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On 19 November 2007, the new
TARGET2 system for settling urgent
payment orders in real time will come
into operation. In so doing, it will
replace the current TARGET system,
which for the eight years since the
start of the European monetary union
has made it possible to transfer euro
balances between accounts held at
European central banks in a matter of
minutes. This has been instrumental in
laying the basis for a single European
money market. The Bundesbank’s
RTGSP'“s system, which represents the
German component of the TARGET sys-
tem, will cease to operate after the
close of business on 16 November 2007
and be superseded by the new system.
Around 150 RTGSP'“S participants are
currently preparing for the transition
from the “old” RTGSP"“>-TARGET envir-
onment to TARGET2. Following on from
past Bundesbank monthly reports al-
ready focused on RTGSP'“* and recent
developments in the area of individual
payments (September 2005), the fol-
lowing article describes the most
important elements which make up
TARGET2 and its advantages for the
European financial market. The article
is particularly effective in illustrating
the considerable importance of this
new TARGET generation to the Bun-
desbank, the German banking industry
and those involved in the business of
securities settlement in Germany.
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Importance of TARGET in individual

payments in euro

Global and Handling more than 350,000 transactions

European
importance

every day with a value of €2.4 trillion, the

TARGET' system, operated by the European

System of Central Banks (ESCB), is of para-

mount importance to the European financial

infrastructure. Using TARGET it is possible to

transfer balances held at a central bank to an-

other account in Europe at great speed. Not

least owing to the large volume of transac-

tions involved and the wide range of central-

ised functions it offers, TARGET has acquired

great systemic relevance.

70

TARGET is used for the purposes of set-
tling Eurosystem monetary policy oper-
ations, supplying market participants with
central bank money and absorbing excess
central bank liquidity.

The trading of central bank balances be-
tween banks, also known as money mar-
ket activity, is also settled using TARGET.

Other, privately operated settlement sys-
tems, for example in the area of foreign
currency payments and securities trading,
settle their transactions via bank accounts
held at the central banks and likewise use
TARGET to achieve this.

Bank customers can also use TARGET for
the settlement of domestic or European
credit transfers that need to be settled as
speedily as possible owing to their special
urgency. In addition, banks frequently use
TARGET to settle payments arising from

International comparison
of selected payment systems

Thou-

sand  Number of payment transactions

600  (daily average)
500 e —————T
400 Fedwire (US) CHIPS (US)

300 TARGET (EU)

200

EURO1 (EV)
100 / RTGSPIUs (Germany)
0 CLS (International) p
trillion
Value of payment transactions 550
(per year)
500
TARGET (EU) 450
400
Fedwire (US) é,&’ 350
-
- 300
CHIPS (US) 250
CLS (International) 200

=t
==
==
==

150
e bl L

/ RTGSPus (Germany) 100
50

// EURO1 (EV) 0

2002 2003 2004 2005 2006

Deutsche Bundesbank

their correspondent banking activity in
non-European countries.

Accordingly, security plays a major role in
connection with payments settlement. This
includes, in particular, the immediate (ie real-

1 Trans-European Automated Real-Time Gross Settlement
Express Transfer system, which links up the ESCB’s indi-
vidual Real-Time Gross Settlement (RTGS) systems.



time) clearing and settlement (ie “gross”) in
central bank money.

With an annual volume growth of 9% and a
corresponding value growth of 35%, TARGET
has developed very positively over the past
five years. In the area of “individual pay-
ments”, TARGET enjoys approximately a 90%
share of the European market in terms of
value and a market share in excess of 60% in
terms of volume. Most of the remaining
share is handled by the EURO1 system oper-
ated by the Euro Banking Association. In
terms of international standing, TARGET
ranks alongside the Federal Reserve Bank’s
Fedwire system, the private US dollar clearing
system CHIPS? and the global foreign ex-
change settlement system CLS3 as one of the
world’s largest individual payment systems.

