have been negative and stable for the past
years, mainly on the back of negative portfolio investment and positive FDI
stocks. However, academic research found that 8 percent of the global financial

wealth of households is held in tax havens, three -quarters of which goes
unrecorded. Accounting for unrecorded assets, the euro area becomes a net
creditor instea d of a net debtor to the rest of the world as indicated by official
statistics.

In the CEE , FDI liabilities are dominant and account for about the same as the

sum of net portfolio and other investment liabilities while there was practically

no change in NI IP/GDP position of this group of countries in 2010 -14. CIS 8
(excl. Russia) and Latin America also have negative overall NIIP, but they
have positive net portfolio and/or other investment positions.

Japan and Switzerland exhibit strong positive NIIPs.  Swit zerland
accumulated sizable positive reserve assets, stemming from interventions in

the foreign exchange rate market by the Swiss National Bank during and after
the peg of the Swiss Franc to the Euro (September 2011 -January 2015). Other
investment by forei gn investors in Switzerland exceeds other investment
abroad, suggesting an increasing importance of Switzerland as a safe haven, a

trend which has been reverting over 2014.

A rather marked trend -change can be observed for foreign exchange
reserves held by central banks: following a period of more than two decades

of large -scale foreign exchange reserve accumulation, reserves started to
decline measured both in US dollars and as a share of world GDP in 2013
(Figure 6). Capital outflow from emerging markets is likely linked to the
rumours about monetary tightening in some advanced economies. The sell - off
of reserves by emerging  -country central banks aimed to dampen the impact of
capital outflows on currency depreciation. It needs to be seen if the depletion

of foreign exchange reserves is a temporary phenomenon or not. Yet in the

short -run, reserve depletion can lead to interest rate increases in advanced
countries and offset the impacts of quantitative easing policies.
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Figure 2 Foreign exchange reserves (as share of world GDP)
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Source: IMF IFS (foreign exchange reserves) and IMF WEO April 2015 (GDP).
1 A special focus on Ukraine and Russia shows that both Ukraine and Russia
have experienced capital outflows in the recent past due to geopolitical unrest,
but to a smaller extent than during the turmoil of the financial crisis. While
Russia continues to display persistent net capital ou tflows in 2015, Ukraine has
managed to attract some capital in recent months. Despite this positive
development, the country still faces major economic challenges.
9 It is difficult to disentangle the impact of sanctions and oil prices on the
Russian economy : the large drop in oil prices was immediately reflected in

The third chapter f

the deterioration of Russian economic outlook,

yet the outlook also deteriorated

when sanctions were imposed, suggesting that sanctions may have played an

important role too.

on Greece and Cyprus.

1

The effect of the rise and contraction in
euro area centre and periphery

ocuses on capital flows in the European Union, with a special focus

gross flows is most evident in the

T where gross flows contracted both during

the financial crisis in 2008Q3 and, after a short recovery phase, again in
2013Q1. By that time, the periphery had turned into a net exporter of capital,
on the back of gross other investment outflows. By the end of 2014, the net

outflows peaked and were slowing down, a

trend which reverted in 2015Q1. In

the euro area core, gross flows after the financial crisis have remained more

stable, albeit at a significantly lower level compared to pre

-crisis times. Since

2012Q1, the euro area core increased its position as net exp orter of capital, a

trend which reverted somewhat over 2014 befo

re intensifying again in 2015Q1.

This is confirmed by looking at cross -border banking exposure . In the post -

crisis period, the banks in the euro -

area core deleveraged significantly,

reflected by the drop in net foreign claims from nearly 30% of group GDP to
less than 10 % by end 2013. Over 2014 and 2015Q1, net foreign claims seem

to have stabilized at that level. The euro
peaked at 10% of group GDP in 2012Q

-area centre banksbéd
2 and have decreased steadily since
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then, only, beginning to increase their exposure abroad again in 2015Q1. Euro -
area periphery banks were characterised by substantial inflows, which
translated into a negative net foreign claim position. These inflows con tracted
massively during the financial crisis in 2007/2008 and again with the rise of the
redenomination risk during the European debt crisis in 2011. Negative net

foreign claims turned positive by mid -2012, reflecting massive deleveraging
from the rest of  the world. Since 2013, the euro -area periphery net foreign
claims stayed in a balanced position, a trend which has continued in the latest

quarters.

The magnitude of gross flows in Denmark and Sweden as well asinthe CEE
tends to be smaller than in the euro area. As a share of GDP, the UK, which
plays a special role as financial centre, experienced gross flows of up to 80% of

GDP during the financial crisis. In terms of compositions, the three non -euro
groups differ significantly from the euro area. For the UK, the banking -related
component (loans and deposits) massively dominates capital flows, and

portfolio investments (especially debt) play a certain role too. Flows to

Northern Europe are characterized by portfolio equity and debt, as well as

other inv estment. In the CEE, FDI constitutes the bulk of inflows before the

crisis together with other investments (which includes bank loans). In the post -
crisis period, the magnitudes held up well in Northern Europe, were volatile in

the UK and declined dramatic  ally in the CEE (and continue to stay at much
lower levels compared to the pre - crisis period).

In terms of net flows , the latest developments show a stabilization of net
outflows over 2014, as rising net portfolio outflows are substituting receding

other investment outflows. The euro area centre has been experiencing rising
net outflows over 2014, which intensified by the end of the year on the back of

increasing net portfolio investment outflows.

Denmark and Sweden have been net exporters of capital up until the end of

2007 (reflecting current account surpluses). With the start of the financial

crisis, capital in search of safety started pouring into these countries. This was
particularly pressing for Denmark, which eventually adopted monetary policy
measures such as the negative rate on central bank deposits to curb the

inflows it was undergoing. Over the latest period, banking -related investment
outflows are decreasing in importance while net portfolio investment t urned
fromin - to outflows.

A remarkable similarity can be observed when comparing CEE countries

with the euro area periphery countries in terms of net flows ( Figure 3).
Both regions experienced large capital inflows before the crisis, which declined

from late 2008. Over 2009 -10, the initial adjustment was more gradual in the

euro -area periphery most likely due to the provision of financial assistance and

especially by ECB liquidity, which allowed a smoother adjustment on the
external position than that which occurred in CEE countries, especially in the
Baltics. Yet the trend remained broadly similar in both country groups, though

in the past two years capital outflows from euro  -area periphery countries were
much larger than from CEE countries.
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Figure 3 Net financial account of the euro - periphery and Central and Eastern
Europe (percent of GDP)
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Source: Eurostat, IMF and Bruegel calculations. Note: the EA periphery includes GR, PT, ES; the
CEE 9 (Eurostat) includes CZ, HR, EE, HU, LV, LT, PL, RO, SI while the CEE7 (IMF) includes BL,
CZ, LV, LT, HU, PL, RO; Data is available from 1999Q1 to 2015Q2

1 We included a special f ocus on Greece and Cyprus , two EU countries that
introduced capital controls. Both countries experienced large capital inflows up
to the financial crisis in 2008/09. With the start of the sovereign debt crisis in
Greece in 2010, capital started leaving the country and Greece turned into a
net exporter of capital by the end of 2012. In terms of net portfolio positions,
France, Germany, and the rest of the euro area were the largest holders of
portfolio before the crisis, a trend which reversed by December 20 12.
Beginning in 2010, Greece was also subject to substantial cross -border
deleveraging, a trend which stabilized in 2013 at significantly lower levels.
Bank exposure to Greece continued to decrease in 2015 amid renewed political
and economic uncertainty. Capital controls were introduced in Greece in June
2015, but data is not yet available to assess its impact on capital flows.

1 By contrast, Cyprus saw much slower and more gradual capital withdrawal
even during the outbreak of the European debt crisis, whi ch accelerated with
the outbreak of the Cypriot crisis in winter 2012/spring 2013. On a bilateral
basis, countries receiving the most portfolio outflows were Greece and the
United Kingdom up to December 2012. In the midst of a 10 percent of
quarterly GDP n et capital outflow in 2013Q1, in March the Cypriot government
established restrictive measures on capital movements. While capital outflow
slowed down due to the controls, it did not stop but continued throughout
2013. In 2014, stabilization in portfolio, debt and other investment flows can
be observed, reflecting the removal of uncertainty and the improved prospects
of the country. Interestingly, exposure of Greek banks to Cyprus increased
steadily, from 24% of Cypriot GDP in 2005 to 48% of Cypriot GDP in 2015, and
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banking exposure from the rest of the euro area picked up in the first half of
2015.

Chapter four presents the results of our in -depth study on financial cycles and macro -
prudential policy.

1 While price -based measures of financial integration signal a recovery of
financial integration, various quantity -based indicators suggest little
change in intra -euro area financial integration , which continues to be well
below the pre -crisis level.
T In the 1999 -2007 period , massive financial flows spurred b y currency
unification resulted into the ds-anchoring of countries6 domest.i
and investment , as reflected also in the growing current account imbalances.

Evidence of dis -anchoring is significantly weaker when all 27 EU countries are
considered, although by 2007 non -euro area EU countries achieved the same
level of dis -anchoring that persisted in the euro area for a decade.

1 While the euro -area aggregate financial cycle fluctuated rather moderately, a
major divergence of domestic financial cycles can be observed within the
euro area, which was very much linked to capital flows, and especially to intra -
euro area debt flows. The credit cycle for UK, Denmark and Sweden are found
to have been close to the euro -area cycle.

