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a b s t r a c t 

Target2 (T2) balances in the Eurozone are again in a divergent trend after the pandemic shock. The recent 

financial literature seems to have reached a consensus about the need to characterize such phenomena 

under specific monetary policy configurations variable in time. T2 balances can be decomposed by using 

the balance of payments (BoP) identities. Indeed, proving a strong causality link from data that have to 

fulfill an accounting identity can be challenging, since the closer the data are to an accounting identity, 

the less information on causal relation can be inferred from econometric techniques. Nevertheless we 

believe that useful information can be extracted from accounting correspondences. In this perspective, 

both long-term and short-term BoP decompositions are performed for Italy, Germany and France under 

different regimes of monetary policies in the Euro Area, showing the uttermost importance of current 

account imbalances and interbank credit flows in determining the behavior of T2 net balances. 

© 2021 Elsevier B.V. All rights reserved. 
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. Introduction 

In this work we study the dynamics of Eurozone Target2 (T2) 

mbalances and their consequences by performing a decomposi- 

ion of the T2 balances through the analysis of the financial ac- 

ounts of the Balance of Payments (BoP) which track all incoming 

nd outgoing capital flows from the country of reference (see also 

n the application of this methodology, Dosi et al., 2018 ). T2 is the

urrent Trans-European Automated Real-time Gross settlement Ex- 

ress Transfer system, i.e., an intra-European funds transfer system 

un on a single shared IT platform, the settlement net values of 

hich are calculated daily on a bilateral or multilateral gross basis. 

n June 2020, the Eurozone’s T2 net balances have continued to 

iverge, reaching record levels never experienced before: for Italy, 

 € 536 billion, - € 462 billion for Spain, while Germany records a 

uge surplus of € 995 billion, well above the peaks registered dur- 

ng the 2011-2012 Eurozone crisis in peripheral countries. The Eu- 

opean Central Bank (ECB) has also seen its deficit widen to € - 

60 billion due to the standard (PSPP) and pandemic emergency 

urchases programs (PEEP). Around 10 per cent of purchased as- 
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ets are risk-shared between Eurozone countries and thus are ac- 

ounted as an ECB “debt” towards National Central Banks (NCBs). 

This unusual accounting confirms the complex technicalities 

hat are involved and that continue to veil a clear explanation of 

he driving components of this accounting method employed by 

uropean national central banks. 

Academic research on the importance of T2 balances has 

rogressed considerably since the disputed work of Sinn 

 Sinn/Wollmershäuser 2012 ) and other preliminary research- 

sthat (( Cecchetti, 2012 ), ( Cecioni, 2012 )) attempted to shed light 

n the relationship between the current accounts and the T2 

alances of Euro area countries. A surplus in the current account 

hould lead to a positive T2 net balance, and vice versa. Within 

his perspective, Sinn considers that T2 balances are a “stealth 

ail-out” of peripheral countries by the creditor central banks. 

ndeed, a subsequent default of the debtor central bank would 

urn into a net loss for the Eurosystem, to be absorbed jointly by 

ll the remaining members (risk mutualisation or risk-sharing). 

helan (2012 and 2014) contested this view, pointing out that 

ny central bank can always operate with “negative equity”, i.e., 

t could offset losses by “printing money”, without fiscal transfers 

rom the taxpayers. Szécsényi (2015) concludes that T2 assets 

nd liabilities could eventually lead to losses in the extreme 

https://doi.org/10.1016/j.jbankfin.2021.106059
http://www.ScienceDirect.com
http://www.elsevier.com/locate/jbf
http://crossmark.crossref.org/dialog/?doi=10.1016/j.jbankfin.2021.106059&domain=pdf
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ase of a Euro break-up, but these should be much lower than 

hat the raw net imbalances suggest. Nonetheless, a part of the 

cademic and financial community seems to acknowledge that 

iverging net balances from 2014 are driven mainly by financial 

ransactions ( Borio/Disyatat 2015 , ( Meijers and Muysken, 2016 ), 

 ECB 2017 )( De Nederlandsche Bank 2016 ), ( European Parliament 

017 )). We agree with ( Terzi, 2019 ) interpretation of the pres- 

nce of two different regimes of monetary policies in the period 

999-2020 under which the T2 balances have displayed different 

atterns (see § Target2 balances before the financial crisis: BoP de- 

omposition from 2001 to 2008 and § T2 balances after the financial 

risis: BoP decomposition till 2020 for Italy and Germany ). 

From a general perspective, T2 decomposition reveals account- 

ng correspondence, not causality. Indeed, as pointed out by 

uer (2014) and Eisenschmidt et al. (2017) , the closer the data are 

o an accounting identity, the less information on causal relation 

an be inferred from econometric exercises. For this reason, we did 

ot run any panel-data econometric regressions or causality tests, 

referring to provide a comparative analysis of the T2 and BoP 

ata as regularly done in this stream of literature (see again e.g. 

inn and Wollmershaeuser 2011a , b , 2012a , b ; Buiter et al. 2011a , b , c ;

ornhorst and Mody 2012 ; Jobst et al. 2012 ; Bindseil et al. 2012 ;

nd the BoP analyses regularly published by the Bank of Italy 1 ). 

The co-movements between T2 balances and BoP cumulative 

ows cannot be completely disconnected and they convey a cer- 

ain amount of useful information in the long run, especially for 

vident cases of persistent BoP imbalances such as the German 

urrent account surplus with respect to the Euro area (EA), as well 

s to the rest of the world. 

In this work the T2 net balances of Italy, Germany and France 

re decomposed in the corresponding BoP flows. The visual analy- 

is allows to identify efficiently for Italy, Germany and France two 

ifferent regimes of monetary policies starting from 2001: the first 

egime runs up to 2008, the second from the end of 2008 with the 

tart of the Great Financial Crisis (GFC) up to the end of the data

ample. 

Till GFC, we show that massive capital shifts between EA coun- 

ries were happening without an appreciable impact on T2 bal- 

nces, because the growth of investments in foreign assets by the 

rivate sector were compensated by a corresponding growth in the 

xternal liabilities of banks, made available by an efficient inter- 

ank market. 

