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During the sovereign debt crisis investors rebalanced out of stressed and into non-stressed euro area
countries, thereby contributing to the tensions in euro area financial markets. This paper examines
the geographical pattern of this great rebalancing. Specifically, we test whether euro area and non-
euro area investors adjusted their holdings of debt securities of euro area stressed and non-
stressed countries disproportionately relative to benchmarks derived from a standard gravity
model for portfolio choice. We find that non-euro area investors under-invested in stressed euro
area countries, but did not over-invest in non-stressed euro area countries. As regards intra-euro
area flows, we do not find evidence for a disproportionate slowdown of capital flows from non-
stressed into stressed euro area countries. Instead, our results suggest that investors in stressed
euro area countries disproportionately shifted capital into debt securities of non-stressed euro area
countries. Finally, we find that both non-euro area investors' under-investment in stressed countries
and stressed euro area investors' over-investment in non-stressed euro area countries ceased after
the announcement of the ECB's OMT programme.
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1. Introduction

The euro area sovereign debt crisis had a marked impact on cross-border investments in euro area debt markets. Heightened
concerns about the sustainability of public finances in some euro area countries resulted in a rebalancing out of stressed and into
non-stressed euro area countries that contributed to the fragmentation of euro area financial markets (see Figs. 1 and 2). How-
ever, little is known about the geographical pattern of debt flows to euro area countries during the sovereign debt crisis. In par-
ticular, it has yet to be explored whether the great rebalancing out of stressed and into non-stressed euro area countries has been
a mere euro area phenomenon caused by euro area investors, or whether international investors likewise rebalanced their port-
folios of euro area debt securities. Understanding the extent to which the great intra-euro area rebalancing, and ultimately the
tensions in euro area financial markets, has been a ‘domestic’, i.e. intra-euro area, phenomenon has important implications, as
the policy measures that would have been most adequate in each case in order to alleviate such excessive volatility are different.3
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On the one hand, if the rebalancing mainly reflected a ‘domestic’ phenomenon, official flows could offset ‘sudden stops’ of private
capital flows from non-stressed euro area investors to stressed economies through an increase of Target balances. On the other
hand, if foreign investors were the main driver of the observed portfolio adjustments residency-based capital flow management
measures might be more effective from a conceptual point of view (see IMF, 2012).

This paper aims to shed light on the geographic patterns of capital flows that were contributing to the tensions in euro area
financial markets during the sovereign debt crisis. In particular, we build on the literature on cross-border financial investment to
compare actual changes in the portfolio allocation of foreign and domestic investors during the sovereign debt crisis to those a
standard gravity model for portfolio choice based on informational frictions and transaction costs would predict. Using data
from the IMF's Coordinated Portfolio Investment Survey (CPIS) between end-2009 and end-2011, we find that foreign (non-
euro area) investors disproportionately reduced their holdings of bond securities of stressed euro area countries; however, foreign
investors' under-investment in stressed euro area countries was not accompanied by an over-investment in non-stressed euro
area countries' bond markets.4 Similarly, we do not find evidence for an under-investment of non-stressed euro area investors
in stressed euro area countries. Instead, our results suggest that investors in stressed euro area countries disproportionately
shifted capital into debt securities of non-stressed euro area countries. This intra-euro area capital flight is likely to be among
the main drivers of the excessive volatility in intra-euro area debt flows, the resulting tensions in peripheral debt markets and
the fragmentation of euro area financial markets. Finally, we find that the under-investment by foreign investors in stressed
euro area countries as well as the capital flight by investors in stressed euro area countries ceased after the announcement of
the ECB's Outright Monetary Transactions (OMT) programme.

Our work is related to four strands of the literature. First, our paper is related to the literature on the patterns of cross-border
portfolio flows during the global financial crises in 2007/08 (see Fratzscher, 2012; Milesi-Ferretti and Tille, 2011; Broner et al.,
2013; Galstyan and Lane, 2013; Ghosh et al., 2014). In contrast to this literature, we focus on cross-border portfolio investment

4 Throughout this paper, we use the terms “over” and “under-investment” as synonyms for shifts in a country's portfolio allocation which exceed or fall short of the
predictions derived from a gravity model for international portfolio choice.
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Fig. 1. Bond liabilities of euro area stressed economies.
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Fig. 2. Bond liabilities of euro area non-stressed economies.
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