I The rationale for an effective macro -prudential policy is particularly
strong in the euro area going forward, especially in the current low rates
environment. Since the financial cycles of individual euro -area countries will
likely remain heterogeneous, macro -prudential policy in the e uro area will face
significant challenges. Financial integration and potential cross -country financial
spillovers would favour strong macro -prudential power for the ECB, yet the
eur o ar e a6mudemtalcsystem has become a two -tier system in which
nati onal authorities and the ECB each have certain tools to govern in a complex
relationship. This system for macro -prudential policy in the euro area seems
unfit to deal effectively with the special challenges. We suggest giving the ECB
more power, which woul  d require changes in the SSM legal framework.

1 To the extent that capital flows are linked to underlying domestic
macroeconomic imbalances, there i s synergy bet ween t he
Macroeconomic Imbalance Procedure (MIP) and macro - prudential
policy . Consistent and effective implementation of the MIP would facilitate the
ECB6s task to pr eupefrekcesdive énanbial risk dt the country
level.
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1. Introduction

Free capital movements can enhance welfare if they lead to better allocation of

financial and productive resources, yet they can also be a source of vulnerability with
far -reaching spillovers. Monitoring and assessing capital flows is therefore crucial for
policymakers, market participants and analysts.

This is our second annual report on ana lysing capital movements in Europe in a global
context. Given thatin | ast year 6s r eq alr 2014) vizarevieveed the key
theoretical aspects  of capital flows, we do not repeat these considerations but instead

begin with an analysis of global capital flows in Chapter 2. In order to be able offer the

big picture, we aggregate countries into ten groups and highlight different patterns of

capital flows throughout the world. We focus on more recent developments, while

inte rested readers can find our analysis of pre -crisis developments in our previous
report. We pay special attention to emerging market economies, given the recent
turbulences there. We report our new econometric results assessing the determinants

of capital f lows to emerging countries and briefly discuss the consequences of foreign
exchange reserve depletion, which is a new phenomenon after more than two decades

of massive foreign exchange reserve hoarding . In this chapter we also update our
analysis of capit al flows and stocks in Ukraine and Russia, two countries heavily
impacted by geopolitical conflicts near the EU borders . Our results suggest some
normalisation in Ukraine but not in Russia.

Chapter 3 focuses on Europe. While we continue to focus on the euro area due to its
unique characteristics, we pay more attention to non -euro area EU countries too. We
analyse the different capital flow patterns and developments in international
investment positions , including the analysis of their ~ composition. An inter esting picture
emerges when we compare euro -area periphery countries with central and eastern
European (CEE) member states of the EU. The imposition of capital controls, which is

in principle prohibited in the European Union, makes Cyprus and Greece highly
interesting cases for a bilateral analysis of their capital flows.

Finally, Chapter 4 presents the results of our in -depth analysis, which this year
focused on financial integration, capital flows, financial cycles and macro - prudential
policy. We look at the state of financial integration in the euro area by considering

cross -border financial asset holdings and analyse the correlation of savi ngs and
investments, both inside and outside the euro area. We next provide an analysis of

financial cycles that consider s both the euro area as a whole and its individual member
states, as well as those non  -euro EU m ember states for which sufficiently long time
series are available. We scrutinise whether capital flows contributed to differences in

financial cycles and conclude the chapter with observations on the macro -prudential
framework of the euro area.
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2. Glo bal trends

2.1 Major country groups of the world

We start our monitoring analysis by examining capital flows and stocks at the global
level, before analysing some country -specific developments. We group countries into

10 major aggregates: euro area 17, 8 C entral and Eastern European countries of the

European Union (CEES8), the 3 other EU countries (UK, Denmark and Sweden), 11
non -EU advanced economies, 5 Association of Southeast Asian Nations (ASEAN

Latin America 13, 5 Sub -Sahara African countries (SSA5) ,  Commonwealth
Independent States not including Russia (CIS 9 (excl. Russia)), Middle East and North
Africa 5 (MENADB), and the aggregate of Brazil, Russia, India, China and South Africa

-5),
of

(BRICS). The time period we consider is from 2000Q1 to the latestd ata available (end

of 2014 or first quarter 2015 ) 0 the period for which we have data for all country
1
groups ~.

The evolution of gross and net capital flows for our country groupings is

presented in Figure 4. In the run -up to the crisis, data indicates there were net
capital inflows into most country groups 2 (especially in CEE8, Non -EU advanced |,
and the BRICS), while the Euro area was ¢ haracterized by capital outflows.

The eruption of the financial crisis in 2007 resulted in a collapse of gross financial

CIS9

flows in all country aggregates. In the CEES, the Other EU 3 and the non -EU advanced

countries , net flows fell to zero for a few quart ers before rebounding by the end
2009. Sizeable net capital outflows were registered in the CIS 9 (EXCL. RUSSIA), the
BRICS and Latin America , as well as in the ASEAN -5.

The recovery of capital flows in the post -crisis period was uneven across regions

of

. By

the first quarter of 2010, gross capital flows reached nearly pre -crisis levels in Latin
America, the ASEAN -5 and Sub-Saharan Africa. Latin America and Sub  -Saharan Africa
especially are experiencing increasing capital inflows in the most recent period, while

ASEAN-5 is characterized by more overall volatility. A similar return to pre
levels, albeit to a somewhat lesser extent, can be observed for the BRICS.

-crisis

However, over the last year gross flows into emerging markets decreas ed as

expectations of an impending interest rate rise by the US Fed mounted, and reports
suggest major outflows in 2015 3. Unfortunately , we cannot assess these reports

in our

dataset because available data for emerging country groups ends in 2014 . In
advanced countries  with more recent data  available, we do not observe a recent drop

in gross flows , although they continue to stay below pre  -crisis levels .

YThis report foll ows the sign conventions set
Payments Manual (for more detall, please refer to Box 1).

2 We highlight the findings by Zucman (2013), which show that official statistics substantially
underestimate the net foreign assets position (and consequent flows) of rich countries, since

they fail to cap ture most of the assets held in offshore tax havens.

% The Institute of International Finance expects capital flows to emerging markets to fall to post

crisis low in 2015 (  https://www.iif.com/press/em -capital -flows -projected -fall -post -crisi
2015).

out

s -low -
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Figure 4 The evolution of gross and net capital flows in the world (percent of
GDP)

Euro area (in % of GDP) CEE (in % of GDP)
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Source: IMF IFS (quarterly capital flows); WEO (annual GDP). Note: The country groups are as

follows: Euro area = EA 17; other EU 3 = United Kingdom, Sweden, Denmark; CEE8 = Bulgaria,

Czech Republic, Croatia, Latvia, Lithuania, Hungary, Poland and Romania; non -EU advanced =
Canada, Japan, United States, Australia, Hong Kong, Iceland, Israel, Korea, New Zealand,
Norway, Switzerland; BRICS = Brazil, Russia, India, China, South Africa; CIS 9 (excl. Russia) =
Armenia, Azerbaijan, Belarus, Georgia, Kazakhstan, K yrgyz Republic, Moldova, Tajikistan,
Ukraine; Latin America = Argentina, Bolivia, Chile, Costa Rica, Colombia, ElI Salvador,
Guatemala, Panama, Venezuela, Mexico, Uruguay, Middle East and North Africa = Jordan,
Lebanon, Morocco, Saudi Arabia, Yemen; Sub -Saharan Africa = Cabo Verde, Lesotho,
Mozambique, Namibia; ASEAN -5 = Indonesia, Philippines, Thailand, Vietham, Malaysia (until
2010); Gross inflows/outflows are calculated as the sum of the liabilities/assets of the following
instruments: direct investment, portfolio investment and other investment, where gross inflows

are reported with a negative sign. Net flo w is the net financial account.

November 2015 [18]



Analysis of developments in EU capital flows in the global context

Box 17 Whatdés new? A short overview of major ch
changeover from IMF 5" BMP manual to IMF 6 ™ BMP manual 4
This report follows the IMF 6 ™ edition of the Balance of Payments and

International Investment Position Manual.
what this means in theory and practice.

This box gives a short overview  of

In 2009, the IMF re leased the sixth edition of its Balance of Payments and
International Investment Position Manual (BPM6), replacing the fifth edition (BPM5)
which was in place since 1993. Since then, major changes occurred in the global

economy, making a revision necessary . The BPM6 now takes three major factors into
consideration: (i) globalization (increased use of cross -border production processes,
complex international company structures and international labour mobility), (ii)

increasing focus on balance sheets and (iii) financial innovation.

The most important change is with respect to the sign convention . all components
are now recorded according to the asset T liability principle, which supports the full
implementation of the balance sheet approach in the financial account. In this regard ,

net values are recorded and have to be interpreted by keeping the underlying gross
transactions in mind 0 net acquisition of assets is based on the acquisition of new
assets minus the reduction of assets during the observ ed period while net incurrence
of liabilities consists of the issue of new liabilities minus redemptions of outstanding

liabilittes.  The resulting balance of net assets minus net liabilities is

interpreted as net lending to the rest of the world when posi tive and net
borrowing when negative . The sign convention for the international investment
position remains unchanged: assets and liabilities are presented with a positive sign.
Balancingitems such as fAcurrent account bal ancwion @ad
always derived as credits minus debits or (net acquisition of) assets minus (net
incurrence of) liabilities.

Furthermore, foreign direct investment (FDI) experienced a major presentational
change . Standard presentation i s (assets awdnliabities)i g r
instead of the for mer Aidirectional pri nci plsoe
has methodological consequences: while this has an impact on total (acquisition of)

assets and (incurrence of) liabilities and the respective debit and credit income
transactions, it does not have an impact on net FDI (transactions and positions).