After GFC, German, Italian and the majority of EA banks em- 

arked in a persistent deleveraging, with a marked reduction of 

oth assets and liabilities. These items never recovered their pre- 

risis levels. This is coherent with the mutated configuration of 

onetary policy that reduced the weight of an impaired interbank 

arket for banks’ funding needs in favor of NCBs liquidity. The 

harp decline in interbank cross-border liabilities is at the root of 

he divergence of T2 net balances in both countries, but with radi- 

al different outcomes. 

In Germany, significant capital inflows due to a massive cur- 

ent account surplus more than compensated the reduction in Ger- 

an banks’ foreign liabilities, thus pushing the T2 balance up. For 

taly, NCBs liquidity (coming prevalently from Germany and north- 

rn Europe) was the only way to fill the gap opened by the missing

nflows that previously were guaranteed by a growing stock of Ital- 

an banks’ liabilities. That has been enough to drive T2 balances to 

istorical negative values. 

However, our work shows that this has not happened in France, 

here the role of the interbank market has always remained his- 

orically strong. After GFC and a brief pullback, investments in for- 
1 Banca d’Italia (2017) - I saldi TARGET2 e i movimenti dei capitali. Link: https: 

/www.bancaditalia.it/media/views/2017/target2/ . 

n

v

/

2 
ign assets by the private sector has been compensated by a corre- 

ponding growth in the external liabilities of banks, hence allowing 

 substantial stability in the T2 balance despite a persistent current 

ccount deficit. 

. How Target2 works 

The Gross Settlement system Target2 is the operating arm of 

he European financial system which allows to efficiently regulate 

nterbank credit. This is a technical tool which, through subse- 

uent compensations, allows the quick transfer of financial flows 

etween the different countries of the Eurosystem. 

The nodes are the central banks of European countries which 

hoose to adhere to the Eurosystem: basically, if a German bank 

eeds to settle a credit with an Italian bank, it may access an in- 

raday cash account at the Bundesbank and obtain an anticipated 

ayment, while the Italian bank will settle its own balance with 

he Bank of Italy. At this point, the German central bank will record 

 credit against the Italian central bank in its accounting books, 

nd vice versa. The credit is not compensated through the direct 

ransfer of flows between the two national central banks because 

n practice they are nothing more than “branches” of the European 

entral Bank. 

. The decomposition of T2 balances 

To shed light on the direction and magnitude of financial flows, 

he net balance of T2 can be analyzed as the result of movements 

n the accounts of the BoP 2 , which track all incoming and outgoing 

apital flows from the country of reference. Since the BoP net value 

ust be zero at all times, the T2 balance will vary in response to a

ariety of cross-border financial transactions carried out by banks, 

overnment and the non-financial private sector. 

In more formal terms, given the general structure of the BoP at 

 generic time t ∈ ( 0 , T ) : 

 A t + Cap A t − C F t + Er r O t = 0 (1) 

here: 

C A t is the Current Account Balance 

Cap A t is the Capital Account Balance 

C F t is the Financial Account 

Er r O t are the Errors and Omissions 

Considering the position of the �T2 component (i.e. the T2 net 

alance variation between two consecutive accounting periods t 

nd t-1 ) inside the Financial Account: 

 A t + Cap A t − ( C F noT 2 t + �T 2 ) + Er r O t = 0 (2) 

It follows that: 

 A t + Cap A t − C F noT 2 t + Er r O t = �T 2 (3) 

here now C F noT 2 represents the sum of all the sub-accounts of the 

inancial Account purified of the �T2 component. 

Given that �T 2 = T 2 t − T 2 t−1 , the T2 balance at the generic

ime t is trivially represented by the sum of the �T2 variations 

ver the reference period ( 0 , T ) plus an initial value T 2 0 . i.e.: 

 2 t = T 2 0 + 

T ∑ 

t=1 

�T 2 

This means that: 

 2 t = T 2 0 + 

N ∑ 

t=1 

( C A t + Cap A t − C F noT 2 t + Er r O t ) (4) 
2 The International Monetary Fund states in its position manual that the Target2 

et balance has to be accounted inside the section Financial account – Other in- 

estments. See also Annex 3 A3. 46 Intra-CUNCBs and CUCB balances . Link: https: 

/www.imf.org/external/pubs/ft/bop/2007/pdf/bpm6.pdf . 

https://www.bancaditalia.it/media/views/2017/target2/
https://www.imf.org/external/pubs/ft/bop/2007/pdf/bpm6.pdf
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 2 t = T 2 0 + 

N ∑ 

t=1 

( C A t ) + 

N ∑ 

t=1 

( Cap A t ) −
N ∑ 

t=1 

( C F noT 2 t ) + 

N ∑ 

t=1 

( Er r O t ) 

(5) 

In other words, the T2 net balance at a time t is replicated by 

uilding and summing the cumulative flows of the BoP accounts. 

Now, the sub-accounts that compose the entire Financial Ac- 

ount C F noT 2 t (that now exclude the �T2 net balance variation) 

ontain a large set of information about the origin and directions 

f financial flows. In detail it’s possible to disaggregate the data 

y highlighting the economic sector of reference ( government sec- 

or, central bank, monetary and financial institutions, private non- 

nancial sector ) and the typology of the financial transactions in- 

olved. For the scope of this paper, the following categories have 

een considered that correspond to an medium-high level of de- 

ail: 

Accounts Data collected 

Direct Investment Net Value 

Portfolio Investment - Equity and investment 

fund shares/units 

Assets & Liabilities 

Portfolio Investments – Debt Securities Assets & Liabilities 

Portfolio Investments – Other Investment Assets & Liabilities 

By properly aggregating the different sub-accounts along the 

ited macro-categories it’s possible to build quantities that have 

 precise meaning from a financial point of view. The following 

able 1 reports the set of aggregations of the Financial Account 

ub-accounts used in this work to decompose the �T2 net bal- 
Fig. 1. Italy – T2 balance and its BoP decomp

3 
nce variation to highlight its main financial and economic deter- 

inants. 

In the following the T2 net balances of Italy, Germany and 

rance are decomposed for the corresponding BoP flows. 

. T2 balances before the financial crisis: BoP decomposition 

rom 2001 to 2008 for Italy and Germany 

In this section we investigate by means of a long-term BoP de- 

omposition for Italy and Germany, how the BoP capital flows have 

volved and their relationship with the T2 balance in the two dif- 

erent regimes of monetary policies starting from 2001: the first 

egime runs up to 2008, the second from the end of 2008 with 

he start of the GFC up to the end of the data sample. The Figures

eveal a regime shift in 20 07-20 08 that can be identified without 

ecurring to more complex econometric tools, which as recalled 

efore have well identified limits when identities are involved. 

