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TARGET2 : an efficient Euro payment system or a secret bail-out scheme?
By Bart Le Blanc, 20/03/2017

e TARGET2 stands for the Trans-European Automated Real-Time Gross-Settlement Express
Transfer System. It is the payment and settlement system for transactions between
parties in the Euro zone in which banks, national central banks and the European Central
Bank (ECB) participate.

e The way the system works is that international transfers between participating banks in
Euro countries are netted-off. Any residual outstanding at the end of the day is charged
to the ECB creating a credit or debit position for the national central banks involved and
the commercial banks behind them.

e |tislogical that the respective positions of the national central banks properly reflect the
economic position and trade relationships between the countries involved: strong
economies with substantial exports have per definition bigger credits than weaker
importing countries (e.g. the Bundesbank claims on TARGET2 would normally be
significantly bigger than those of the Bank of Spain). These would be offset through the
balance of payments through capital imports or exports.

e However, in periods of major stress in financial markets, a different type of
international transfers occurs instigated by “the flight to safety”. Capital flows into
savings accounts, in for example German and Luxembourg banks, increased significantly.
As a result the need for these banks to refinance themselves with the Bundesbank or the
Banque Centrale de Luxembourg dropped. In the weaker Euro zone countries the
reverse took place and their central banks have been forced to rely more heavily on the
Euro system. The ECB’s Quantitative Easing program obviously added to the major
imbalance with Italian investors preferring German bonds and foreign investors’ interest
for Italian bonds waning. The graph below illustrates the changing position of the
Bundesbank since the start of the TARGET2 system and the remarkable increase since
the start of the 2008 financial crisis.

Figure 1: Selected Net TARGET and TARGET2 Balances within the Eurosystem
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Sources: Institute of Empirical Economic Research - Universitat Osnabrick, Individual Central Banks, and
International Financial Statistics
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Sl reas:

e Many scaremongering articles have since appeared describing TARGET2 as a hidden bail-
out system for the weaker Euro countries. Monetary Armageddon is painted what would
happen if a Euro zone country would default and that this would trigger an enormous
capital redistribution between the stronger Euro zone countries and the weaker ones.
This is nonsense!

The attached brief Bundesbank note explains it all very well: any loss would need to be
covered by the Euro system as a whole according to the shareholding in the ECB i.e. 18%
for the Bundesbank, 14% for the Banque de France, etc.

Disclaimer:

All opinions and estimates expressed in this document are subject to change without notice. This document
does not purport to be impartial research and has not been prepared in accordance with legal requirements
designed to promote the independence of investment research, and is as such not subject to any prohibition.
Andreas Capital S.A. does not accept any liability whatsoever for any direct or consequential loss arising
from the use of this document. This document is for information purposes only and is not, and should not be
construed as, an offer to buy or sell any securities or related derivatives, invest in any funds, or enter into
any transaction with Andreas Capital S.A or any of its affiliates. The information contained in this document
has been compiled from sources believed to be reliable, and is published for the assistance of the recipient,
but is not to be relied upon as authoritative or taken in substitution for the exercise of judgement by the
recipient.
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The dynamics of the Bundasbank's TARGET2 balance

In 2010, the Bundesbanks cross-border claims, which for
statistical purposes Indude daims on the ECE. rose by €163
billion net as & result of transactions. A substantlal part of
this — €147V billlon - was attributable to an expansion of
the TARGETZ balance. At the end of 2010, the Bundesbank’s
clalms under TARGETZ stood at &525% billlon, all of which
are claims on the ECE.

A systematic and exceptionally sharp rise In the Bundes-
bank’s TARGETZ clalms first emerged In 2007. During the
previous years, Germany’s TARGET2 positlons had exhibited

alternating signs and remalned mainly within fairly namow
bounds.

The analysis below explains which transactions are pre-
dominantly reflected in the TARGET2 balance and how the
observed Increase came ebout. Finally, the asoclated risks
are sddressed.

The TARGET2 system for indbsidueal payments

Cross-border payments that arise, say, from foreign trade
transactions or from securitles or lending transactions with
non-ressidents are normally carrled out via the banking sys-
tem. These transactions are reflected In the co

(changes to the) Interbank caims or labilities vis-a-vis the
rest of the world. These types of payments can be settled
using TARGET2 by EEA commercial banks and Eurosystem
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central banks. In additlon to payments beteween coredit
Institutions and from other systems (eg securitles settlement

systemns), payments undertaken as part of the Eurosystem’s
open market operations are setthed via TARGET2."

Origin of TARGET2 balances

If, for example, forelgn funds are transferred to a bank that
participates In TARGET2 via the Bundesbank, this results in a
liability of the Bundeshank to this bank (such as In the form
of a credit to this amount on the bank's current account).
In return, the transaction generates 3 Bundesbank claim
for the same sum on the sending central bank. This central
kank then in turn debiis the account of the originating com-
merclal bank. This requires the originating commercial bank
to have a sufficient credit balance In central bank money.
Central bank credit balances are primarily provided by the

Eurosystem's monetary policy refinancing operations.