The Deutsche Bundesbank and TARGET

Bundesbank
as a system
operator

The Bundesbank’s official mandate enshrined
in section 3 of the Bundesbank Act since
1957 stipulates that the Bundesbank has to
arrange for the execution of domestic and
cross-border payments. The Bundesbank ful-
fils this function inter alia by operating its
own payment systems. With RTGSPY* the
Bundesbank operates an innovative Real
(RTGS)
RTGSP also functions as the national
TARGET component. TARGET comprises
16 national RTGS systems together with the

Time Gross Settlement system.

ECB payment mechanism (EPM). The individ-
ual national components are connected with
one another via technical interlinking. The im-
portance of the German TARGET component

DEUTSCHE
BUNDESBANK

Monthly Report
October 2007

is reflected in the fact that approximately
45% of all
TARGET payments are settled using RTGSP'“S.
Measured in terms of volume, the share is
just under 30%.

domestic and cross-border

Transition from TARGET to TARGET2

As early as October 2002, the Governing
Council of the ECB adopted the main prin-
ciples for the next generation of the TARGET
system. Accordingly, individual EU central
banks were allowed to decide for themselves
whether to continue operating their own
real-time gross settlement system or to take
advantage of the Single Shared Platform
(SSP). All Eurosystem NCBs — including those
of Malta and Cyprus, which will join the Euro-
system on 1 January 2008 — have since opted
to use the new SSP.

In addition, the central banks of Denmark, Es-
tonia, Lithuania, Latvia and Poland will also
be joining TARGET2. The remaining EU coun-
tries are not expected to take advantage of
the SSP until they join the euro area. How-
ever, banks in these countries can participate
in TARGET2 by means of remote access via a
participating TARGET2 central bank.

In order to reduce migration risk, participat-
ing countries will link up with TARGET2 on a
gradual basis, migrating in three different
windows on 19 November 2007, 18 February
2008 and 19 May 2008. Germany will switch
to TARGET2 with the first group of countries.

2 Clearing House Interbank Payments System.
3 Continuous linked settlement system.
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Transition to TARGET 2
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1 From 1 January 2008, member of the Eurosystem.

Deutsche Bundesbank

The most significant conceptual innovation of
TARGET2 is the way in which it consolidates
the existing decentralised TARGET infrastruc-

... to the single
technical
platform

ture. The creation of a single technical plat-
form promises the following results

— A standard Europe-wide interface to con-
nect to TARGET via SWIFT#

— Complete harmonisation of the range of
TARGET services, thereby guaranteeing all
European credit institutions the same level
of service

— Elimination of the difference in the treat-

ment of domestic and cross-border euro
payments
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€

Single Shared Platform (SSP),
developed and operated by
Banca d‘Italia, Banque de France
and the Deutsche Bundesbank

f' \ 1=
THES UROSYSTEM

THE CENTRAL BANKING SYSTEM OF THE EURO AREA

Plus: the national central banks of
Denmark, Poland, Estonia, Lithu-
ania, Latvia, Malta' and Cyprus’

— Enhanced opportunity for participants to
control central bank liquidity throughout
Europe

— Standardised prices for all TARGET2 coun-

tries

Considerable flexibility in liquidity
management

When TARGET2 was being designed, the  Growing
European banking industry attached special g?ﬁggfj?t;e
management

importance to offering an extensive range of

individual, appropriately tailored and easy-to-

4 Society for Worldwide Interbank Financial Telecommu-
nication. SWIFT operates a secure, high-availability com-
munication service and plays a major role in the area of
standardising message transmission in the financial sec-
tor.



Use of tried and
tested RTGSP"
elements

use liquidity management features. Available
liquidity is to be used as efficiently as possible
as the demands on liquidity management
have steadily multiplied in recent years. For
example, the CLS system requires “pay-ins”
of central bank money to be injected precisely
to the minute. Equally, in times of scarce
liquidity in the money market, possibly as a
result of sudden changes in market partici-
pant behaviour triggered by a crisis of confi-
dence, it is very important to make particular-
ly efficient use of the liquidity that is available.
With RTGSP" the Bundesbank had already
implemented a system that incorporated
benchmark-setting liquidity management
elements. TARGET2 will retain several of the
essential basic elements already familiar to
users of RTGSP'" |

— Liquidity-saving elements ensure an opti-
mised supply of liquidity during payment
processing. This means that in addition to
account balances and intraday facilities,
use is made of “offsetting payments” as
cover for processing payments. In the case
of submitted payments, for example, the
system examines whether payments
placed in a queue by the beneficiary may
also be used as cover and excecuted at
the same time. Moreover, all participants’
“queues” are continuously optimised.