For both countries, BoP accounting identities show indeed that 

n the period 20 01-20 08 massive capital shifts between EA coun- 

ries were happening without an appreciable impact on T2 bal- 

nces. Investments in foreign assets by the private sector (grey 

nd pink areas in Figs. 1 and 2 , mainly financial in Germany, non-

nancial in Italy) were compensated by a corresponding growth in 

he external liabilities of banks (yellow area). This interpretation is 

n line with Terzi (2018) who suggested that “over any given pe- 

iod, if the value of net payments made (or received) by the residents 

f one EA country […] This was the ordinary scenario before 2007 in 

he EA: a zero (or close to zero) T2 balance position for each NCB was

onsistent with any balance of payments position with the RoEA [Rest 

f the Euro Area, ndA] .”

Italy 
osition (20 01-20 08, cumulative flows). 
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Table 1 

Financial Account (Sub-Accounts) Data Economic Sector Financial Meaning 

Direct Investments Net Value Total Economy Foreign Direct Investments 

Portfolio Investment - Equity and investment fund shares/units Net Value Central Bank Central Bank foreign investments and other liabilities 

Portfolio Investments – Debt Securities 

Portfolio Investments – Other Investment 

Portfolio Investment - Equity and investment fund shares/units Asset Government National government foreign investments 

Portfolio Investments – Debt Securities 

Portfolio Investments – Other Investment 

Portfolio Investment - Equity and investment fund shares/units Liabilities Government Foreign investments in national assets – Public sector 

Portfolio Investments – Debt Securities 

Portfolio Investments – Other Investment 

Portfolio Investment - Equity and investment fund shares/units Asset Monetary and Financial 

Institutions 

Foreign deposits, loans and investments of national 

banks Portfolio Investments – Debt Securities 

Portfolio Investments – Other Investment 

Portfolio Investment - Equity and investment fund shares/units Liabilities Monetary and Financial 

Institutions 

Foreign deposits, loans and investments in national 

banks Portfolio Investments – Debt Securities 

Portfolio Investments – Other Investment 

Portfolio Investment - Equity and investment fund shares/units Asset Other Sectors Foreign deposits, loans and investments of the 

non-financial private sector Portfolio Investments – Debt Securities 

Portfolio Investments – Other Investment 

Portfolio Investment - Equity and investment fund shares/units Liabilities Other Sectors Foreign investments in national assets – Non-financial 

private sector Portfolio Investments – Debt Securities 

Portfolio Investments – Other Investment 

Fig. 2. Germany – T2 balance and its BoP decomposition (20 01-20 08, cumulative flows). 

4 
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Fig. 3. Italy – T2 balance and its BoP decomposition (2001-2020, cumulative flows). 
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3 Targeted Long Term Refinancing Operations. 
For what regard Italy, by looking carefully at Fig. 1 is possible to 

iscern the gradual emergence of three phenomena that impacted 

n the Italian BoP in the early 20 0 0s: on the one hand, the growth

f investments by the Italian non-financial private sector abroad 

pink bars) which follows until 2008 a trend not so different to the 

ne experienced more recently from 2014 onwards. It could be ar- 

ued that, even before the GFC, the Italian private sector therefore 

as diversifying its investments abroad in search of more attrac- 

ive yields given the widespread belief in the unshakable solidity 

f the European banking system. At the time there was no concern 

n the markets about the financial health of the system (default or 

edenomination risks). 

This growing flow of investments, however, was financed dif- 

erently w.r.t. the recent praxis. While since 2014 the phenomenon 

as been driven by the liquidity injected into the system by the 

CB, in the early 20 0 0s it was financed by growing credit inflows

rom abroad; in fact, starting from 2003 to 2006 it is possible 

o appreciate an explosion of foreign investments in Italian pub- 

ic securities (green bars) and of cross-border borrowing by Italian 

anks (yellow bars). 

In other words, the growing financial integration guaranteed by 

onverging interest rates and the freedom of capitals’ movements 

n the EA facilitated the entry of financial capital into the country. 

ill 2008 these inflows substantially offset the outflows due to the 

iversification of investments abroad pursued by the private sec- 

or and, to a lesser extent, by national banks. For this reason, the 

2 balances, which roughly measure the balance between outgo- 

ng and incoming flows, remained around zero despite the growing 

mportance of these phenomena in terms of cumulative flows. 

Germany 
5 
In the German experience (see Fig. 2 ) three main phenomena 

an be easily identified: before the GFC. The T2 balance remains 

at due to the concomitant strong growth of German banks’ ex- 

osure, both in assets (gray bars - German banks’ investments 

broad) and liabilities (yellow bars, cross-borders interbank loans). 

n this first phase, foreign investments by the non-financial private 

ector (pink bars) and the positive current account (violet bars) 

lso contributed marginally to capital outflows. 

. T2 balances after the financial crisis: BoP decomposition till 

020 for Italy and Germany 

After 2008, T2 balances began to diverge, on the positive side 

or Germany, and the negative one for Italy. 

A common phenomenon that is reflected in both decomposi- 

ions is the persistent deleveraging of the banking sector, with a 

arked reduction of both assets and liabilities. These items never 

ecovered their pre-crisis levels. This is coherent with the mutated 

onfiguration of monetary policy that reduced the weight of the 

nterbank market for banks’ funding needs in favor of NCBs liq- 

idity. For Italy, also the non-financial private sector was reducing 

ts foreign liabilities (until 2014). From 2014 the supply-side shock 

elated to the monetary expansions of the ECB (T-LTRO 

3 loans and 

PPs 4 ) is connected with the recovery of Italy non-financial private 
4 Asset Purchase Programmes. 
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Fig. 4. Selected Entries of Italy BoP and Target2 Net Balance (2001-2020, cumulative flows). 
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ector foreign investments. For Germany, one cannot ignore the ac- 

eleration impressed to the cumulated current account surplus by 

he APPs and by the consequent Euro devaluation; this capital in- 

ow is not completely matched by the outflows of funds from the 

rivate non-financial sector and this is reflected (in an accounting 

erspective) by the increase in German T2 balance. 

