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 implementation of the single monetary policy. But it could backfire if
 processing costs were high, discouraging banks from using it.
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DEFINITIONS

Central bank money: the deposits located at the central bank of a country.

Credit institutions: banks and other credit-providing institutions, as defined under the Second
Banking Co-ordination Directive.

Collateral: assets pledged as a guarantee for the repayment of the short-term liquidity loans
provided by central banks in favour of credit institutions: in case of default, assets will be
realised. That means: if a loan is not paid back, the central bank will retain the assets.

Correspondent bank: A bank which provides payment and other services to another bank.
Payment through correspondents are often executed through reciprocal accounts. Correspondent
banking services are primarily cross-border operations.

Counterparty: the other party in a financial transaction (e.g. with the Central Bank).

Default (also: Insolvency): debtor’s inability to pay back his debts.

Final (finality): irrevocable and unconditional. To finalise: to make (a position, a settlement,
a transfer) irrevocable and unconditional.

Intraday credit: credit allowed and repaid within a period of less than one business day. 

Overnight credit: the credit is repaid at the beginning of the following business day.

Liquidity: having cash or assets which can be changed into cash at low cost.

Money market: short-term lending. Capital market: long-term lending.

PAYMENT SYSTEMS

A Payment System is a set of instruments and procedures which enable the circulation of
money. Money is a means of payment: it is exchanged for goods, services, securities. Such
exchanges are called transactions. When high-value transactions occur, payments are not settled
by using banknotes and coins. Instead, so called bank money is used: funds are in current
accounts within banks, and a transaction implies a transfer of funds between a debited current
account and a credited current account. A payment does not necessarily occur between two
clients of the same bank (which would entail a fund tranfer within the bank); on the contrary,
in most cases payments happen between different banks. In this case, mechanisms which enable
credit institutions to exchange payment messages are needed.
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 Also called Netting system.1

 To net: to subtract debits from credits.2
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A Clearing System  (CS) is a payment system in which the final settlement of all payment1

orders exchanged between banks occurs at the end of the business day, through the netting of
debits against credits . A “third institution” provides transfer funds to settle residual debts.2

For example, at national level, credit institutions hold accounts with the Central Bank.
Throughout the day, payment messages are exchanged between the various credit institutions
(multilateral exchange), determining an accumulation of credits and debits on each participant
in the payment system. At the end of the business day a “clearing house” (in most cases
managed by the central bank), provides the netting of debits and credits. Residual debts are
settled through fund transfers between the accounts that credit institutions hold with the central
bank.

In a CS a problem could arise: what happens if, at the end of the day, a participant credit
institution with a debt position of a significant amount does not have on its account sufficient
funds to pay its debts? Basically, two solutions are given:

# Unwinding. Exclusion of the insolvent debtor from the clearing process. The insolvent
debtor is in effect considered “non-existent” and its debt is “shared” between the other
participants. The repetition of insolvencies may lead to systemic shocks, which would
endanger the smooth operation of the payment system and create instability in the
financial system as a whole.

# Refinancing. The central bank finances the unsettled debts by expanding the monetary
base. This raises the problem of the autonomy of the central bank. For example, if the
central bank has constantly to intervene on the CS to finance banks’ debts (by issuing
money), it could find it difficult to pursue, at the same time, a price stability policy.

A Real-Time Gross Settlement (RTGS) system is a payment system in which payment orders
are processed and settled individually on an order-by-order basis and immediately. Funds are
therefore transferred continuously and in "real time". There is no end-of-the-day netting of
debits and credits. If a payment order is not “covered” by sufficient funds, it will not be settled.

To process a payment: to apply a series of operations which enable a payment to be finalised.

Settlement: a payment of money claimed.

Systemic risk: the risk that the failure of one participant in a transfer system to meet its
settlement obligations will cause other participants to be unable to meet their settlement
obligations. Such a failure may cause significant liquidity or credit problems and, as a result,
might threaten the stability of financial markets.
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 See briefing n.27 “The European System of Central Banks”.3

 See "Definitions".4
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WHAT IS TARGET?