— By setting limits, a direct participant can
restrict the amount of liquidity he uses for
“normal”  (non-priority) payments to
other participants. A bilateral limit enables
the direct participant to control his use of
liquidity for the settlement of “normal”
payments vis-a-vis another direct partici-
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pant. A multilateral limit can be used to
the same effect vis-a-vis those participants
to whom he did not apply a bilateral limit.
Limits result in a high degree of transpar-
ency and ensure early finality in payment
processing. They also enable participants
to submit payments early without running
the risk of unlimited unilateral outflows of
liquidity. Furthermore, they provide bilat-
eral partners with an incentive to submit
their own payments early. By means of
such offsetting, payments can be exe-
cuted in finality with little recourse to
liquidity and channelled to the recipient as
early in the day as possible. This contrib-
utes to the optimal deployment of liquid-
ity and has a positive effect on financial
stability.

Like RTGSPY, TARGET2 rigorously em-
bodies the tenet that a high degree of
efficiency is best achieved if participants
are responsible for managing their own
liquidity. To this end, participants are given
a variety of “tools” for liquidity manage-
ment. One such tool is transparency with
regard to incoming payments that are still
parked in queues. This assists participants
in planning the management of their own
liquidity positions. Furthermore, partici-
pants have the opportunity — as in the
case of RTGSP"“* — to manage the process-
ing situation interactively to suit their
changing needs. For example, they can
adjust limits or rearrange the order of pay-
ments waiting in a queue.
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Payment behaviour when setting
bilateral limits

Direct RTGSP"s participants generally set bilat-
eral limits vis-a-vis some of their counterparties.
The chart below clearly illustrates the positive
effects of these limits. One advantage is that
participants can submit their entire payment
volume at an early opportunity without incur-
ring any risk. This is why the number of pay-
ments submitted is around 50% higher than
the number of payments received during the
first RTGSP'Y operating hour, thus prompting
the other participant to act in a similar fashion
and submit his payments, too. After another
operating hour incoming and outgoing pay-
ments are already in balance, and by 11.00 the
complete payment volume for that day has,
in practical terms, already been processed. In
addition, this reduces the risk of damage in
the event of a service disruption.

Payment volumes

120 Payments received
110
100

90 Payments sent
80
70
60
50
40
30
20

7.00 9.00 11.00 13.00 15.00 17.00
8.00 10.00 12.00 14.00 16.00 18.00
Time

Deutsche Bundesbank
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TARGET2 will also offer a number of function-
al improvements to performance with regard
to liquidity management.

— The ability to assign priorities and utilise
liquidity reserves allows direct participants
to manage their payment flows in line
with their own individual needs. TARGET2
offers three different classes of priority.
These are: “highly urgent”, “urgent” and
“normal”. “Highly urgent” payments (eg
for CLS and securities settlement) as well
as “urgent” payments (eg those for time-
critical interbank payments) have priority
access to liquidity. What is more, liquidity
for these kinds of payment can be re-
served so as to guarantee immediate
settlement in every case.

— In future, TARGET2 participants will also
have the option of combining various ac-
counts — including those held at different
central banks — to form an account group
for the purpose of consolidated informa-
tion or central processing (“virtual ac-
count”, "aggregated liquidity”). In the
case of a virtual account, the available
liquidity of all members of an account
group will be aggregated in a liquidity
pool during the business day. Each ac-
count holder within the group will there-
fore have the possibility of making pay-
ments through his own account up to the
total level of intraday liquidity available to
the account group. In the case of the con-
solidated information option, only consoli-
dated information will be offered to the
account group. Processing will still be

TARGET offers
additional
benefits



Enhanced
liquidity effi-
ciency through
single platform

carried out exclusively at the individual
account level.