Italy 

From 2008 to 2011, although Italy’s T2 balance did not un- 

ergo appreciable changes, profound shifts in the structure of the 

oP were taking shape. The GFC reduced investment by the non- 

nancial private sector and banks abroad due to increased risk 

version; this reduction in capital outflows was being partially off- 

et by the slowdown in the growth of foreign exposures to Italy 

both in the public and in the banking sectors). 

The most substantial change, however, concerned the worsen- 

ng of the current account balance (violet bars), due to the sud- 

en collapse in exports in 2008 and the subsequent slow recov- 

ry. In fact, with the economic recovery of 2010, the country’s cur- 

ent account did not improve but underwent a further deteriora- 

ion caused by the resumption of imports on one hand and the 

tagnation of exports on the other. The structural worsening of the 

urrent account in a phase of economic deceleration was an ad- 

itional element that contributed to the unfolding of a very un- 

avorable macroeconomic scenario for Italy in 2011. In the second 

alf of 2011 the slowdown in world GDP growth and the shift of 

he ECB towards a more tight monetary policy stance ignited in 

taly a severe BoP crisis, paired with a confidence crisis in govern- 

ent debt’s solvency. Abrupt outflows of funds were reflected by 

he sudden, unprecedented worsening of the T2 balance. 
6 
The green bars in Fig. 3 show that between 2011 and 2012, 

t the height of the Italian crisis, foreign banks sold a significant 

mount of Italian government bonds on the secondary market due 

o the augmented perception of credit risk. The sale of an Italian 

nancial asset from abroad represents a capital outflow for Italy, 

hich is recorded with the sign (-) in the T2 balance. Italian gov- 

rnment bonds were then re-purchased at low prices by Italian 

anks thanks to the huge flows of liquidity that they were bor- 

owing via LTROs 5 loans from the ECB. This operation succeeded 

n securing the refinancing of the Italian government debt, but at 

he cost of the internalizing the sovereign credit risk within the 

talian financial system. 

At the same time, German and other Northern European banks 

ere reducing their long-term commercial credits towards pe- 

ipheral countries. This phenomenon is captured by the negative 

rowth of yellow bars representing the cumulated interbank lend- 

ng of Italian banks. In 2011-2012, this lending was decelerating, 

ue to the substantial reduction in the deposits held by foreign 

anks at Italian banks and the lack of renewal of existing credit 

ines. 

Hence the combined effect of the fire sale of government bonds 

y foreign investors to Italian banks (green bars) and the contrac- 

ion of interbank credit (yellow bars) fully explains the explosion 

f the T2 balance up to - € 280 billion at the end of 2012. 

In 2013, when LTRO repayments began, the ECB’s balance 

heet gradually deflated together with the T2 balances of all ma- 

or Eurozone countries. The divergence of T2 balances resumed 
5 Long Term Refinancing Operations. 
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Fig. 5. Italy BoP – Portfolio Investments (2001-2020, cumulative flows). 
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n June 2014 when the ECB launched a new loan program for 

uropean banks aimed this time at increasing corporate credit 

T-LTROs). 

However, the divergence process in T2 balances accelerated 

onsiderably after the launch of the APPs in March 2015, briefly 

iscontinued only between January and November 2018. As of 

une 2020, total purchases had already exceeded € 2.775 billion. 

oreover, from March 2020 the new Pandemic emergency Pur- 

hase Programme (PEPP) has added €453 billion to the ECB balance 

heet. 

In sync with the launch of APPs in 2015, the reallocation of 

on-financial private sector wealth from government bonds to for- 

ign bonds, mutual funds and shares (pink bars in Fig. 3 ) has be-

ome the main cumulated flow linked with the deterioration of 

he Italian T2 balance. From March 2015 to April 2020, almost €
00 billion were reinvested by non-financial Italian enterprises in 

ehicles with legal residence in Luxembourg, the Netherlands and 

ermany. Only 20% of these can be attributed to Italian entities 

through "round trip” funds). A good chunk of these transactions 

ere allowed by the open-market operations of the Bank of Italy, 

hich purchased government bonds from private investors, thus 

roviding the necessary financial resources. For what regards the 

ausal relationship between the ECB asset purchase programmes 

nd the BoP movements, see § 6. 

Fig. 4 offers an alternative view of the main cumulative flows 

f Italy BoP in the period 2001-2020. 

Fig. 5 highlights the trend of the main net flows of the BoP 

ggregated by reference sector. The cross-border investment cy- 
7 
le of the private non-financial sector is evident (violet line), with 

 phases of expansion: one between 2002 and 2008, financed 

hrough an increase in the foreign liabilities of the national bank- 

ng sector (blue line) and an increase of foreign investments in Ital- 

an public securities (green line). A second between 2014 and 2020, 

ffset by a corresponding increase in central bank liabilities (red 

ine), which injected liquidity into the financial system through a 

idespread purchase of government bonds on the secondary mar- 

et. In the same period, the blue line was steadily declining due 

o the progressive deleveraging of the banking sector from cross- 

order liabilities. 

Germany 

If the same in-depth analysis is carried out on the German T2 

alance (see Fig. 6 ), clear structural similarities that are not char- 

cteristic of Italy but common to all of the Euro area emerge. 

The Germany T2 balance started to diverge around 2008 due 

o the decline in bank exposures - evident on both liabilities and 

ssets - and the growth of foreign investments in German pub- 

ic securities, which began to assume the role of safe haven that 

ould become central during the crisis of the EA in 2011. After 

009, the gradual reduction of the weight of the banking sec- 

or in cross-border flows continued, while the weight of the cu- 

ulative balance of current account (violet bars) and of the for- 

ign investments by the non-financial private sector (pink bars) 

ncreased. From 2008 till 2014 capital outflows became station- 

ry, while inflows continued to grow, with liquidity incoming both 

rom the surplus of the current account and the increase in invest- 

ents in public securities (green bars). The synergy of these two 
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Fig. 6. Germany – T2 balance and its BoP decomposition (2001-2020, cumulative flows). 
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6 See Dor (2016) , Meijers/Muysken (2016), European Parliament (2017), 
orces is what caused the first peak of the German T2 balance in 

012. 