In terms of  net position and components ®> (Figure 8),the euro area stands out as
an increasing net capital exporter since the end of 2012. These outflows were
predominantly  driven by bank -related outflows (loans and deposits) in an order of
magnitude of around 5% of Euro area GDP, a trend which was reversed in 2014 Q3
Over 2013, foreign investors showed a renewed interest in euro area equity and debt

markets, reflected by positive inflows of portfolio investment, which turned into
outflows by 2014 Q4 . In the latest quartera  vailable (2015 Q1), financial outflows from

the Euro area slowed somewhat on the back of strong FDI outflows while other
investment, financial derivatives and portfolio investment outflows stabilized at low

levels. The Eur opean Centr al -stlendsges purthasesg evhich w ere
announced in January 2015 and began in March 2015, may have contributed to

4 This report draws mainly from the FAQs on the introduction of BPM6 published by the ECB and
available under http://www.ech.europa.eu/stats/external/bpmé/htm|/BPM6 -faq -
ECB.pdf?dad2e270978bb6eb8393bbefd94c7dc7

® See Box 2 for more detail.
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portfolio investment outflows from the euro area in recent months because they
compressed euro -area government and corporate bond vyields. The Central Eastern
Eur opean Co unetfmaneia 6inflows receded substantially since the height of

the financial crisis, on the back of outright reduction s of cross -border lending on the
part of foreign banks operating in the region since 2011 . The deleveraging peaked at
2% of CEE GDP over 2011 and 2013, before declining to 1% over 2013 and 2014.

Portfolio investment inflows decreased significantly over the same period and turned

into outflows by 2014Q?2. Nevertheless, these outflows seem to be more than offset by
domestic deposit growth in most countries as well as by a significant return of FDI
inflows over the last two quarters of 2014 , pointing towards  a more balanced post -
crisis economic model in the region Sweden, Denmark and the United
Kingdom experienced increasing net capital inflows over 2014 , on the back of
strong portfolio and FDI inflows, while bank -related outflows over the same period
offset somewhat the observed inflows. N et capital inflows continued to decrease

slightly in  non E U advanced countries , on the back of somewhat receding portfolio
investment inflows, a trend which can be observed since 2013.

Box 2 i Components of capital flows

Capital flows are defined as cross -border financial transaction srecor ded i n a
external financial accounts, which produce a change in the assets and liabilities of
residents vis-a-vis non -residents and can be broken down into the following
components:

i Foreign direct investment: records financial flows between resident and non -
resident firms that are under a direct investment relationship. A direct
investment relationship is established when a resident firm holds at least 10%

in the share capital of a non -resident firm, or vicev  ersa.
T Portfolio investment: records financial flows related to transactions between
residents and non -residents that affect their assets and liabilities vis -a-vis each

other related to securities and derivatives. Securities are distinguished between
equit ies and debt securities, namely bonds and money market instruments.
Residentsd net i nvest ment i n -resigewctu ris tegorelesd
under O0Assetsd,revhiedemtss domet i nvest ment

residents is recordedunder 6 Li abi |l i ti eso.

i Other investment: records financial flows stemming from transactions between
residents and non -residents primarily related to cross -border loans and
deposits. Financial flows related to loans granted by residents to non -residents,
as wel | as resi dent s éresideatpnoretary ffaneial institutione n

are recorded under fAsset so. Financi al f- 1

residents to residents, as well as non -resident so d

po t
monetary financial instit utions,ar e recorded wunder Li [

e S i
f ab
1 Financial derivatives: _ records financial flows stemming from financial derivative
contracts, which  are financial instrument s linked to another specific financial
instrument/indicator or commodity and are traded in their own right in financial
markets. These transactions are treated as separate transaction s rather than
as integral parts of the values of the underlying transactions to which they are
linked.

S
|
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Both the ASEAN -5 and the BRICS have been subject to increased capital inflows
since the global financial crisis due to accommodative monetary policy in advanced
economies (as reflected in the increase inmaj or central banksghowhal ance
in Figure 5) and the resulting global search for yields. This is reflected in increased

portfolio funding since 2010 in both regions. For Latin America , a similar portfolio -
based recovery can be observed ; a trend which continues throughout 2014. Since May
2013, when the Federal Reserve discussed for the first time its plans for tapering
unconventional monetary policies , these emerging markets have experienced
receding or even reversing cap ital inflows at the same time that their domestic
economic activity has slowed. Only inflows to Latin America seem to have held up. In

this context, IMF research showed that emerging markets were hit by outflows

indiscriminately across countries at fi rst, but over time there was greater
differentiation  and especially good macroeconomic fundamentals helped dampen the

market reaction (IMF, 2014a). Our research indicates  that capital inflows to emerging
countries increase when advanced country GDP is higher, emerging country  GDP is
higher and the VIX index is lower. In turn, capital inflows increase the GDP of
emerging countries. By assessin g the three main types of capital flows, we also find

that FDI flows to emerging economies are not influenced by the VIX index (and
consequently all factors that influence the VIX index), while the responses of portfolio

and other investments to chan ges in the VIX index are broadly similar . See Box 3 for
further details.

During 2014, the net financial account was further strengthened in the BRICS as other
investment switched to net outflows in 2014Q2 I suggesting foreign investor  s6
withdrawals of deposits and loans from banks located in the BRICS. The ASEAN -5
have been characterized by a similar picture over 2013 -2014, experiencing outright
portfolio outflows in 2013Q4. Since the beginning of 2014Q1, FDI and portfolio flows
seem to have recover ed again.

An interesting picture emerges for Sub -Saharan Africa , which has been benefiting
from massive direct investment inflows since 2010 , highlighting the attractiveness of

this region in recent years. Between 2013Q1 and 2014Q1, FDI inflows continued while

other investment inflows reversed, leading to a stronger financial account position.

CIS 9 (EXCL. RUSSIA) experienced cross -border del everaging of banks operating in
the area between 2008 and 2013, a trend which seems to have stopped in the last

two quarters of 2013. At the same time, portfolio funding has been coming back to the

region, contributing to increasing net financial inflows. In 2014Q1, capital flows
reversed as the geopolitical tensions between Russia and Ukraine intensified (for a

more detailed discussion, please refer to chapter 3.2 in this report). The Middle East
and North Africa have been experiencing receding FDI inflow s and large other
investment outflows  over the last three years
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Figure 5 Expansion of Central Bank sbbalance sheets (in % of GDP)
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A rather marked trend  -change can be observed for foreign exchange reserves held by
central banks . Reserve accumulation and depletion result from the discrepancy
between the current account and capital flows (sum of financial and capital account).
Up to 2013, there was a very rapid process of reserve accumulation of central banks

(Figure 6): the share of foreign currency reserves in world GDP has increased from

about 3 percent in the early 1990s to 15 percent by 2013, during which world GDP
also increased rapidly. A large literature analyse s the reasons behind such reserve
accumulation (like precautionary reserve accumulation as a kind of self -insurance
against future capital outflows, the desire to keep the currency exchange rate weaker

to support export growth, or saving large revenues from commodity sales like oil
exports) and the  consequences of it (like welfare losses for reserve holding countries) ;
see for example Angeloni etal (2011).

The trend has clearly change d after 2013, when reserves started to decli ne both
nominally (measured in US dollars) and as a share of GDP. This reversal indicates that

net capital inflows to reserve  -holding countries  are smaller than their current account
deficits (in absolute terms) . Related to monetary policy tightening in so me advanced
countries, like the U S tagering 6in 2013 and the more recent expectations about an
interest rate increase, capital outflows from emerging economies accelerated. Central
banks of reserve -holding emerging countries decided to dampen the depreciating
impact of capital outflows on the exchange rate by selling their foreign exchange

reserves.

It remains to be seen if the depletion of foreign exchange reserves is a temporary
phenomenon that will end once capital outflows stabilise or if a new trend has started

in which central banks that  hold large reserve s reassess their strategies. Yet even in
the short -run reserve depletion can have an impact on advanced economies: a large
share of reserves are held in liquid financial assets like government bonds of advanced

countries, and to decrease reserves those government bonds should be sold first. This

in turn can lead to interest rate increases in ad vanced countries and offset the impacts

of quantitative easing policies ( see Cohen-Setton , 2015, for a recent survey of the
debate in the blog -sphere on this issue).
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Figure 6 Foreign exchange reserves (as share of world GDP)
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Box 3 1 Capital flows to emerging economies: results from a VAR model
In order to study the spillover effects from advanced count

emerging economies, including on capital inflows, we estimate various vector
autoregressions (VAR).

Short -term interest rates and the term premium (the difference between long -term
and short -term interest rates), which were frequently used in the literature, are
inadequate for identifying monetary shocks when the sample includes both normal and

zero lower bound periods. We use instead three alternative indicators of monetary
policy: the long -term interest rate, an estimated shadow rate and Divisia -money
indicators.

The expectation hypothesis of the term structure of interest rates defines the
relationship between current and expected short -term interest rates and the long -term
interest rate. Thereby the | ong-term rate can be informative about monetary policy
actions, including when various unconventional measures such as large -scale asset
purchases ar e i mpl emented. An alternative measure
rat eso: when mo n e torstrained foythei zery lowiersbound, the estimation

of a so -called shadow rate term structure model allows an ap proximat ion of what the
short -term nominal interest rate would be in the absence of the zero lower bound. We

use the estimates of Wu and Xia (2015). A third possible indicator of monetary policy

is a Divisia -money aggregate, which is a theory -based measure of the money stock
(see Darvas, 2015).

Our first set of VAR estimates show that all three indicators contain useful information
about monetary policy shocks in the euro area and the United States.