Participants will be aided in their liquidity
management by an Information and Control
Module (ICM) which enables them, for in-
stance, to view their current liquidity position,
payments status or ingoing and outgoing
queues as well as to carry out control oper-
ations at any given time.

The centralised European TARGET2 platform
will eliminate the fragmentation of current
flows in individual payment transactions in
euro and euro-denominated liquidity hold-
ings. The associated improvement in the util-
isation of offsetting payment flows should
further boost the effectiveness of liquidity-
saving features. In addition, in contingency
situations, which past experience has shown
to be accompanied by a liquidity shortage,
the liquidity-saving model can mitigate nega-
tive effects. Participants greatly benefit from
the improved information content which re-
sults from the merging of separate liquidity
flows in Europe into just one technical sys-
tem. Another positive aspect is that in future,
limits to the active management of liquidity
outflows can be defined individually for each
direct TARGET?2 participant, not just in nation-
al terms but also on a Europe-wide basis.

Interface reduction and settlement by
ancillary systems

Complexity
of settling
ancillary
systems

The settlement of cash leg transactions (eg
securities and foreign exchange operations as
well as retail payments) coming through
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other (ancillary) systems is being increasingly
effected in “safe” central bank money. For
this reason, in recent years there has also
been an increase in the interdependencies be-
tween these ancillary systems and TARGET.
As a general rule, the participants in such an-
cillary systems are required to hold an ac-
count with the central bank responsible for
that system within the national RTGS frame-
work in order to initiate cash settlement.
Hence, at a European level, a highly complex
entity has evolved within which the multiple
interlinked RTGS systems maintained by the
various NCBs are in turn connected with a
number of ancillary systems for the purpose
of cash settlement. The individual interfaces
and procedures involved differ in shape and
form. At present, more than 50 ancillary sys-
tems use TARGET to carry out their cash
settlements.

TARGET2 will greatly simplify the complex
structure described above. One reason is the
reduced number of interfaces. In future, all
ancillary systems will be able to conduct
settlement directly in the SSP using central
bank money. As a matter of principle, settle-
ment can be executed using any central bank
account belonging to the TARGET2 SSP. This
will also make it much easier for banks to use
remote access to link up with securities and
retail payment systems elsewhere in Europe
while opening up new business opportunities
for the ancillary systems themselves. Conse-
guently, TARGET2 will make a significant con-
tribution to the closer integration of Euro-
pean financial markets.
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Improved
interaction with
ancillary
systems
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Additional The following elements are further proof of
advantages for . .
Set\;,emit by the improved processing offered by TARGET2.
ancillary
systems

— In future, ancillary systems can take ad-
vantage of standardised access and clear-
ing procedures. In this context, the Ancil-
lary System Interface (ASI) will offer a spe-
cial range of services featuring additional
functions tailored to meet the require-
ments of ancillary systems. Banks will
therefore be informed in advance (for ex-
ample, 30 minutes prior to actual clearing)
about the balances to be settled in
TARGET2, for instance in the case of
multilateral settlement processes, where
transactions need to be booked on several
different participant accounts at the same
time. This will have the effect of reducing
settlement risk.

— The better liquidity efficiency offered by
the common platform will also have a
positive impact on the settlement by ancil-
lary systems.

— TARGET2 will allow for night-time secur-
ities settlement. In some countries — in-
cluding Germany — the lion's share of
securities transactions is already being
processed during the night without any
repercussions on standard payment trans-
actions.

However, in terms of risk factors, the new op-
tions available for the settlement by ancillary
systems warrant close monitoring by the
Eurosystem. It is precisely for this reason that
the Eurosystem has sought and publicised in-

formation on the settlement times involved in
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ancillary systems as well as on their depend-
ence on other ancillary systems. This will in-
crease transparency for market participants
and reduce the risk of conflicting demands
for access to the liquidity that will be centrally
maintained in the platform. What is more,
adequate contingency provisions on both
sides will have a vital role to play, precisely in
the event of interaction with other systems,
as any serious disruption, particularly at critic-
al periods, might have a resoundingly adverse
impact on the European — and possibly even

the international — financial markets.