TARGET is the acronym for "Trans-European Automated Real-time Gross settlement Express
Transfer". It is a payment system that will enable funds to be transferred between credit
institutions located in different euro area Member States. The system will begin to operate on
1 January 1999, at the start of Stage Three of EMU, in order to: 

< facilitate the implementation of the single monetary policy; and

< provide secure and efficient mechanisms to settle same-day cross-border payments in
euros. 

Institutional structure

TARGET will involve the national central banks (NCBs) and credit institutions, with the
European Central Bank  (ECB) acting mainly as a supervisor of the system. It will consist of3

the domestic RTGS systems and the Interlinking system .4

< There will be one RTGS system in each of the euro area Member States: the national
Central Banks implement RTGS facilities in their respective countries.

< Domestic RTGS facilities will be interconnected through a communication network,
exchanging payment messages according to a common format and common procedures:
the Interlinking system. This will allow payment orders denominated in euro to move
from one RTGS system to another.

If credit institutions wish to make a cross-border euro payment, their Central Bank will act as
correspondent. It will debit the sending commercial bank’s account, convert the payment
message into the format used for the link between NCBs, and send it through the Interlinking
network. The receiving Central Bank will automatically credit the receiving commercial bank’s
account. That commercial bank will be informed of the receipt through the second domestic
RTGS system, and can then credit the customer. 

TARGET will operate as an RTGS system, with payment orders being processed one by one on
a continuous basis. It will provide for immediate and final settlement of all payments, on
condition that  there are sufficient funds available on the sending credit institution’s account
with its Central Bank. This will imply that the account of the receiving credit institution will
never be credited before the account of the sending credit institution has been debited. As a
result, there will always be certainty for the receiving institution that funds received through
TARGET are unconditional and irrevocable.
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 European Monetary Institute: see briefing n.27 “The European System of Central Banks”.5
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Participation in the system

RTGS systems of non-euro area Member States will be allowed to be connected to TARGET,
provided that they are able to process the euro as a foreign currency. In this respect:

< Three mechanisms are being prepared which aim at preventing intraday credit, if
granted to non-euro area NCBs, from spilling over into overnight credit.

< The options for non-euro area NCBs to grant intraday credit to TARGET participants
are still under discussion.

As a rule, only Central Banks and credit institutions can be admitted as direct participants in
funds transfer systems which process third-party payments.

However, NCBs may allow certain other bodies authorised to hold accounts for customers to
be direct participants in such systems, provided that:

< their public nature ensures little risk of failure, or

< they are supervised by a recognised competent authority.

Types of transactions

The use of TARGET is only mandatory for payments directly connected with monetary policy
operations in which the ESCB is involved either on the recipient or on the sender side. In
practice TARGET is expected to handle almost exclusively large-value payments to be
transmitted between participants on their own behalf or on behalf of customers.

There is no intention by the EMI  to set an upper or lower limit for the amounts to be transferred5

in TARGET. However, it can be expected that retail payments which do not require the high
execution speed guaranteed by TARGET will tend to be processed by other funds transfer
systems, which may offer low costs but longer processing times.

TARGET will only process euros.

Operating hours

TARGET will have long operating hours. As a general rule, it will open at 7 a.m. and close at
6 p.m. Central European Time (CET).

This harmonisation will allow for a larger overleap between TARGET and the payment systems
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in North America and the Far East, which will limit cross-currency settlement risk. A common
closing time will also limit the risk of substantial payments taking place outside the common
operating hours and will therefore prevent the occurrence of “regional” movements in interest
rates affecting the conduct of the single monetary policy.

At the end of the day, a system will ensure that all transaction entered in TARGET are dealt
with before TARGET closes.

Pricing policies

The TARGET pricing policy is directed at cost recovery. The recovery of central bank costs
involved in TARGET should enable the ESCB to allocate costs to the appropriate source and
to avoid unfair competition between central banks and other payment arrangements.

The TARGET pricing policy should not induce credit institutions to use less secure payment
mechanisms. As Howard Davies from the Bank of England told a Bundesbank seminar at
Frankfurt on 6th. June 1997:

"Commercial banks....like the speed of real time systems but do not generally
prize highly the settlement finality that they offer. RTGS systems are more
costly for banks because they have to offer collateral to secure their intraday
exposures. As a result, commercial banks often choose netting arrangements
rather than gross systems. For example, they may choose CHIPS, in the US,
rather than Fedwire, or in Germany EAF2 rather than EIL-ZV".