The short fallback phase of 2013-2014 of the T2 balance can 

e explained by the sharp decline in interbank cross-border liabil- 

ties, due to the deleveraging of German banks towards peripheral 

ountries. This realignment was obtained through a sudden stop in 

ew loans and the reduction of pre-existing credit lines. Foreign 

nvestment in Bund securities became stationary and this helped 

o stabilize liquidity inflows. 

Since 2015, the APPs have allowed foreign investors to sell 

art of their Bund investments to the Bundesbank; hence green 

ars began to decline steadily. At the same time the ample liq- 

idity available enabled the acceleration of cross-border invest- 

ent of the private sector (pink bars). Nonetheless, total capital 

nflows continued their uninterrupted rise due to the overwhelm- 

ng weight of the current account component (violet bars), that 

ragged the T2 balance towards record values extremely close to 

1.0 0 0 billion. 

Fig. 7 offers a better view of the main cumulative flows of Ger- 

any Bop in the period 2001-2020. 

Fig. 8 offers instead a different view on the trend of some net 

ows of the BoP aggregated by reference sector. As for Italy, since 

001 foreign investment by the private banking sector seem to 

ave followed 2 different cycles of expansion/contraction, reflected 

n specular movements of the central bank accounts. For German 

anks, the strong growth in foreign exposure in the 20 01-20 07 pe- 

iod (blue line) was followed by sustained deleveraging until 2012, 

ollowed by a new cycle (weaker than the previous one) which ap- 

ears to have reached already a peak in 2015 in correspondence 

D

8 
ith the start of the APPs. Since then the German banking system 

as returned to deleveraging mode. 

Foreign investments by the private sector (purple line) instead 

how a regular linear growth with a regime change (reflected in an 

cceleration of the trend) after the GFC period. This pattern seems 

o correlate well with the growth in the cumulative current ac- 

ount surplus. Quite predictably, German firms have re-invested a 

izable part of their trade and capital account surpluses in foreign 

nancial assets. The behavior of cross-board investment in the gov- 

rnment sector (green line) is characterized by a constant growth 

f foreign holdings of German government bonds. The architecture 

f the EA has allowed the Bund to gradually ascend to a safe as- 

et status for the entire monetary union, in the absence of credible 

lternatives. A visible turnaround in Bund foreign holdings started 

rom 2015, mainly due to the ECB’s “drainage” action on the sec- 

ndary market ( € 640 billion of German Bund purchased via APPS 

nd PEEP as of 06/30/2020). 

. The debate around the role of ECB APPs in influencing T2 

alances 

Recent findings 6 have linked the launch of the APPs with the 

esumption of the T2 balance divergence process in the EA, after 
osi/Roventini/Minenna(2018). 
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Fig. 7. Selected Entries of Germany BoP and Target2 Net Balance (2001-2020, cumulative flows). 
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7 According to the Bundesbank “The TARGET2 balance in the Bundes- 

bank’s balance sheet is therefore mainly attributable to cross-border trans- 

actions which involve banks that participate in TARGET2 via the Bun- 

desbank” – Link: https://www.bundesbank.de/Redaktion/EN/Standardartikel/Tasks/ 
 period (2012-2014) of relative reduction. Also the ECB considers 

he APPs as the main driver of the divergent T2 balances among 

A countries. In an official bulletin ( ECB 2016 ), the ECB highlights 

he linear relationship between the liquidity injected into Euro- 

ean financial systems through the purchase of government bonds 

nd the corresponding increase in T2 balances, negative for the 

eripheral central banks and positive for Germany and satellite 

ore countries. The dynamics of the T2 balances for other primary 

conomies such as France and Austria seem instead stationary and 

ot correlated with the ECB’s monetary expansion. 

Apparently, the dynamics of T2 balances reveal that all the new 

iquidity injected in the financial systems of the peripheral coun- 

ries have been drained to northern Europe, giving rise to the per- 

eption for the general public of a "capital flight”, amplified by me- 

ia and different political parties across the EA. 

According to the ECB, such patterns are only apparent and de- 

end mainly from the mechanic of the APPs. Indeed, according to 

he APPs engagement rules, EA national central banks acquire gov- 

rnment securities from both domestic and foreign entities. When 

he Bank of Italy – for example – buys an Italian government bond 

rom a German enterprise, liquidity flows directly into the German 

nancial system and is negatively/positively accounted for in the 

2 balance of the Bank of Italy / Bundesbank . Moreover, the Bundes- 

ank (or the Dutch and Luxembourg central banks) also intermedi- 

tes the operations of banks outside the Euro area that tend to use 

heir local subsidiaries to make purchases (e.g., a British bank in- 

olved in purchasing Italian government bonds passing through its 

erman subsidiaries). The ECB Bulletin reports that at the aggre- 

ate level, 80 per cent of all purchases were made through cross- 

order operations of national central banks with foreign entities, 

P

9 
hile approximately 50% of securities purchases within the APPs 

nvolved residents outside the EA, thus fueling the growth 

7 of T2 

alances in Germany, the Netherlands and Luxembourg. 

However, we suspected the influence of other determinants dif- 

erent from the NCBs purchases of securities from non-EA coun- 

ries (( Dosi et al., 2018 ), ( Dosi et al., 2019 )). This is in line with

aldo et al. (2017) and Alves et al. (2018) who suggest that the per-

istent capital outflows from peripheral countries has to be framed 

in a context of differing yields on national debt, investors’ risk aver- 

ion, and a domestic bias in banks’ investment strategies ”. In fact, the 

ggregate numbers published by the ECB are not representative 

f what has happened in the large economies of Italy and Spain, 

here the government debt tends to be predominantly held by 

omestic investors (in Italy about 65% of the debt is in national 

ands, while in Spain this percentage hoovers around 50%). If NCBs 

ould make purchases from domestic and foreign investors us- 

ng a uniform trading pattern, one should expect that they should 

rossly respect this subdivision. Thus, the figure of 80% is likely to 

e representative for countries such as Austria, where 85% of the 

ebt is actually in foreign hands, but it ought to be consider over- 

stimated for Italy and Spain. 