Improved business continuity

The current TARGET environment, with its de-
centralised structure and large number of
participating national RTGS systems, can give
rise to operational risks. These can be offset
by applying the appropriate contingency
measures. Owing to the interconnected na-
ture of the system, however, these risks will
be inclined to affect other TARGET compon-
ents as well. The SSP will eradicate such de-
pendencies. Nevertheless, to ensure that this
works there must be a guarantee of high SSP
availability as in future any such disruptions
will have a direct effect on all TARGET2 par-
ticipants. Another reason behind this need
for a high level of business continuity is that
in future TARGET2 will be reopened for the
overnight processing of securities transac-
tions as early as 90 minutes after the close of
the last business day, primarily for the night-
time processing of securities transactions.

TARGET2 offers
high downtime
security



Operational
demands on
participants

The TARGET2 system is therefore based on a
two-region model where, in the event of a re-
gional disaster, each region is equipped to
take over full live operation within a short
period of time. Within each region two separ-
ately located operational sites are available to
guarantee uninterrupted operation if local
problems arise. Should it be necessary to re-
locate operations from one region to the
other, time-critical payments, for instance,
CLS liquidity “pay-ins”, can be handled by
using a special standby contingency module.

TARGET2 will also place greater importance
on the contingency measures which partici-
pants are required to apply. Participants who
are major players on account of the scale of
their business are particularly affected by the
future requirement to prove that they have
access to a substitute facility at a second loca-
tion. This regulation is not least a reflection of
the increasingly exacting standards applying
to payment systems supervision. In order to
allow enough time for internal adjustments,
however, the rules will not take effect until
the second half of 2010. If a participant’s in-
ternal IT application suffers a system failure,
he has the further option of using the Infor-
mation and Control Module to make targeted
liquidity transfers to other participants or
generate payments for settlement within cer-
tain ancillary systems.

TARGET2 pricing scheme

One price for
domestic and
cross-border
payments

TARGET2 will not distinguish between domes-
tic and cross-border payments. In future, the
common pricing scheme shown on page 78
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TARGET2 pricing scheme

Prices in euro

Option A
Fixed monthly fee 100.00
Transaction fee 0.80
Option B
Fixed monthly fee 1,250.00
Price scale

Monthly transactions
Level Number Cumulated Fee
1 10,000 10,000 0.60
2 15,000 25,000 0.50
3 25,000 50,000 0.40
4 50,000 100,000 0.20
5 more than 100,000 0.125

Deutsche Bundesbank

will apply to “core services”. This approach
pursues two particular objectives. Firstly, it
should guarantee broad access to the system,
ie small institutions should also be able to
participate directly in TARGET2. Secondly, the
pricing scheme should be attractive to major
players who process a high volume of urgent
customer payments (known also as “com-
mercial” payments) and who account for a
very large share of the current TARGET trans-
actions. The significance of this participant
group is underscored by the fact that, for ex-
ample, in Germany the 10 biggest RTGSP'“
participants account for about 65% of all
transactions in RTGSP'"* in terms of both vol-
ume and value. The processing of commercial
payments in the secure TARGET environment
will contribute to financial stability in the euro
area and make better use of the system while
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also offering cost recovery at reasonable
prices, as envisaged by the Eurosystem.

Impact of TARGET2 on Bundesbank

National
customer
connection

To comply with the principle of decentralisa-
tion enshrined in the EU Treaty and to guar-
antee that their services are tailored as closely
to customers needs as possible, the partici-
pating central banks will continue to be re-
sponsible for all operational aspects with re-
gard to their customers despite the technical-
ly centralised nature of the TARGET2 system.
Furthermore, from a legal perspective, the
TARGET2 system will retain its multiple-layer
structure, meaning that each central bank
will be regarded as a separate system oper-
ator. Consequently, in Germany the relation-
ship between a participant and the Bundes-
bank will be governed by German law and
will be regulated by the TARGET2 conditions
of the Bundesbank. The German system will
be called TARGET2-Bundesbank (TARGET2-
BBk).