The comparative advantage of TARGET over the European Banking Association's proposed
netting system, he went on, would be "intra-day finality and speed". But it would have to be "at
least as economical, robust, reliable and efficient as its competitors" if it were to attract
business.
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 This task can be accomplished by a private operator.6

 If the receiving bank is not a member of the RTGS system, the receiving NCB will reject the payment7

and ask the sending NCB to re-credit the amount to the sending bank’s account.
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THE EXECUTION OF CROSS-BORDER PAYMENTS

1.  Procedures

To initiate a cross-border TARGET payment, the ordering credit institution will send a payment
order to the local NCB through the national RTGS system. The first instructed central bank, the
sending NCB, will check the validity of the payment . To be successfully processed, a payment6

order will need to comply with agreed standards and contain the information needed; moreover,
the amount of payment must not exceed the balance in the account of the sending bank.

Once the sending NCB has declared the payment valid, the amount of the payment will be
immediately and irrevocably debited from the RTGS account of the sending credit institution
and credited to the Interlinking account of the receiving NCB. The sending NCB will then
convert, if necessary, the payment order into the message standards used by the Interlinking and
will send the message, through the Interlinking network, to the receiving NCB.

After checking the validity of the payment and the existence of the beneficiary bank, the
receiving NCB will convert, where appropriate, the message from Interlinking standards into
domestic standards, debit the Interlinking account of the sending NCB and credit the
beneficiary’s RTGS account. Finally, the receiving NCB will send the payment order, through
the national RTGS system, to the beneficiary credit institution .7

For a cross-border TARGET payment, the delay between the debiting of the account of the
sending credit institution by the sending RTGS system and the crediting of the account of the
beneficiary credit institution at the receiving RTGS is expected, under optimal circumstances,
to be a matter of seconds.

Finally, the receiving RTGS system will send a settlement acknowledgement to the sending
NCB, after having successfully credited funds. This will enable the sending NCBs to ensure that
all payments they have sent to other NCBs are successfully settled.

2.  The Interlinking system

Within TARGET, the Interlinking system will be composed of a telecommunications network,
linked in each country to a local interface called the national Interlinking component.

The communication network will meet speed and security requirements. It will also provide
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 Standardised data formats.8

 The Society for Worldwide Interbank Financial Telecommunication (S.W.I.F.T.) provides a network that9

connects over 5,400 financial institutions in more than 140 countries worldwide. S.W.I.F.T. message types are
public standards widely used in the financial industry. Both MT100 and 202 messages will be sent through the
Interlinking system by an NCB on its own behalf or at the request of a credit institution, to another NCB either for
its own account or in favour of a credit institution. However, MT100 will be used to convey a fund-transfer
instruction in which the ordering customer or the final beneficiary, or both, are non financial institutions. On the
other hand, MT202 will be used to order the movement of funds, via the Interlinking, between credit institutions.
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flexibility with regard to processing capacity. Within the network a "common language"  is used8

for communication between NCBs. Interlinking message types have been developed on the
basis of the S.W.I.F.T. messages MT100 and MT202 .9

The national Interlinking components will consist of infrastructures  and  procedures to be used
- within or in addition to each national RTGS system - to process cross-border payments. The
role of the Interlinking components will consist, in particular, of transforming the presentation
of payment data from the national standard into the Interlinking standard, and vice versa.

3.  End-of-day procedures

In order to keep the system as simple as possible, no information on inter-NCB exchanges of
payment orders will be sent during the day to the ECB. However, the ECB will provide end-of-
day procedures ensuring the completion of the business day in a final position before the start
of the next business day. In this respect, specific control operations will be performed by the
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ECB at the end of the day; these will include a check that:

C all bilateral messages sent by one NCB to another NCB have been received;

C the total values of cross-border payments sent and received by the NCBs during the day
match.

No Interlinking component may close before it has finalised its position with all bilateral
partners.
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 Intraday liquidity refers to liquidity provided and reimbursed before the end of the day. See also:10

liquidity and intraday credit in "Definitions".