Next, w e estimate a 5 -variable model which includes constant price GDP of either the
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United States or the euro area, the weighted
price GDP, the aggregate financial account of emerging countries (as percent of their

GDP), t he VIX index (the implied volatility of the S&P 500 index from the Chicago
Board Options Exchange) and any of the three monetary policy indicators we
discussed above: the long  -term interest rate, the shadow rate or the Divisia -monetary
aggregate. We used q uarterly data from 2000 -2014 for the aggregate of the 30
emerging countries: Argentina, Brazil, Chile, Colombia, Costa Rica, Czech Republic, El
Salvador, Estonia, Guatemala, Hong Kong (Special Administrative Region of P.R.

China), Hungary, India, Indones ia, Israel, Korea, Latvia, Lithuania, Mexico, Pakistan,
Philippines, Poland, Russia, Singapore, Slovenia, South Africa, Sri Lanka, Thailand,

Turkey, Ukraine and Uruguay.

Our results show that capital inflows to emerging countries increase when advanced

country GDP is higher and when the GDP growth in emerging countries is higher.

These findings are intuitive: higher US/euro -area growth may signal higher risk
appetite of investors, who could then be ready to invest more in emerging countries.

Higher emergin g country growth should indicate better investment opportunities ,
thereby making these countries more attractive for investment. Since we found that

monetary policy of the Federal Reserve and the ECB support economic growth in the

US and euro area, respec tively, advanced country monetary policies also impact
capital flows to emerging economies.

We also find that an increase in the VIX index is followed by capital outflows from

emerging countries. It is useful to remember that the VIX index is  an indicator of
volatility of a US stock market , and as such one should not draw  causal conclusion s,
e. g. saying that a higher VI X index fAcauseso
Rather, it is better to assess it as an indicator: any underlying development that leads

to an increase in the VIX index may have a causal implication for capital outflows from

emerging countries. For example, weak economic outlook in advanced countries

(which reduces company profits and increases uncertainty) can be one such factor,
and thereby measures which support economic growth in advanced countries also

support capital inflows to emerging countries. Indeed, the estimated response of the

VIX index to a shock in advanced country GDP is negative , suggesting that  high er
advanced country growth is associated with a smaller VIX index. Various crisis

episodes (both in advanced and emerging countries) also likely increase the VIX index

and thereby measures to prevent crises, or to address them forcefully when they

occur, h ave important roles in supporting capital flows to emerging economies.

We also find that reduced capital inflows to emerging countries leads to lower GDP
growth there, which support s the fear of possible capital outflows from emerging
countries when advanced country central banks tighten monetary policy.

Finally, we also explore the responses of the different components of the financial
account to a shock in the VIX index (and thereby to all developments influencing the
VIX index). Figure 7 shows that FDI does not seem to respond at all to a shock to the

VIX index, while the responses of po rtfolio and other investments are broadly the
same, and thereby each of these latter two components accounts for about half of the

full response of the total financial account. These findings are again intuitive and
suggest that emerging countries would be nefit from more stable capital inflows if they
foster more FDI inflow.
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Figure 7 Response of emerging
components to a shock in VIX index
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Figure 8 Composition of net capital flows in the world (in percent of GDP)
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BRICS Latest quarterly
4-quarter moving average developments

Middle East and North Africa Latest quarterly
4-quarter moving average developments
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The net international investment position (NIIP) ° reflects the accumulated stock

of capital flows and valuation changes of the earlier stock whenever the price of

different assets and liabilities change and is relevant for mon itoring the external
wealth of an economy. It is important to note that large gross stocks are prone to

major valuation changes, which can lead to significant shifts in the net stock position

even if net flows are small. As an example, net valuation losses for Germany
amounted to 20% of German GDP in 2011. A large part of these loses were already
being realised in 2007 -8 as a result of the implosion of the US subprime mortgage

debt market, reflecting a high past exposure of German banks in US securities
(European Commission, 2012).

As shown in  Figure 9, the net position of the euro area has been negative and stable

over the past years (around -12 percent of GDP in the last quarter of 2014). Similarly,

in the second quarter of 2014, CEES8 ( -66 percent of GDP), the non -EU advanced
economies ( -28 percent of GDP) and the Other EU 3 (  -15 percent of GDP) also exhibit
negative net positions. By contrast, both Japan and Switzerland exhibit strong positive

net positions of 65 percent of GDP and 120 percent of GDP as of Q4 2014 ,
respectively, and can be seen as ou tliers (therefore, we separate Japan and
Switzerland out of the non -EU advanced county group). The CIS 9 (excl. Russia) as
well as Brazil and India (data not available for Russia, China and South Africa) and

Latin America also exhibit negative NIIP positi ons.

The components of the NIIP suggest major differences across the country groups. In

the euro area , the negative net position is largely due to accumulated negative
portfolio investment stocks. However, according to the estimates of Zucman (2013),

around 8 percent of the global financial wealth of households is held in tax havens,

three - quarters of which goes unrecorded. Accounting for unrecorded assets , the euro
area turns into a net creditor and not a net debtor to the rest of the world as indicated

by official statistics. Foreign direct investment (FDI) abroad exceeds FDI by foreign

investors in the euro area, resulting in a positive net claim on the rest of the world.

This is an increasing trend since the mid -2000s, as euro area firms use FDI to
pen etrate new markets or to achieve efficiency gains through splitting the value chain

of the production (European Commission, 2012). Non -EU advanced economies show
a similar pattern in terms of components. In the CEE and the CIS (excl. Russia) ,

other investm ent liabilities play a significantly greater role than in euro area countries

and non -EU advanced economies, suggesting that this region relied significantly on
borrowing from abroad. The NIIP of Latin America is negative at present, having
accumulated a s ignificant negative direct investment stock somewhat counterbalanced
by accumulated reserve assets and other investment. Interestingly, in Brazil and
India , accumulated negative portfolio investment stocks are slightly more important

than direct investmen t stocks, reflecting deep capital markets. Turning to Japan and
Switzerland , their positive NIIPs are mainly due to accumulated positive direct and

portfolio investment as well as reserve assets. Most notably, Switzerland
accumulated sizeable positive rese rve asset stocks, stemming from intensified
interventions in the foreign exchange rate market by the Swiss National Bank before,
during and after the peg of the Swiss Franc to the Euro (September 2011 -January
2015), while net portfolio investment assets a re shrinking. Moreover, since the
beginning of 2009  other investment by foreign investors in Switzerland exceeds other
investment abroad, suggesting an increasing importance of Switzerland as a safe

haven, a trend which has been reverting over 2014Q1 -2014 Q4.

® The international investment position is a measure of the assets that a country owns abroad

and the assets that foreigners own in the country in question. In th e graphs, the negative bars
indicate an increase in the claim of non -residents on a country in question, while the positive
bars indicate an increase in the claims of the country in question on non -residents.
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Figure 9 Net international investment positions (in percent of GDP)
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Source: IMF IFS (quarterly 1IP) and WEO (annual GDP). Note: country groups are defined in the
note to Figure 4, but due to data limitations, the following changes occur: non -EU advanced:
Hong Kong is included only since 2010; CEES8: Bulgaria is include d only since 2007; Latin
America: without Argentina, Ecuador, Mexico, Uruguay; CIS 8 (EXCL. RUSSIA): without
Azerbaijan, Kyrgyz Republic, Tajikistan and Ukraine; No data availability for ASEAN -5, Middle

East and North Africa and Sub -Saharan Africa.

2.2 Gl obal trends in the banking sector

The banking system is of crucial importance in Europe, and so we look at capital flows

from the perspective of the banking sector via international banking claims, as

reported by the BIS banking statistics. This allows us to analyse cross -border bank
integration (or disintegration) ’

Figure 10 shows the consolidated foreign claims on the rest of the world by country
grouping, at quarterly frequency up to the end of 2014.

" One should note however, that not all countri es are BIS reporting countries, even in
Europe.
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Figure 10 Gross foreign claims of domestically owned banks on the rest of the
world (percent of group GDP)
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C: Non -EU Advanced 6: Australia, Canada, Japan, South Korea, Switzerland,
us
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Recent developments through late 2013 and early 2014 in the banking sector continue

into the second half of 2014 (most recent reported data) more or less unchanged.
Euro area banks (Panel Ain Figure 10) exhibit the largest claims on other Euro area
banks (amounting to 30% of group GDP in 2014Q4), f ollowed by claims on other non
EU advanced (20% of group GDP). The deleveraging of Euro area banks with respect

to all other country groupings which could be observed since the financial crisis in

2008/09 seems to have reached a plateau at a lower level in mid -2012, a trend which
continued throughout 2013 and into th e second half of 2014.

The non -Euro area countries  Denmark, Sweden and the United Kingdom (Panel B
in Figure 10) report the most claims on other non EU advanced countries . A
deleveraging process is ongoing, and claims on the Euro area have fallen from highs of

over 46 % of group GDP in 2012 to 26.25 % of GDP currently.

Finally, in contrast to the European regions, the banks located in the six nhon -EU
advanced economies of Australia, Canada, Japan, South Korea, Switzerland, and the
US (Panel C in Figure 10) continued to increase their exposure to ba nks within the
same country grouping until the end of 2013. However , claims on both European
groups have fallen since the end of 2013 ( -0.35 and 0.22 percentage points inside and
outside the Euro area , respectively). Claims on all EU banks amount to about 11.3
percent of group GDP, or 29 percent of total cross -border claims, compared to 44
percent of claims within ~ -group.
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2.3 Ukraine and Russia

This section presents an update of our analysis presented in our | ast year
(Darvas et al, 2014) &,

Panel A of Figure 11 reports the financial account and its components for
Ukraine , capturi ng the latest developments of capital flows up to August 2015. The

left chart presents the somewhat volatile data as a 12 -month moving average to
highlight the medium -term trends developing, while the second panel reports the
actual monthly data unprocesse d in order to highlight the most current developments.