To avoid competitive distortions in Europe
and to provide a standardised service level,
the Eurosystem also agreed that national
regulations should be harmonised as far as
possible. Exceptions are possible only in situ-
ations where a difference in national law
makes this absolutely necessary. This ap-
proach will make it possible to retain the tried
and tested system of participation under the
national law of the respective countries and
at the same time take into account the
requirements of European integration.
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In the autumn of 2003 the Bundesbank and
the central banks of France and Italy submit-
ted a joint proposal to develop and operate a
TARGET2 platform, which was then adopted
by the Governing Council of the ECB in De-
cember 2004. In designing and developing
the TARGET2 payment system, the Bundes-
bank drew on its experience gained in setting
up and operating RTGSP" and further en-
hanced the main features of the system to
reflect the requirements of European market
participants. Moreover, together with Banca
d’ltalia the Bundesbank will have primary
responsiblity for SSP operations while some
specific modules used mainly by central
banks (eg Datawarehouse) will be offered by
the Banque de France as a supplementary ser-
vice. TARGET2 presents a first-time opportun-
ity to realise a service centre concept within
the ESCB. It will capitalise on the expertise,
resources and technical infrastructure that are
already to be found in national central banks
by applying these to generate a common
range of services for the ESCB where previ-
ously these would have been provided indi-
vidually by each and every central bank.

At present about 190 institutions participate
in the German RTGSP'“* TARGET component
on a direct basis. Numbered among these are
banks and central banks from Slovenia, Cy-
prus and Malta, which prior to TARGET2 had,
for reasons of cost, been against creating
their own euro-based RTGS systems and in-
stead decided to use an existing RTGS system.
All'in all, by the end of 2006 approximately
1,000 European financial institutions had
made use of TARGET as direct participants.

Bundesbank as
Jjoint operator
of SSP

Participation
via TARGET2-
Bundesbank



Indirect access
via TARGET2-
Bundesbank
even more
important

There will be no great change in substance
from the forms of participation offered by the
current RTGSP'Y® and TARGET concepts. How-
ever, since TARGET2 has standardised tech-
nical access across Europe, it enables multi-
national banks, in particular, which still par-
ticipate in several different TARGET compon-
ents in various countries to focus their TAR-
GET2 access on a single country and thus
consolidate the settlement of their payments.

Being able to concentrate the majority of
business activities in one RTGS account will
also greatly simplify the task of liquidity man-
agement. Once access has been consolidated
in one main office, a number of foreign bank
subsidiaries are likely to stop participating dir-
ectly via TARGET2-BBk. Direct RTGSP"* par-
ticipants from Slovenia and Cyprus will also
participate in future in TARGET2 directly via
their respective central banks.

In total, about 150 direct TARGET2-BBk par-
ticipants are expected to take part in the
launch.

Measured in terms of the total figure of al-
most 2,300 institutions in Germany, this low
level of direct participation in RTGSP'“* might
come as a surprise. However, it is important
to remember in this context that a majority of
savings banks and credit cooperatives already

plus

choose to participate in RTGSP™ only on an
indirect basis — ie via the relevant Landesbank
or regional institution of credit cooperatives —
in order to benefit from internal network syn-
ergies. Affiliated institutions take regular ad-
vantage of the direct access that is available

to them through their parent company.
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Generally speaking, it cannot be ruled out
that indirect forms of access to TARGET2 may
also gain in appeal for other institutions in
the wake of rising price pressures, increased
consolidation and further outsourcing. Fre-
guently the actual implementation costs are
not the only significant factor. A role is also
played by the administrative burden which is
associated with direct participation and
which involves the ongoing monitoring and
control of business activities inside the sys-
tem. In the final analysis, however, the deci-
sion to participate or not depends on the fun-
damental, long-term strategy position of
each institution. What remains important for
the Bundesbank is that the design, technol-
ogy and pricing of TARGET2 should not pre-
vent smaller institutions from directly partici-
pating in this payments system. The harmon-
isation and stronger European integration
that TARGET2 will induce are likely to lead to
a sharp increase in competition for the cus-
tom of German and other European banks
that are interested only in indirect access to
the system as well as for correspondent bank-
ing services sought by institutions domiciled
outside Europe.