 That is the impossibility of processing payments because of lack of sufficient funds.11

 If, for monetary policy reasons, required reserves in euro exist, credit institutions will be able to use12

them during the day for payment systems purposes. See briefing n.27, “The European System of Central Banks”.
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THE PROVISION OF INTRADAY LIQUIDITY10

1.  Introduction

The provision of intraday liquidity to participants in the TARGET system is important, since
inadequate liquidity mechanisms may lead to settlement delays, and possibly even to
"gridlock" .11

That may have systemic implications and could discourage credit institutions from processing
payments through TARGET.

Participants’ intraday liquidity needs depend on the different schedule of payments made and
received in the course of the day. If during the day they send payment orders whose value
exceeds the value of the payment orders they receive, they incur a liquidity shortfall.

Such liquidity shortage can be faced in two ways:

! Credit institutions can make use of preconstituted reserves at the central bank .12

! They can obtain credit from the central bank or from other participants in the payment
system. Basically, central banks will provide intraday credit in two ways: overdraft
facilities or repurchase agreements (see next paragraph).

2.  Intraday credit in the euro area

The NCBs of the euro area will provide eligible credit institutions participating in their
domestic RTGS systems with intraday credit through different techniques throughout the euro
area.

Intraday overdraft facilities. 

Intraday credit is provided by granting RTGS participants the possibility of overdrawing their
account with the central bank during the day. The central bank allows a credit institution to take
out from its account more funds than there are in it (overdrawn funds must, of course, be repaid
before the end of the day). However this sort of credit needs to be fully collateralised.

Intraday repurchase agreements. 



TARGET

 Higher than the selling price.13

 The marginal lending facility will allow credit institutions to obtain overnight liquidity from the NCBs14

at a pre-specified interest rate against eligible assets.

 The final decision on which mechanisms to implement will be taken by the Governing Council of the15

ECB.

 To offset: to compensate16

 Spillovers from intraday credit into overnight credit.17
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A credit institution obtains intraday credit by selling assets to the central bank with the right
(and obligation) to repurchase them at a specific price  before the end of the day. Such an13

agreement is similar to the collateralised borrowing examined above, except that in this case
ownership of the securities is not retained.

Marginal lending facilities

If the liquidity shortage occurs at the end of the day, then a problem of overnight credit arises.
In this case RTGS participants in the euro area may draw on the marginal lending facility  with14

their NCB in order to balance the end-of-day position in their accounts.

3.  Intraday credit outside the euro area

TARGET will only process euros. RTGS systems of non-euro area Member States will be
allowed to be connected to TARGET provided that they are able to process the euro as a
foreign currency. In this respect, three mechanisms are being prepared which aim at preventing
intraday credit, if granted to non-euro area NCBs, from spilling over into overnight credit .15

< Under the first mechanism, non-euro area NCBs would receive, and would provide to
participants in their respective RTGS systems, only limited intraday credit; the size of
the limit can be zero. Should a non-euro area NCB incur an overnight overdraft on one
of its accounts with a euro area NCB, overnight credit would be granted at a penalty
rate.

< Under the second mechanism, non euro-area NCBs would be allowed to incur unlimited
collateralised intraday credit to participants in their respective RTGS systems. In case
of overnight overdrafts, a system of penalties and sanctions would be applied.

< Under the third mechanism, participants in RTGS systems in non-euro area countries
would be required to complete the operations some time before the closing time of
TARGET. In this way any shortage of funds will become clear early enough to enable
non-euro area NCBs to offset  their RTGS participants’ spillovers  by themselves: they16 17

will borrow euro in the money market while the latter is still open.

The options for non-euro area NCBs to grant intraday credit to TARGET participants are still
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under discussion.

THE TARGET PROJECT PLAN

As part of the preparatory work for Stage Three, the whole TARGET project provides for five
different phases:

TARGET Overall Planning

C The preliminary phase, entailing the definition of payment arrangements for Stage
Three; this phase ended in March 1995.

C The specification phase, during which the detailed specification of the euro area-wide
payment system was undertaken; it ended in July 1996.

C The development phase, which involves the implementation of domestic RTGS systems,
the Interlinking system and the test centre; this phase ended in June 1997.

C The testing phase, during which Interlinking components will be tested. It will last a
year until June 1998.

C The simulation phase, lasting 6 months until the beginning of Stage Three (1st January
1999).
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