After facing major difficulties financing the balance of payments on the back of the
global financial crisis and applying for financial assistance from the IMF in late 2008,

Ukraine experienc ed a reversal in capital outflows 2011 : FDIl and portfolio investment
inflows were returning to Ukraine. However, throughout 2011 and 2012 foreign banks
active in Ukraine reduced their exposure, as reflected by substantial other investment

outflows. This negative trend stopped in 2013 , when cross-border lending resumed
somewhat again and portfolio investment inflows started to substitute for declining
FDI inflows.

However , the financial account of Ukraine deteriorated sharply through 2014

when the geopolitical tensions between Russia and Ukraine escalated. Large capital

flight took hold, especially in the second half of 2014, reflecting reductions of cross -
border bank exposure and net outflows of portfolio investment. At the height of the

most recent deterioration, capital outflows peaked at 25 percent of monthly GDP in

October 2014.

The magnitude of these capital outflows and the erosi on of reserves on the back of
substantial exchange rate devaluations, together with large debt repayment needs,

put the financial account seriously under pressure. However, through out 2015, the
financial situation in Ukraine began to ease and banking and  portfolio related outflows
turned to inflows, with Ukraine becoming a net importer of capital by April 2015. This

benign situation remained till the last observation available at the time of writing this

report, August 2015. The most important component of capital inflows is FDI, which is

a notable development. In the coming years , official assistance, estimated at about
USD 25 bn over the next four years (World Bank, 2015), will support capital inflows

into Ukraine.

Turning to the  Russian balance of paym ents , Panel B of Figure 11 shows Russia
experienced large capital outflows of about 10 percent of quarterly GDP during the

financial crisis in 2009, on the back of receding portfolio and other investment flows.

After a short recovery phase in the last quarters of 2010, capital outflows began again
as foreign banks decreased their exposure to Russia. By the end of 2013, other
investment outflows decreased somewhat before intensifying again at the beginning of

2014 with the start of the Ukrainian crisis. In the first two quarters of 2014, Russia
experienced significant capital outflows of around 8 and 5 percent of quarterly GDP
respectively, predominantly on the back of banking -related and portfolio debt
outflo ws. Contrary to what is observed in Ukraine, in Russia no reduction of capital
flight can be seen over the first and second quarter of 2015. On an annualised scale ,
capital flight from Russia is less than during the height of the crisis around 2009
(peaking around 10 percent of GDP); nevertheless , the most recent outflows from

8 The data has been collected from the Central Bank of the Russian Federation and the National
Bank of Ukraine, from the IMF CPIS (Coordinated Portfolio Investment Survey,
http://cpis.imf.org/ ) and from BIS consolidated banking statistics.
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Russia in the first half of 2015 , stemming mostly from bank deleveraging, remain
substantial.
Figure 11 Components of the Ukrainian and Russian financial account
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With regards to the accumulated capital flows and valuation changes, Panel A of

Figure 12 shows the net international investment position for Ukraine , which has
been negative from 2001 -2015 and saw a major deterioration at the beginning of
2014. Both foreign direct investment and portfolio debt dominate net external
liabilities. Moreover, it is interesting to note the depletion of foreign exchange
reserves, which fell from about 20 percent of G DP in late 2011 to about 10 percent of
GPD in July 2015 while banking -related assets were accumulated, implying a
substantial cut -back in cross -border banking exposure to Ukraine.

Figure 12 Net international investment posit ion and its components in
Ukraine and Russia

Panel A: Ukraine Panel B: Russia
(in percent of GDP) (in percent of GDP)
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IMF WEO (for GDP data). annual data: 2001 -2009, | (for IIP data) and IMF WEO (for GDP data).
quarterly data: Jan 2010 T Jul 2015. Annual data: 2000 12014, quarterly estimate Q2
2015.
In contrast, the Russian net international investment position  turned positive in
2008 when the global financial crisis intensified, mostly due to the sudden collapse of
net portfolio equity liabilities (see Panel B of Figure 12). This was the main source of
funding for Russia before the crisis. In 2009/10 , net portfolio investment liabilities in

equity increased again  while portfolio investment liabilities in debt never returned to

pre -crisis -levels. Regarding the intervention of the Central Bank in the foreign
exchange market through reserve assets, the stock of reserve assets was gradually

depleted over the later yea rs (2009 -2014). However, by the end of 2014, reserve
assets still significantly outweighed the total stock of liabilities, contributing to a

positive NIIP of 16 percent of GDP. In 2015, Russia reported ly increase d its gold
reserves to hedge against legal and political risks, which was reflected in increased
reserve assets as of 2015Q1. Moreover, Russia stopped being a net importer of direct
investment, instead turning into a net exporter of direct investment in 2014 and Q1

2015.
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BIS consolidated ban  king data, as well as FDI and Portfolio investment data , allows an
analysis of the bilateral relationships of Russia and the Ukraine with their respective
partners.

The exposure of the European banking sector to Ukraine dropped from 7 bn USD
in2008Q4to 1.0 bn USD in 2015Q1 (see oOrhblex®.dAdddmgporti ng [
countries with limited data availability (most importantly Austria and ltaly), the
European banking sector exposure peaked at an impressive 35.9 bn USD in 2008Q4.
Within the EU, Table 1 shows that Austrian banks played a maj or role before the crisis,
with claims reaching USD 11.4 bn in 2007. In the post -crisis period, Austrian banks
deleveraged extensively and reduced their claims to 3 bn in 2015Q1. Over the latest

quarter, a slight increase of claims to USD 3.2 bn can be ob served. French banks were
also heavily exposed to Ukraine in the run -up to the crisis , and they reduced their
exposure significantly afterwards from 9.5 bn in 2008 Q3 to 3.8 bn in 2011 Q4 (latest

data available for France). By contrast, Italian bank sb exposure to Ukraine grew
constantly until 2010, peaking at 6.6 bn in 2010 4Q, before declining to 4.9 bn in
2014 2Q. Overall, we can see a substantial pivot away from risk in Ukraine

since the financial crisis in 2008/09, a trend which accelerate d further since
the outbreak of the conflict with Russia. Outside the EU, the US holds claims vis -
a-vis Ukraine amounting to USD 0.7 bn in 2015 Q2, a slight reduction from peak value

of 1.3 bn in 2012 Q4. By contrast, Switzerland reports major reductions of claims,

from 7.3 bn in 2007 to 0.7 bn in 2015 Q2. Nevertheless, in the first half of 2015,

the process of deleveraging seems to have come to a stop as claims have
remained stable overall.

The exposure of the European banking sector to Russia declined significantly,

falling from 142 bn USD at its peak in 2009 Q4 to 77
report i ngTadeU®). However, compared to Ukraine, individual European

country claims are less concentrated . Table 2 reveals that Fr ench and German

and to some extent Austrian, Italian and Dutch , banks have been the most prominent

since at least 2007Q4. In 2015 Q2, France, with claims amounting to 27.2 bn USD, is

certainly the most exposed, followed by lItaly at 19.1 bn USD and Austri a at 13.7 bn

USD. The United Kingdom, the Netherlands and Germany exhibit exposure of around 9

to 11 bn USD in 2015 Q2. The US reduced its claims of over 34 bn USD in 2012Q4 to

usb 15.2 bn in 2015 Q2, whil e Japanbs cl| atobs decl i ne
bn in 2015 Q1. In the first half of 2015, the deleveraging process seems to

have slowed down, with Austrian banks even increasing exposure slightly.
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Table 1 Exposure to Ukraine of individual EU countries, in USD billions

2006 2007 2008 2009 2010
Austria 5.03 5.88 11.43 10.70 9.03 8.84 8.94 7.48 7.53 - - - 3.02 3.24
Belgium 0.03 0.16 0.48 0.40 0.06 0.03 0.07 0.06 0.08 0.11 0.11 0.09 0.05 0.05
Germany 1.38 2.52 3.82 4.73 1.94 1.69 1.24 151 1.53 1.04 0.94 0.63 - -
France 0.34 4.62 7.91 8.24 7.04 - 3.76 - - - - - - -
Italy 0.11 0.15 2.55 4.85 2.37 6.46 6.40 6.11 6.06 6.28 4.92 - - -
Portugal 0.04 0.10 0.17 0.16 0.14 0.08 0.06 0.04 0.04 0.04 0.04 0.02 0.02 0.01
Greece 0.11 0.19 0.68 0.77 2.03 1.77 1.93 1.77 1.79 1.40 1.20 0.96 0.82 0.82
Sweden 0.08 0.25 3.96 5.48 3.12 2.77 1.84 1.17 0.87 0.13 0.07 0.10 0.07 0.04
United 0.18 0.19 0.58 0.59 0.40 0.56 0.35 0.41 0.41 0.33 0.90 0.15 0.10 0.04
Kingdom

Switzerland 0.75 3.27 7.31 5.07 2.73 2.30 1.39 1.49 0.99 - - - - -
United States 0.48 0.56 1.21 0.75 0.79 1.34 1.18 1.22 1.30 0.98 1.13 0.93 - 0.71
Japan 0.18 0.37 0.83 0.67 0.43 0.59 0.57 0.36 0.42 0.14 0.11 0.06 0.03 0.02
Reporting EU 7.30 14.06 31.59 35.92 26.13 24.58

r':égi?,[ing EU 0.44 0.88 5.88 7.40 5.76 5.21 4.25 3.45 3.19 2.00 2.31 1.31 1.06 0.96

Source: BIS consolidated banking statistics, ultimate risk basis. Note: years refer to fourth quarter data of the same year;

used to account for missing data points for France; data for Switzerland is available only up to 2013Q3, for