The harmonisation within the Eurosystem
that is bound to accompany TARGET2 will, in
the medium term, oblige the Bundesbank to
undergo some structural adjustments as well.
As the situation stands at present, around
220 German credit institutions use the Bun-
desbank’s  Customer Access Mechanism
(CAM) to participate indirectly in RTGSPY.
Under a joint agreement within the ESCB
these arrangements will be tolerated for a

maximum transitional period of four years,
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Forms of participation in TARGET2

Maintenance Submission
Forms Geographical of own RTGS and receipt
of participation area account of payments Remarks
Direct EEA Yes Direct
Multi addressee EEA No Direct Possible for the branches and subsidiaries of the
access direct participant; transaction settled through
the direct participant’s RTGS account
Indirect EEA No Via the direct Indirect participants are expressly recognised
participant by the system and therefore benefit from the
protection of the EU Settlement Finality
Directive (SFD), depending on how this has
been implemented in respective national law
Addressable BIC Worldwide No Via the direct No participation within the meaning of the
participant system rules. A direct participant can, for
instance, arrange for his correspondent banks
or branches to be registered

Deutsche Bundesbank

|lr

after which such “residual” payments will
have to be settled using the TARGET2 SSP.
Apart from the cost factor, the main explan-
ation for this was the realisation that full en-
joyment of the advantages which Europe-
wide harmonisation aims to achieve will be
possible only if all payment transactions are
processed in their entirety by the SSP.

Initial use of platform limited to payments

Platform has
modular
structure

The TARGET2 SSP comprises several modules.
Among the “core services” to be used by all
central banks are the payments module, in-
cluding the management of TARGET2 ac-
counts and the ICM. In addition to this, indi-
vidual central banks can make use of optional
components, such as a module for supple-
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mentary central bank account management,
for calculating minimum reserve requirements
and for handling the marginal lending facility
and the deposit facility. Central banks which
do not use these modules perform the corres-
ponding functions using their own applica-
tions outside the SSP. In the interest of distrib-
uting the burden and for reasons of migration
safety, the Bundesbank has, for the time
being, decided in favour of this option. As a
result, the Bundesbank will remove the par-
ticipants' liquidity from the SSP and return it
to their home account management system
shortly after the close of the business day at
18.00 — as in the case of RTGSP" today. Fol-
lowing a close-of-day processing period that
will be very short compared with the time ex-
pended today, participants will be required to
make liquidity available to the platform again



by no later than 19.30 as some ancillary sys-
tems — in particular, securities settlement sys-
tems — will need to access TARGET2 accounts
in the course of night-time processing.

In the medium to long term virtually all of the
central banks are likely to heed a marked
trend within the ESCB towards using optional
modules, thus accommodating a strong pref-
erence on the part of the banking business
for this approach and cost-effectiveness con-
siderations.