The hypothesis that NCBs make purchases from domestic and 

oreign investors using an uniform trade pattern is not supported 
ayment _ systems/target2 _ balance.html . 

https://www.bundesbank.de/Redaktion/EN/Standardartikel/Tasks/Payment_systems/target2_balance.html
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Fig. 8. Germany BoP – Portfolio Investments (2001-2020, cumulative flows). 
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y ( Terzi, 2019 ), that claimed that “NCBs do not use any trading pat-

ern other than taking the lowest dealers’ ask price ”. However, given 

ow NCBs perform their purchases, we made a conservative choice 

onsistent with the principle of market neutrality that does not re- 

uire any additional assumptions on how the seller may behave 8 . 

he lowest ask price criterion is only another hypothesis since, ac- 

ording to the ECB, the price of the asset is only an element to 

e evaluated in the purchase decision 

9 . Nonetheless, our hypoth- 

sis is not necessarily in contrast with ( Terzi, 2019 ), rather it is

erfectly consistent with it if foreign investors are no more will- 

ng to sell securities to the NCBs than the national ones. It would 

ead to wrong conclusions only in the case (highlighted by Terzi) 

here foreign investors have sold disproportionally government 

onds to domestic investors. In that case, in fact the probability 

hat counterparties are non-resident entities does not necessarily 

irror their holding shares. But this is another presumption on the 

ehavior of other agents; in absence of precise information we are 

ealing with two speculations instead of one. Moreover, the data 

egarding the foreign holdings of government bonds do not seem 

o support Terzi’s speculation: since the APPs inception, foreign in- 
8 In other words market neutrality in our hypothesis means that the national cen- 

ral bank is paying the same price for the bond as any other buyer. Moreover, the 

CBs do not use the nationality of the counterparty as a selective criterion during 

urchase. 
9 Embarking on public sector asset purchases - Speech by Benoît Cœuré, Mem- 

er of the Executive Board of the ECB, at the Second International Conference on 

overeign Bond Markets, Frankfurt, 10 March 2015. Link: https://www.ecb.europa. 

u/press/key/date/2015/html/sp150310 _ 1.en.html . 

(

n

c

p

O

10 
estors have increased their holdings share in Spain ( + 4,1%, De- 

ember 2019) while Italy experienced a limited reduction (-4,1%, 

ecember 2019) mainly in the last two quarters of 2018, and so 

learly not attributable to NCBs purchases 10 ( Terzi, 2019 ). 

For what concerns the weight (undetermined in the ECB’s po- 

ition paper ) to be attributed to the Bundesbank role of hub when 

urchasing securities on behalf of banks outside the EA, some in- 

ormation can be extracted from a Bundesbank time series that ap- 

ears in the passive side of the foreign exposure of the central 

ank (see Fig. 9 11 ). This series (Liabilities to non-euro-area resi- 

ents denominated in euros) is mainly related to deposits of non- 

A central banks and monetary authorities at the Bundesbank. 

The growth of this financial variable is evidently linked to the 

urchase of government bonds by the Bundesbank during the APPs 

nd can reasonably be explained by the role of intermediary that 

he German central bank has on behalf of financial institutions re- 

iding outside the EA. This interpretation is in line with that of 

ehment (2019) , who extends the analysis also to the accounts 

f the Banque de France and of De Nederlandsche Bank , but not 

hared by ( Terzi, 2019 ). 

The reduction of the Eurosystem net foreign external assets 

NFAs) is a well-documented phenomenon and is commonly con- 

ected with the APPs, see ( Kowalewski and Szadkowski, 2017 ). Ac- 

ording to the authors “the increase in ‘other liabilities’ to ‘non- 
10 Bruegel datasets - Sovereign Bond Holdings. Link: http://bruegel.org/ 

ublications/datasets/sovereign- bond- holdings/ . 
11 Germany BoP – External position of the Bundesbank – External Liabilities –

ther Investment – Deposits of non-Euro area residents. 

https://www.ecb.europa.eu/press/key/date/2015/html/sp150310_1.en.html
https://www.bruegel.org/publications/datasets/sovereign-bond-holdings/
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Fig. 9. Bundesbank External Position – Deposits of non-euro area residents (monthly flows). 
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uro area residents denominated in euros’ (the account we are 

onsidering, ndA) (around €121bn from end-2014 to the start of 

arch 2017) accounts for the largest fall of NFAs.”

The mechanism that is at work here is explained in detail 

y Eisenschmidt et al. (2017) : “By contrast, in the three coun- 

ries with the largest TARGET claim positions (which coincide with 

hose countries hosting gateway financial centres), the decline in 

anks’ net external assets has not been driven by TARGET flows, 

…] banks in gateway centres receive payments in TARGET2 from 

cross the euro area and channel them to the rest of the world 

ia other financial arrangements”. Moreover, in footnote 53, ibi- 

em, they claim that “This [the other financial arrangements, ndA] 

ay consist of bilateral agreements simply reflected in cross expo- 

ures on the balance sheets of the gateway bank and the non-euro 

rea bank or may involve more sophisticated arrangements. Such 

rrangements may also include the involvement of a non-euro area 

entral bank and the NCB of the country where the euro area gate- 

ay bank operates, e.g. via the use of swap lines. Whichever the 

rrangement, the settlement of the payment between the euro area 

ateway bank and the non-euro area bank will result in a change 

n the net external asset position of the banking system of the euro 

rea country in which the gateway bank is operating. This change 

ill be reflected in positions other than TARGET.”

For what regards the “other financial arrangements”, the Bun- 

esbank gives us an example by stating: “Having a euro account at 

he Bundesbank allows international organisations, central banks 

nd monetary authorities to participate in the European cross- 

order payment system TARGET2. The account is held on a credit 
11 
alance basis and forms the basis for the other services which 

re offered. There is no need to maintain a given minimum credit 

alance. Accounts are remunerated as described under “Account 

emuneration through automatic overnight deposits” and “Fixed- 

erm deposits”. These accounts are managed by the Eurosystem Re- 

erve Management Service (ERMS)”. 

To our knowledge, ERMS holdings are increasing and are ac- 

ounted in the BoP item “Liabilities to non-euro-area residents de- 

ominated in euros”. 

. The role of the interbank system in stabilising T2 balances: 

oP decomposition from 2011 to 2020 for France 

To conclude, we want to present a BoP decomposition for 

rance. This is a useful example to show that indeed the different 

onetary configuration that has characterized EA countries after 

008 is a necessary but not sufficient condition for the increase 

f T2 balances (see also Terzi 2018). France’s T2 balance has re- 

ained stationary throughout the years, even after the take-off of 

PPs in 2015. We think that the decomposition via BoP cumulated 

ccounts could help to understand, at least partially, the reasons 

ehind this. 