2014Q2. *fixed reporting EU groups countries for which data is available over the whole reporting period, namely

interpolation has been

France up to 2012Q1 and for Italy up to

BE, PT, GR, SE and UK .
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Table 2 Exposure to Russia of individual EU countr ies, in USD billions
2006 2007 2008 2009 2010 2011

Austria 6.44 12.72 19.59 21.66 13.56 - - 16.95 - - - - 13.18 13.71
Belgium 1.12 1.09 8.31 8.18 5.04 4.15 4.04 4.07 3.79 0.75 0.70 0.67 0.46 0.45
Germany 11.16 16.53 33.25 40.78 27.49 25.30 22.88 26.28 24.88 19.34 17.68 13.52 11.04 10.90
France 6.12 6.63 27.29 40.05 33.24 37.94 39.43 39.87 41.13 49.20 47.28 31.78 27.21 27.24
Italy 2.00 2.57 19.70 22.27 18.56 25.21 22.96 22.87 25.71 29.20 27.67 21.60 19.24 19.11
Netherlands 7.15 11.83 18.83 20.19 13.82 11.64 13.97 13.38 15.01 17.47 15.70 11.45 10.91 10.69
Portugal 0.22 0.32 0.72 0.73 0.46 0.11 0.10 0.10 0.14 0.19 0.29 0.22 0.19 0.20
Greece 0.70 1.04 1.18 1.36 1.09 0.57 0.39 0.46 0.38 0.38 0.36 0.31 0.29 0.26
Sweden 0.82 1.51 6.30 10.49 9.11 8.54 9.19 15.03 14.57 8.52 9.08 7.18 - -
United Kingdom 2.55 6.62 11.01 7.79 7.68 12.29 13.68 20.24 17.76 17.10 14.26 10.35 9.10 8.23
Switzerland 9.49 15.13 19.55 10.40 6.15 7.50 6.75 10.50 10.41 - - - - -
United States 8.09 10.32 16.55 8.03 18.48 21.17 19.25 25.80 33.88 32.36 26.08 20.15 16.56 15.18
Japan 5.89 6.95 12.09 13.92 11.68 9.88 12.20 13.74 14.01 20.47 18.40 13.89 12.75 12.03
Reporting EU 38.27 60.86 146.18 173.50 130.04 159.26 143.36
Eﬁfd FEPOTI 31.01 46.63 12029 14134  107.38  117.21  117.44 12728 12879 13362 12393  89.91 7845  77.08

Source: BIS consolidated banking statistics, ultimate risk basis. Note: years refer to fourth quarter data of the same year; data for Switzerland is

available only up to 2013Q3. *fixed reporting EU groups countries for which data is available over the whol e reporting period, namely BE, DE, FR,

IT, NL, PT, GR and UK
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Turning to  bilateral portfolio investments with respect to Russia vis -a-vis
other countries , Figure 13 confirms the overall picture of the negative net
portfolio investment position of Russia. The most important negative net positions

are held with the US, the UK, the Euro area 9 and Luxembourg 0 interestingly , the
net positions with Luxembourg are as big as the ones with the rest of the euro

area 9, suggesting an important role of Luxembourg as a money hub for Russia.

From June 2013 to June 2014, the negative net positions vis -a-vis the UK
increased from 14 bn to 33 bn and from 11 to 23 bn for the euro area, while net
positions with Luxembourg decreased from 13 to 8 bn USD. On one hand, this

suggests that foreign investors purchased significant amounts of Russian
securities. On the other hand, the Russian stock exchange increased somewhat

over t he same period, so valuation effects might play a significant role too (see

Figure 15). The latest data for December 2014 shows a significant reduction in
net portfolio investment, especially from the EA9 and Luxembourg, which might

be driven by the impact of the sanctions imposed on Russia on 17 March 2014 ,
as well as the deteriorating macro -economic environment  we discus s below.

Figure 13 Net position of portfolio investment of Russia vis -a-vis its main
partners (in bn USD)
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Source: IMF CPIS; Note: reported portfolio net position for Russia vis -a-vis other countries
is calculated by subtracting Table 8 Derived Portfolio Investment Liabilities from Table 1
Reported Portfolio Investment Assets; the data is collected on a semi -annual basis from

2013 onwards.

A similar analysis is not possible for Ukraine, since it is not a reporting country.

However, a simple meth  od of mirror positions *° allows reconstructing the claims

of the most important countries on Ukraine as shown in Panel A of Figure 14,
while Panel B re ports Russian liabilities.

Due to crumbling stock prices during the financial crisis in 2007/08 (see Figure
15), the value of euro area portfolio in vestment decreased significantly in

o For  further information, see  http://europa.eu/newsroom/highlights/special -

coverage/eu_sanctions/index_en.htm
10 portfolio investment  assets  of a reporting country on Ukraine are portfolio investment
liabilities  for Ukraine.
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Ukraine, remaining at around 1.5 bn in the subsequent periods. A similar pattern

can be observed for the UK, while Luxembourg increased its portfolio investments
towards Ukraine from 0.5 bn in 2008 to -4 bnin June 2014, more than double the
position of the whole Euro area over the same period. The spike of 3 bn USD
Russian liabilities in Ukraine atthe end of 2013 reflects the first instalment of the
15bn USD financial assistance package agreed between Russia and Ukraine in
December 2013 ! before geopolitical relations started to escalate.

in

In Russia, the value of portfolio investment of all countries taken into
consideration suffered from falling stock prices during the financial crisis (see

Figure 15), a trend which was reversed slightly afterwards. By December 2013,

the US ha d almost recovered to its pre -crisis levels, standing  at 70 bn USD. Both
sanctions and the macro -economic outlook for the Russian economy seem to
have contributed to declining portfolio investment from all major countries.

Figure 14 Portfolio investment liabilities, Ukraine and Russia (in bn USD)

Panel A: Ukraine Panel B: Russia
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Source: IMF CPIS and Bruegel calculations; Note: the data is semi -annual from 2013
onwards. euro area (excluding Luxembourg) is defined as AT, BE, FI, FR, DE, IT, IR, ND,

EE (data is missing for Fl in Ukraine, so it is euro area 8)

Figure 15 Stock exchange indexes, Russia and Ukraine
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Unfortunately , no bilateral FDI data  breakdown is available  for either Ukraine or
Russia (last yearsd r epor tbhut cdnootnbe updadetl duetop & o 2014
discontinuation of  the data series).

A crucial question  for Russian macroeconomic developments is the importance of
lower oil prices and the sanctions imposed on Russia by several advanced
countries , which in turn had an impact on capital flows. The first sanctions were
enacted in March 2014, still before the drop in oil prices (which happened only in

the second half of 2014, as can be seen in Panel A of Figure 16). The IMF forecast
of Russian GDP deteriorated only s ignificantly  from October 2013 to April 2014
(Panel B of Figure 16), which might not yet include the impact of the sanctions
because IMF forecasts are finalised several weeks before the publication of the
Worl d Economic Outl ook. The | MFfarther dwngradece r 2014 f ol
the economic outlook, which can be explained by the negative impact from
sanctions because oil prices had hardly fallen in August, the latest data
considered by the IMF  at that time . By late 2014 /early 2015 oil prices ¢ ollapsed ,

which likely explains the even more significant downgrade of the outlook . This
suggests that the large drop in oil prices had a strong immediate impact on
Russian economic outlook . The October 2015 IMF  projection did not fores ee any
major change to the outlook , perhaps because oil prices hardly changed during

the year while the impact of the sanctions have probably already been taken into
consideration.

To sum up, it is difficult to disentangle the imp act of sanctions and oil prices on
the Russian economy:  the large drop in oil prices was immediately reflected in the
deterioration of Russian economic outlook , yet the outlook also deteriorated when
sanctions were imposed, suggesting that sanctions may have played an important
role too.

Figure 16 Oil price and vintages of IMF forecasts for Russian GDP

Panel A: Oilp rice Panel B: IMF forecast vintages
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the a verage petroleum spot price shown is the simple average of Brent, WTI and Dubai oil
prices .
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3. A closer look at Europe

The previous section assessed capital flows and stock from a global perspective,
presenting data on the euro area and non -euro area EU countries. In this section,
we take a closer look at the European Union by considering the following six
countr y groups:

A Euro area (EA) Core : Austria, Belgium, Germany, Luxemburg and the
Netherlands.

A Euro area (EA) Periphery 12 Greece, Portugal and Spain.

A Euro area (EA) Centre: France.

A North : Denmark and Sweden.

A Central and Eastern Europe : Czech Republic, Croatia, Estonia, Hungary,
Latvia, Lithuania, Poland, Romania and Slovenia.

A The UK is considered individually in light of its special role for financial
intermediation and capital flows.

While countries included in a particular group have major similarities, there is

certainly a large degree of heterogeneity within most of the groups. However,
increasing the number of groups further would greatly complicate the analysis.
We present data for each country in the Annex of this report, enabling the
analysis of country  -specific data *.

The data source for all the charts presented in this section is Eurostat balance of

payments and international investment statistics, unless stated otherwise. All

aggregate group figures are obtained by dadividing t
the instrument presented by the groupbés GDP (as an
the sum of the present and previous three quarters).