Securities settlement via TARGET2

Cash settlement
via Clearstream

Approximately 80% of all securities transac-
tions are now settled overnight by the Ger-
man central securities depository, Clearstream
Banking Frankfurt AG (Clearstream). For rea-
sons of efficiency and security the model is
based on the use of central bank money,
which participants make available on the
evening prior to the value date by reserving it
in the respective accounts at the Bundesbank.
To this end they can make use of any unused
minimum reserves as well as the entire pool
of unpledged collateral held by the Bundes-
bank. Utilising the statutorily guaranteed
amounts that are reserved by the Bundes-
bank, Clearstream is able to settle its secur-
ities transactions securely and with immediate
finality during the night. In the early hours of
the value date the amounts to be credited
and debited as a result of this settlement pro-
cess are transferred within the Bundesbank'’s
system of accounts, and the reservation is
simultaneously lifted. Consequently, partici-
pants are given unlimited access to liquidity
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again before the opening of TARGET. Shortly
after the launch of TARGET2 Clearstream will
likely use only the new TARGET2 functions
along with the participants’ TARGET2 ac-
counts for this procedure. Foreign Clear-
stream participants will no longer need to
hold an account with the Bundesbank and
will instead be able to use the TARGET2 ac-
count that is maintained by their own nation-
al central bank. In the course of 2008, Clear-
stream same-day settlement as well as the
German derivatives exchange, Eurex Clearing
and the European energy exchange, Euro-
pean Commodity Clearing AG (ECC) will like-
wise switch to TARGET2 accounts for the pur-
pose of financial settlement. Until such time,
the respective settlement processes will be
handled using the Bundesbank’s home ac-
count system, as is currently the case.

As a consequence of the interdependencies
which exist between securities settlement
and payments transactions, the question of li-
quidity is becoming more and more import-
ant. In order to guarantee even greater effi-
ciency in the area of securities settlement, to
equip the banks with a more flexible and ro-
bust system of liquidity management and to
provide a further liquidity saving option, the
Bundesbank will offer a self-collateralisation
procedure from the fourth quarter of 2007.
Should there be insufficient liquidity for set-
tling certain purchase transactions during
Clearsteam’s night-time processing, this pro-
cedure offers banks the possibility of auto-
matically borrowing on the strength of the se-
curities underpinning the transactions in ac-
cordance with the general rules governing
intra-day refinancing at the central bank. In
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Self-collaterali-
sation option
means greater
efficiency
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such an event the Bundesbank makes the
corresponding shortfall in liquidity — less hair-
cuts — available to the participants.

Further consolidation of infrastructure
probable

Integrated
securities
settlement
in TARGET2-
Securities

With TARGET2 the Eurosystem will make a
major contribution to supporting the Euro-
pean financial infrastructure, especially in the
form of enhanced euro liquidity at the Euro-
pean level and improved links with other
settlement and clearing systems. This will
make the settlement of transactions in central
bank money much more efficient. Nonethe-
less, it is foreseeable that TARGET2 will be
just the starting point of a medium to long-
term process of development. The specific
demands of market players in an increasingly
interlinked European financial arena and the
cost benefits that can be achieved in the
Eurosystem by using common systems all
bear witness to this fact. In this connection,
the central banks of the Eurosystem are at
present discussing, for example, the merits of
setting up a joint system for managing collat-
eral for monetary policy operations, to be
known as Collateral Central Bank Manage-
ment. In addition to this, the Eurosystem is
currently working in close collaboration with
market participants and CSDs to produce a
set of user requirements for the TARGET2-
Securities system. TARGET2-Securities (T2S)
takes the concept behind TARGET2 and ap-
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plies it to securities settlement using central
bank money. Designed to provide a single,
central platform for integrating both central
bank money and securities transactions, it
would greatly harmonise European securities
settlement and offer an efficient and secure
means of settling transactions in central bank
money while contributing to the integration
of the European capital market. By contrast,
securities settlement as it is practised today in
Europe is still highly fragmented, translating
into relatively high costs for cross-border
transactions. With T2S, the Eurosystem does
not intend to create a European CSD. Rather,
the safe custody of securities and the services
associated with this should remain in the
hands of national CSDs.

The Governing Council of the ECB has al-
ready decided that, conditional on its imple-
mentation, TARGET2-Securities will be made
available on the SSP as an additional service.
Among other things this will achieve cost syn-
ergies while also exploiting a benchmark-
setting strategy for contingency provisions
and allowing participants to enjoy the func-
tional benefits offered by, say, liquidity man-
agement as well as by harmonised interfaces
(for example, in the shape of the ICM). The
Governing Council of the ECB is expected to
decide on the final implementation of the
project in the first six months of 2008, once
the user requirements have been finalised
and a public consultation has taken place.

Implementing
TARGET2-
Securities via
the SSP