Interbank credit has traditionally a strong role in French BoP 

see Fig. 10 ): this can be attributable to the large size of the 

rench banking system. During the 2011-2012 crisis, foreign credit 

o French banks experienced a significant contraction, compen- 

ated by a corresponding reduction in the foreign assets of French 

anks. In the following years both items significantly recovered. 
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Fig. 10. France – T2 balance and its BoP decomposition (2011-2020, cumulative flows). 
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hese inflows of capital reduced greatly the banks’ use of NCBs 

iquidity for funding needs. Capital reallocation towards foreign in- 

estments also has characterized the French economy in a similar 

ay as observed for Italy, Spain and Germany (pink bars). It seems 

owever that the French T2 balance has remained basically sta- 

ionary due to the strong re-leveraging of the banking sector and 

he capacity of the French non-financial private sector to attract 

nvestment flows towards the French economy. Again, this capac- 

ty has to be understood “in a context of differing yields on national 

ebt, investors’ risk aversion, and a domestic bias in banks’ investment 

trategies” (see Baldo et al., 2017 ; and Alves et al., 2018 ). 

. Conclusions 

In the last decade, diverging NCBs’ T2 balances are become a 

ecurrent phenomenon in the EA after an initial phase of the mon- 

tary union in which they seemed not to play a relevant role. 

ur long-term decomposition, based on a well-established BoP ac- 

ounting identity, shows for the economies of Italy, Germany that 

ivergence in T2 balances may occur under specific monetary pol- 

cy configurations when there are less incentives and opportunities 

or banks in demand of liquidity to access the interbank market 

ue the pervasive presence of NCB liquidity at very favorable con- 
12 
itions. The consequent reduction of national banks’ exposure in 

oreign liabilities reduces liquidity inflows and hence exerts a siz- 

ble negative impact on T2 net balances. If the missing inflows are 

ot compensated through other channels (i.e. the current account 

urplus in Germany), T2 balances are subject to a steady deteriora- 

ion over time, as currently happening in Italy, Spain and other EA 

conomies. 

However, the French case demonstrates that if a sizable inter- 

ank market continues to operate smoothly as in the pre-GCF pe- 

iod, investments in foreign assets by the private sector are com- 

ensated by a corresponding growth in the external liabilities of 

anks; in this environment there’s no space for an increase in T2 

alances even with the presence of abundant NCB liquidity. 

Proving a strong causality link between T2 balances and con- 

ition of stress or fragmentation of markets or other macroeco- 

omic variables like exchange, inflation or growth rates was not 

he scope of this work. While acknowledging that causal relation- 

hips are difficult to prove from data that have to fulfill an ac- 

ounting identity, we nevertheless believe that useful information 

an be extracted from the analysis of BoP accounting correspon- 

ences, especially in the long run when the signal-to-noise ratio in 

he data tends to reduce and the structural features of the different 

conomies emerge. 



M. Minenna Journal of Banking and Finance 140 (2022) 106059 

A

Payments Accounts. 12 

Liabilities 

t 

- 

 

Foreign 

deposits, 

loans and 

investments 

of Italian 

banks 

Foreign 

deposits, 

loans and 

investments 

of the 

non-financial 

private sector 

Foreign 

Investment in 

Italian Assets 

–

non-financial 

private Sector 

Foreign 

Investment 

in Italian 

Assets –

public 

sector 

Foreign 

deposits, 

loans and 

investments 

in Italian 

banks 

Other 

Flows 

9.256 -1.439 2.482 -1.946 9.009 -1.874 

20.643 -44.602 32.080 -12.034 28.606 1.538 

-9.812 -54.435 56.056 2.431 41.436 -2.576 

-31.167 -108.613 48.976 82.476 72.482 -23.673 

-40.623 -140.175 75.212 83.398 112.242 -29.574 

-67.900 -268.936 80.566 184.258 216.494 -50.060 

-86.535 -342.243 95.540 186.920 342.890 -61.184 

-153.012 -331.853 110.566 176.122 452.910 -70.915 

-112.636 -278.212 96.633 220.052 419.900 -38.032 

-87.065 -271.711 116.395 308.278 367.554 -37.072 

-80.939 -268.820 180.243 280.486 396.295 -64.335 

-100.699 -239.381 171.737 222.652 331.583 -74.589 

-121.370 -200.160 191.646 212.940 289.076 -85.512 

-58.472 -232.101 203.149 241.762 265.571 -92.060 

-74.605 -322.503 250.209 294.097 288.956 -71.676 

-62.908 -411.752 230.703 293.943 281.695 -65.678 

-81.950 -471.491 213.949 268.879 225.625 -36.656 

-115.760 -580.063 204.286 283.944 242.785 -29.232 

-136.418 -617.097 206.906 242.438 256.774 -48.225 

-185.213 -663.133 232.035 328.412 285.069 -48.930 

-216.599 -651.222 218.411 265.381 262.507 -66.382 

e of Payments Accounts. 

Liabilities 

 

Foreign 

deposits, 

loans and 

investments 

of German 

banks 

Foreign 

deposits, 

loans and 

investments 

of the 

non-financial 

private sector 

Foreign 

Investment in 

German 

Assets –

non-financial 

private sector 

Foreign 

Investment 

in German 

Assets –

public 

sector 

Foreign 

deposits, 

loans and 

investments 

in German 

banks 

Other 

Flows 

-9.548 -38.310 4.849 -10.945 46.618 5.176 

-161.068 -131.505 110.936 14.146 140.030 871 

-333.739 -179.158 137.690 68.973 228.098 -10.049 

-498.828 -230.155 158.401 112.905 301.254 -12.455 

-711.795 -281.914 161.378 151.339 446.901 -20.143 

-928.292 -417.129 224.317 223.504 537.781 -13.016 

-1.214.463 -472.631 303.144 264.392 644.633 -12.467 

-1.574.437 -556.009 403.836 331.061 926.196 -81.385 

-1.516.417 -608.298 422.396 382.172 798.058 -139.812 

-1.330.958 -729.516 410.885 446.717 624.938 -149.011 

-1.134.798 -925.752 485.597 577.558 644.415 -195.498 

-1.063.900 -991.422 488.177 700.870 658.681 -272.705 

-962.556 -1.112.441 493.667 752.114 556.599 -355.053 

-960.903 -1.260.949 496.559 759.035 403.192 -338.282 

-1.092.350 -1.425.670 541.677 772.299 477.329 -364.124 

-949.733 -1.532.588 583.905 659.535 374.148 -411.162 

-943.999 -1.646.379 576.872 556.981 506.066 -444.850 

-902.183 -1.821.646 580.697 467.315 514.557 -422.696 

-956.271 -1.909.492 580.830 427.937 468.416 -450.589 

-995.399 -2.055.080 620.344 429.281 497.635 -520.257 

-1.063.024 -2.063.925 702.458 431.096 581.243 -585.631 

of Payments Accounts. 
nnex A 

Italy - target2 net balance and its decomposition via Balance of 

Cumulative Flows since 2001. 