3.1 Gross financial flows

As highlighted in last  year & report, the euro area is a special case for the study of

capital flows and deserves major attention. For this reason, Figure 17 reports

gross capital flows (both assets and liabilities) for the three euro -area groups ,

broken down by instruments, i.e. foreign direct investment, portfolio investments

and other investmen ts. The black line represents the net financial account as a

percent of the group GDP. There is a problem with the analysis of gross flows ,

however, because in the absence of bilateral statistics the intra -group positions

cannot be nett ed out, thus inflating the numbers when countries are grouped. To

all ow comparison, we report all countriesd charts i

The effect of the rise and contraction in gross flows is most evident in the euro
area centre and periphery I where gross flows contracted both during the
financial crisis in 2008Q3 and after a short recovery phase, again in 2013Q1. By

that time, the periphery ha d turned into a net exporter of capital, on the back of

gross other investment outflows. By the end of 2014, the net outflows peaked
and were slowing down, a trend which reverted in 2015Q1. In the euro area
core , gross flows after the financial crisis have remained more stable, albeit at a
significantly lower level compared to pre -crisis times. Since 2012Q1, the eur o]
area core increased its position as a net exporter of capital, a trend which
reverted somewhat over 2014 before intensifying again in 2015Q1.

2 Jreland is excluded from the EA periphery given its outstanding role as an offshore
financial sector.
13 No data available for Finland, Italy, Cyprus, Bulgaria, Slovak Republic.
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The gross quarterly flows are also sizable for the centre 1 which is composed of
France (ltaly is excluded due to data limitations) T where they often reached 20
percent of quarterly GDP in the years immediately before the crisis. France is a

case that deserves particular attention. Hobza and Zeugner (2014) show that

Francebs f i nmareceiva inflowsyfren the euro -area northern countries
as well as from the rest of the world and channelled them towards the euro -area
south.

Figure 17 Gross financial flows in euro -area groups (percent of GDP)
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EA Periphery Financial Account ltems Latest quarterly
4-quarter moving average developments
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Similar patterns can be observed when looking at the stocks and flows of foreign

claims (including both gross and net) as reported by the BIS locational banking
statistics by nationality after exchange rate adjustments 4 Figure 18 shows the
gross and net aggregate asset position of euro area banks over the rest of the

world , as well as the quarter to quarter changes in stocks (quarterly flows) as a
share of GDP as provided by the BIS locational banking data. The reasons to

choo se the locational rather than the consolidated banking data are twofold: first,

it allows us to see both gross and net claims (and flows) ; second, it allows us to
disaggregate bank flows between a banking group and its related foreign offices

from flows between a banking group and other non -related banks.

1 The locational statistics provide informati on about the currency and geographical
composition of banks' balance sheets. They capture outstanding claims and liabilities of
banking offices located in the BIS reporting countries, including positions between related
offices. The locational statistics a re compiled using principles that are consistent with
balance of payments. The availability of a currency breakdown facilitates the calculation of
exchange -rate adjusted changes in amounts outstanding, as an approximation for flows.

For additional informat  ion, see http://www.bis.org/statistics/about_banking_stats.htm
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Figure 18 Euro area banks foreign claims (percent of GDP)
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Note: On the reporting country side, Euro area is made up of AT, BE, DE, ES, FR, IT, IE,
NL, PT, FI due to data limitations. Flows are presented as four -quarter moving -averages to
give a clearer picture of the trends, as at the quart erly frequency the series are very
volatile.
The net foreign claims of euro -area banks  show a moderate accumulation,
developing positively from 2000 until levelling off in late 2008 and into 2009,
reaching a peak of just over 15 percent of GDP, before falling to approximately 5
percent in 2011 and experiencing a rebound in late 2012. Over 2 014, net foreign
claims fell again  and have not recovered since. In the post -crisis period, gross

foreign claims of euro -area banks

declined steadily, reflecting deleveraging by
the euro -area core banks, from a peak of over 150

percent of euro area GDP i n
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2008 to 100 percent in 2013. Gross flows appear to have stabilised at this
magnitude in 2014  before increasing somewhat in 2015Q1.

Figure 19 separ ates these developments for the euro area core, centre and
periphery, though we highlight that a major flaw of such groups (similar to
groupings based on Eurostat statistics) is that the intragroup positions cannot be

netted out, given the absence o f bilateral data. Hence gross flows are
overestimated when grouping countries together.

In the post -crisis period, banks inthe euro -area core deleveraged significantly,
reflected by the drop in net foreign claims from nearly 30 percent of group GDP
to less than 10 percent by the end of 2013, and net foreign claims seem to have
stabilized at that level throughout 2014 and 2015Q1 . The euro -area centre
banks saw their net foreign claims peak in 2012Q2 at 10  percent of group GDP
before decreas ing steadily since then. Only in 2015Q1 did net foreign claims start
to increase again. In the euro -area periphery , banks had negative net foreign
claims, stemming from substantial inflows. These inflows contracted massive ly
during the financial crisis in 2007/2008 and again with the rise of the
redenomination risk during the European debt crisis in 2011. Negative net foreign

claims turned positive by mid -2012, reflecting massive deleveraging from the rest

of the world. Sin  ce 2013, the euro -area periphery net foreign claims stayed in a
balanced position, a trend which has continued in recent quarters.
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Figure 19 Foreign claims of euro - area banks for Euro

-area Core, Centre
and Periphery (percent of respective country aggregate GDP)
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Note: Gross and net stocks (top); net flows (bottom); Net position (black line) on RHS
scale. Core is defined as: AT, BE, DE, NL; Centre: FR, IT; Periphery: ES, PT; data available

from 2000Q1 to 2014Q2, however frequently country level data is missing, so actual series
may not extend this far.

To overcome the problem of intra -group double -counting , we presentin Figure 20
the consolidated foreign claims for each euro area subgroup as these statistics
are disaggregated by individual counterparty and thus allow us to net out each

country group.
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The right h and panel of Figure 20 with respect to the  Core allows us to observe
the capital flow reversal experienced by the periphery from core euro -area banks:
at its peak in the first quarter of 2008 , the core euro -area bank exposure to the
periphery reached 19.8 percent of the core GDP. At the end of 2013, this share

stood at just 6.5 percent and declined further in the last two quarters of 2014.

Figure 20 Foreign claims for each euro area subgroup (percent of GDP)
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As discussed before, the periphery has been subject to increased capital outflows
since the beginning of the European debt crisis in 2010. A look at gross flows in
single countries in the post  -crisis period shows that both Portugal and Greece
turned into net capital exporters by the beginning of 2013 (see Figure 21). In
Portugal, gross flows have remained stable since then while Greece has
experienced a steady decline in gross flows. By 2015 Q2, Greece turn ed again

into a net importer of capital, on the back of movements in other investment
(loans).

Figure 21 Gross financial flows in single euro - periphery countries (%
GDP)
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Greece Financial Account Items Latest quarterly
4-quarter moving average developments
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In terms of composition, Figure 21 show s that the flows in the three euro area
groupings were  overwhelmingly dominated by portfolio and other investments,
two sources of financing that tend to be relatively more volatile than FDI. Foreign

direct investment played a very marginal role, even in the euro area periphery.

From an economic standpoint it is important to distinguish within the portfolio
category between fixed income instrument s such as bonds and equity, whose
remuneration is far more sensitive to the economic developments, through

valuation effects. This is what we do in the appendix at the level of individual
countries. Since the split between debt and equity is not always available but the
aggregate portfolio figure is, we prefer to represent only the aggregate at the

group level to avoid introducing any bias in the results. Wit hin portfolio

investment , debt instrument s normally played the  more major role.

Figure 22, which reports the other three groups, allows a comparison with non -
euro European countries. The magnitude of gross flows in Northern Europe as

well asin CEE  tends to be smaller than in the euro area. As a share of GDP, the
UK, which plays a special role as a financial centre, experienced gross flows of up

to 80% of GDP during the financial crisis . In terms of compositions , the three
non -euro groups differ significantly from the euro area. For the UK , the other
investment component massively dominates capital flows, and portfolio
investments (especially debt) play a certain role too. Flows to Northern Europe

are characterized by portfolio equity and debt, as well as other investment. In the

CEE, FDI constitutes the bulk of inflows before the crisis together with other
investments (which includes bank loans). In the post -crisis period, the
magnitudes hel d up well in Northern Europe, were volatile in the UK and declined
dramatically in the CEE ( and continue to stay at much lower levels compared to

the pre -crisis period).

Inthecaseof banks6é foreign claims for Denmark, Sweden
Kingdom , stock accumulation  during the build -up to the crisis was much steeper

than in euro -area banks, but the deleveraging process has been less dramatic

than for euro -area banks.
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Figure 22 Gross financial flows in northern Europe, the UK and central
and Eastern Europe (percent of GDP)

Northern Europe- Financial Account ltems Latest quarterly
4-quarter moving average developments
10 20
8 15
6
10
4
P 5
0 0
-2 5
-4
-10
-6
20 L g 15
-25 - -1C -20
= = — i) i) — = N [N N
o o o lod o o o o o o
3 3 d 3 3 S = 3 S =
S o o o o <} I o <] I
~N N N ~N N ~N N ~N
CEE Financial Account Items Latest quarterly
4-quarter moving average developments
6
-
= 1
4 Il
=gl
2
0
-2
-4
-6
— H Il = = = — — Py o o~ N
o ¢ ¢© © ©o o o o @ o o o4
5 8 28 g g § g § 2 ! 3 2
o o o o o o o o o o
« « 3% 3 « « « 3 N « « N
UK: Financial Account ltems Latest quarterly
4-quarter moving average developments
40 20
30 15
20 10 n I
10 5
0 0
|
-10 -5
-20 -10
- -
-30 -15 -
= = — — = = = = = 40 -20 N
5 o © © © o o o © o o 9
~ <<} D o — N [} < =t < < ﬂ
] ] 3 3 3 3 3 S S S S 3
Y « « « I I ~ « N Y Y N
Portfolio - Equity - LIAB I Portfolio - Equity - ASS L
Portfolio - Debt - LIAB I Portfolio - Debt - ASS
Other Investment - LIAB = Other Investment - ASS

W Foreign direct Investment - LIAB W88 Foreign direct Investment - ASS
=—Financial account

Source: Eurostat and Bruegel calculations.

November 2015 [55]



Analysis of developments in EU capital flows in the global context

Figure 23 shows the respective claims of banks for the three countries in

question.

Figure 23 Northern and UK bank foreign claims (percent of GDP)
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B: British banksé foreign and banking cl ai ms
Foreign claims Banking claims
250 - . 150 r
200 - .
150 - 100 i
- . H|H|| -
; ’ AR et
0 | j ( 0 “"”“'ll|||I|.|III|||.. | |.‘ ||| “ “h |
e U
-50 .
-100 | | =0 -
-150- |||| | r
2200
'ZSOQHHHHHHHHHHﬁHHﬁH"150HF|HHHHHHF|HHHHF|HJ
2920555%02002080%% 3003533538530 80
838838858352 38314 8388838858333 38348
RRRIIJIR/KRRRARJIRIRIKRKRR RRIIJIRR]ALILKKKRK]IRIKIKRR
—Qlai(r!s on banks _Liabilitieswbanks [ Liabilifies to official monetary authories HEEEEE | jabilites to other banks
s Liabilities to non-banks = Claims on non-bank:
— Net Foreign Claims | jabilifies to related foreign offices s Claims on official monetary at
= Claims on other banks mmmm Claims on related foreign offic

=== Net Banking Claims

20

15

mmmm Net Flows - Non Banks

-10 mmmm Net Flows - Banks mmm Net Flows - Other Banks
mmmm Net Flows - Official Monetary Authori
—— Net Flows - All Sectors -10 . )
-15 1 mmmm Net Flows - Related Foreign Offices
Net Flows - Banks
-ZO-HHHHHHHHHHHFlHH_15HHHHHHHHHHHHHH
Qe QoQQ Qo QQQ QO OO0 OOQO0O0O
4 A e O S ¢
OOOSOOOOO\—!HHHH S 89838858333 d99%
SRRRRIRILIIIRIILLR 2988888988888 8°S.

Sources: BIS consolidated banking statistics.

3.2 Net financial flows

Figure 24 and Figure 25 show the ne't position of t he
account according to the underlying components, offering a simpler picture of

the composition of countriesd aanibthgrestofphed net bal a
world. As recalled previously, the net financial account is an important variable to

look at in order to understand countriesd6 external borrowing

groupso f
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net flows for each of the financial account components can give an indication of
where potential financing problems could arise .

Figure 24 shows that the persistent net financial inflows experienced by the euro
area periphery before the crisis were largely accounted for by portfolio and

other investment. From 2003 to 2008, po rtfolio net financial inflows were the
most important component of the financial surplus, but the y massively contracted
in 2008 and became largely negative between summer 2011 and summer 2012.

This captures the intensifying of the euro crisis, when foreign investors
increasingly off -loaded debt issued by countries in the euro area periphery.
Interestingly, the effect of the disappearing (or negative) portfolio flows on the

total net financial account appears to be neutralised by other investment flows of

an opposite sign. This captures the flows related to financial assistance and the
ECBO6 s ' iquidity provision, which provided
private external funds. Over 2014 net outflows stabilized, but no composition is
available as data for Spain is missing. The euro area core reports persistent net
financial outflows, mostly driven by other investment and to a lesser extent by

FDI outflows. Portfolio investment instead shows net inflows for the euro area

core, most likely driven by the presence of Germany and international appeal of

the Bund during crisis times. The latest developments show a stabilization of net

outflows over 2014  as rising net portfolio outflows are substituting receding other
investment outflows. The euro are a centre has been experiencing rising net
outflows over 2014, which intensified by the end of the year on the back of
increasing net portfolio investment outflows.

Figure 24 Net financial flows in the three euro -area groups (per cent of
GDP)
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The north of Europe was a net exporter of capital up until the end of 2007
(reflecting current account surpluses), a trend which reverted in 2008 -2009 amid
increasing inflows of capital leaving the euro area in search of safety. This was
particularly pressing for Denmark , which eventually adopted monetary policy
measures such as the negative rate on central banks O6deposits to curb the inflows

it was undergoing (Huttl, 2014). Over the latest period, net other investment

outflows are decreasing in importance while net portfo lio investment turned from
inflows to outflows. The UK (Figure 25) experienced spiking inflows in 2007 -
2008, mostly in terms of portfolios, which wer e then abruptly reversed in 2009.
Portfolio (and other) flows then disappeared for more than a year, finally coming
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back with the opposite sign. In 2014

this trend was reversed by 2015Q1.

Figure 25 Net financial flows in the three euro
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CEE Net Financial Account Items Latest quarterly
4-quarter moving average developments
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Central Eastern Europe countries stand out as a different world. They

experienced prolonged inflows of mainly direct investment with capital moving

6downhill 8, mostly from rich EU15 countries to poor
by Becker et al. (2010). Parallel to this development, credit to the private sector

increased rapidly before the crisis in t he region , fuelling a credit boom in the

three Baltic States, Bulgaria and Romania (Darvas and Szapary, 2008). By the

end of 2011, other investment started outflowing, reflecting a massive withdrawal

of banking funds from the region ,and by 2013Q1 CEE turned into a net exporter ,

a trend which continued throughout the latest period.

The comparison with what happened in the euro area periphery ( Figure 26) is
striking. The euro area periphery accumulated a significantly larger financial

account surplus before the crisis (almost 15 percent of total group GDP), which
then dropped during the crisis, although it remained positive until late 2012. This
was made possible by the provision of financial assistance and especially by ECB

liquidity, which allowed a smoother adjustment on the external position than that

which occurred in CEE countries, especially in the Baltics (Darvas, 2012a). Since

2013, the net financial account in the CEE stabilized somewhat as other
investment outflows stabilized, while the periphery continued to experience

massive capital outflows. By the end of 2014, both regions saw falling net capital
outflows, a trend whic  h reversed by 2015Q 2.
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Figure 26 Net financial account of the euro - periphery and Central and
Eastern Europe (percent of GDP)
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Note: the EA periphery includes GR, PT, ES; the CEE 9 (Eurostat) includes CZ, HR, EE, HU,
LV, LT, PL, RO, SI , while the CEE 7 (IMF) includes BU, CZ, LV, LT, HU, PL, RO; Data is
available from 1999Q1 to 2015Q1

A major issue that arises is the composition of economic sectors in which debt -
type capital inflow s were actually unutilised in the euro -area periphery and in the
new member states of the EU. Unfortunately, this issue is not a well -researched
topic. The relationship between capital inflows and credit booms is already well
established (see Figure 27 and, among others , Mendoza Terrones (2012), Bruno

and Shin (2012), Lane and Milesi -Ferretti (2008), Lane and McQuade (2012)),
suggesting that credit -intensive sectors, like the housing sector, were a major
destination of capital inflows. But the nature of the economic sectors into which

capital actually flows is an area little explored in the literature, even though it is
of crucial importance. For example, capital flows that support investment in the

tradable sector may promote sustainable long -term growth and improve capacity

of the country to repay external loans.

Mitra (2011) argues that it is the desti nation, not the form of capital inflows, that

most influences GDP growth. Reis (2013) highlights that credit frictions in the

financial system suggest a misallocation of capital inflows, with non -productive
firms surviving through an increase in their debt levels, limiting the expansion of
more productive firms. This contributes to the expansion of the non -traded sector
vis-a-vis the traded sector. Lane (2013) discusses the growth differentials
between the traded and non -traded sector and finds striking dif ferences across

countries, with the non  -traded sector expanding strongly in Greece, Ireland and
Spain during 2003 -2007. Finally, another body of research examines the
connections between house prices and international capital flows, with an
emphasis on the current account (see among others Adams et al (2011),
Aizenman and Jinjarak (2009), Favilukis et al (2012)).
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Figure 27 Euro area domestic credit growth vs accumulated net debt
flows
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Note: accumulated net debt flows consist of the sum of net flows in portfolio debt and
other investment; data for Italy starts only in 2004Q1.

3.3 Net international investment positions (NIIPs)

Turning to an analysis of the stock and valuation effects in the euro area and
beyond, the following emerges:

The prolonged period of current (and financial) account imbalances in the pre -
crisis period resulted in the accumulation of a large stock of external assets and
liabilities for all the euro area  groups as well as the CEE countries. The UK had
a negative NIIP position of around 36 percent of GDP until 2010, but this has

been considerably reduced over the last three years. Northern Europe moved
closer to a balanced position by 2013. Central Eastern European countries
stand out for the ir large negative NIIP, which surpassed 80 percent of GDP in
2009 and has remained constant at that level since then.

In terms of composition , the euro area  core surplus is mostly accounted for
by other investment (the most important part of it is cross -border bank loans)
and direct investment. Portfolio equity and debt instead contributed negatively,
reflecting the attractiveness of the euro area capital markets for foreign investors,

although they  have been declining since 2013. In the euro area periphery,
accumulated portfolio investment liabilities have been declining since the start of

the European debt crisis and turned into assets by the end of 2012, while other
investment liabilities grew in imp ortance and make up nearly all of the euro area
peripheryos negat i ve euldlate® centre d a ylso hdshaenegative
position , but here the most important component is portfolio debt liabilities
outstanding followed by other investment liabilities, which have decreased their
importance over the last 4 years reflecting a deleveraging process.
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Figure 28 Net international investment position the three euro -area
groups (percent of GDP)
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