Net Values Assets 

Target2 Net 

balance 

Current + 

Capital 

Account 

Direct 

Investments 

Central 

Bank 

foreign 

investments 

and other 

liabilities 

National 

governmen

Foreign In

vestments

2000 (Dec) -1.000 

2001 -7.615 -748 797 -23.652 -379 

2002 9.782 6.960 -1.550 -15.388 -2.911 

2003 4.917 835 5.682 -22.431 -1.773 

2004 9.331 -4.225 20.764 -29.212 -1.669 

2005 18.344 -8.631 23.923 -27.408 -1.323 

2006 27.095 -22.408 10.088 -22.367 -2.150 

2007 28.716 -44.825 -3.330 -20.420 -2.633 

2008 34.663 -66.967 -16.495 -30.502 -2.695 

2009 50.650 -112.704 -78.836 -34.018 -2.990 

2010 77.579 -142.381 -76.981 -53.956 -2.994 

2011 27.700 -199.218 -99.963 -85.260 -8.093 

2012 -180.130 -244.122 -107.072 -93.057 -23.860 

2013 -228.163 -242.499 -114.978 -96.627 -56.383 

2014 -199.411 -222.739 -107.076 -100.058 -75.471 

2015 -164.474 -190.132 -117.658 -109.854 -82.945 

2016 -251.264 -159.777 -116.946 -120.138 -86.178 

2017 -364.733 -116.764 -103.609 -122.801 -95.627 

2018 -433.205 -71.958 -106.150 -125.229 -102.081 

2019 -481.969 -28.495 -104.605 -123.406 -106.149 

2020 -383.248 23.115 -101.440 -113.574 -112.658 

2020 (Apr) -512.899 30.680 -109.623 -112.032 -107.150 

Germany - target2 net balance and its decomposition via Balanc

Cumulative Flows since 2001. 

Net Values Assets 

Target2 Net 

balance 

Current + 

Capital 

Account 

Direct 

Invest- 

ments 

Central 

Bank 

foreign 

investments 

and other 

liabilities 

National 

government

Foreign In- 

vestments 

2000 (Dec) -5.000 

2001 -11.568 -4.730 -7.076 -12.557 19.955 

2002 -27.310 -9.079 -5.380 -54 18.794 

2003 -924 25.487 16.247 27.622 22.907 

2004 4.791 68.706 33.452 52.663 23.857 

2005 6.312 168.950 13.011 56.869 26.717 

2006 8.653 277.412 -10.503 88.597 30.991 

2007 6.993 415.770 -50.549 98.567 35.605 

2008 67.796 584.696 -128.621 123.572 43.897 

2009 133.692 717.358 -168.973 208.511 43.701 

2010 177.760 859.225 -203.940 212.201 42.202 

2011 302.630 1.007.980 -245.556 213.756 -120.087 

2012 498.131 1.177.625 -253.424 199.012 -138.396 

2013 616.937 1.370.542 -270.895 323.828 -170.757 

2014 500.357 1.559.915 -303.900 320.378 -173.511 

2015 515.266 1.773.986 -355.533 375.262 -185.404 

2016 587.000 2.034.452 -413.181 401.258 -164.145 

2017 795.621 2.302.442 -467.162 497.564 -155.153 

2018 882.052 2.562.643 -509.059 531.033 -146.020 

2019 868.142 2.805.794 -522.366 549.649 -133.150 

2020 811.435 3.048.082 -562.391 495.717 -138.003 

2020 (Apr) 918.814 3.103.248 -575.308 535.598 -137.428 

France - target2 net balance and its decomposition via Balance 
Cumulative Flows since 2011. 

12 Source: Eurostat Database. Link: https://appsso.eurostat.ec.europa.eu/nui/show.do?dataset=bop _ c6 _ m&lang=en . 

13 

https://www.appsso.eurostat.ec.europa.eu/nui/show.do?dataset=bop_c6_m&lang=en
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Net Values Assets 

Date (Value 

observed at 

Jan/31) 

Target2 Net 

balance 

Current + 

Capital 

Account 

Direct In- 

vestments 

Central 

Bank 

foreign 

investments 

and other 

liabilities 

National 

governmen

Foreign In-

vestments 

2010 (Dec) -18.318 

2011 (Jul) -7.406 1.264 -1.874 15.416 -189 

2012 -33.489 1.986 -1.858 10.051 408 

2013 -97.730 1.426 -11.613 14.257 1.005 

2014 -98.530 -1.823 -13.912 14.582 1.322 

2015 -88.686 -2.207 -12.267 15.955 1.146 

2016 -77.424 636 -12.534 11.726 -147 

2017 -113.666 -5.358 -14.754 12.858 -1.188 

2018 -63.765 -29.569 -27.246 31.585 -32.699 

2019 -276.52 -41.869 -22.287 23.937 -46.532 

2020 -53.584 -60.045 -62.157 21.455 -55.592 

2020 (Apr) -42.049 -69.159 -52.729 -23.070 -58393 
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Acronyms and Abbreviations 

Acronyms/Abbreviations Definition 

APPs Asset Purchase Programmes 

BoP Balance of Payments 

EA Euro Area 

ECB European Central Bank 

GFC Great Financial Crisis 

LTRO Long Term Refinancing Operation 

NCBs National Central Banks 

NFAs Net Foreign Financial Assets 

PEPP Pandemic Emergency Purchase Programme 

PSPP Public Sector Purchase Programme 

T2 Target2 

RoEA Rest of the Euro Area 

T-LTRO Targeted Long Term Refinancing Operation 
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