The resulting claims and llabilitles generated at the national
central banks by the multiple transactions over the course
of a day normally do not fully balance out. Under the terms
of a Eurosystem the outstanding claims and
liabilites of all the national central banks participating In
TARGETZ are transferred to the ECB at the end of the busi-
mess day, where they are netted out. The resulting TARGET2
(net) balances hence artse from the cross-border distribution
of central bank moneywithin the Eurosystem's decentralised
structure.

Statistical implications

The TARGETZ balance In the Bundesbank’s balance sheet 1s
therefore malnly attributable to cross-border transactions
which involee banks that partidpate In TARGETZ via the
Bundesbank.? On the one hand, 1t Is affected by credit instl-
tutions” operations on the money and capltal markets and,
on the other, by transactions carried out by the non-banking
sector, which generates payments via the banking system.
#&s the TARGETZ balance represents a settlement balance
vis-2-vis the ECB, It Is clasifled as ~cross-border” and 1s
therefore assigned to the net external position; the (transac-
tlan-related) change ks recorded in the balance of payments
within other Imvestment under the Bundesbanks short-term
extemal credit balance. For the purposes of the balance of
payments, an Increase In TARGETZ claims Is considered to be
a net capital export. Around half of Germany's net capital
exports since the start of 2007 are attributable to TARGET2.

From & eurc-area perspective, TARGETZ balances largely
disappear, just like the national current acoount balances

| banks from othar EU countries parti In TARGETZ wia tha
wral om participata In

Burdashani In cases whera thair own national do not
participate in TARGETZ.

Source : Deutsche Bundesbank Monthly Report March 2011
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within the euro area. The claims of the Bundesbank {and
other national central banks) on the ECE are offset by the
llabilities of other national central banks (see chart below).
The ECE's remaining liability-skde position was mainly gen-
erated through the Securities Markets and Covered Bonds
Programme, and to a lesser extent through ECB selgniorage
liabilities ta the Eurosystem natlonal central banks.

Reason for the Increase

The sharp rise In the Bundesbank's TARGETZ balance since
2007 15 essentially due to the tension on the money market
and problems in the banking sector within the euro area. In
the years prior to the financlal crisls, Germany's cross-baor-
der payments were virtually balanced. Credit Institutions”
{short-term) net external pastion In partioular acted as a
kind of “offsetting em* In the balance of payments. As
the current account surplus and frequent net capital Imports
In portfiolic transactions meant that incoming payments
regularly outwelghed outgolng payments, most years saw
outflows of funds (net capital exports) In banks' short-term
credit business. Hence temporary TARGETZ pasitions were
quickly reduced by private capital flows.

This all changed with the financial crisis. While funds tended
to continue to flow Into German banks from abroad dus
to mon-bank payments and thelr own operations, after the
onset of the orists they were less willing, and In some cases
unable, to lend these funds to forelgn instiutions on the
Imterbank market. instead, they gradually curtalled their
refinancing operations with the Bundesbank — at least In the
aggregate. Thus whereas the refinancing volume attribut-
able to German Institwtions amounted to €250 billlon at the
start of 2007 1t had fallen to €103 billlon, by the end of 2010.
Conversaly, since then banks domiclled in a number of other
eurc-area countries have been receiving larger amounts of
central bank money through the Eurosystem.

The TARGET2 balances acoumulated at the national central
banks thus also reflect the changed distribution In refi-
nancing o In the euro area since the start of the
financial crisis. This has been faciitated by the ample supply
of Eurosystem [kquidity as a result of the full allotment of
all bids In the refinancing operations since October 2008,
which was Intended to counter the disbocations on the
money market. it i, hawever, not possible to generate mare
liqusdity than this via TARGETZ as It Is & dosed system that
merely transfers liquidity between accounts.

The balances will contract again as the tenston In the money
markets abates and the situation In the national banking
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systems eases. There Is still much uncertainty, however, espe-
clally In the euro-area peripheral countries, which suggests
that balamces will not shrink rapidly.

Risks from TR RGET2 clalms

There Is no Immediate change in the level of risk to the Bun-
desbank due to the rise In s TARGET2 settlement acoounts.
This risk i not directly related to the TARGET2 positions
and arises from the risks assoclated with the Eurosystem's
liquidtty supply. Although the Eurcsystem as a whole has
indeed Incurred additional finamclal risks by expanding
It= refinandng ns and the collateral
framework during the finandal crisls, this was the result of
a deliberate decision of the ECE Governing Councll aimed
at maintaining the finandal system's functional viability in
& stress sttuation.

An actual loass will be Incurred only if and when a Eurosys-
tem counterparty defaults and the collateral it posted does
not realse the full value of the collateralised refimancing
operations desplte the risk control measures applied by the
Eurosystem. Any actual boss would always be borme by the
Eurosystem as & whole, regardless of which national bank
records it. The cost of such a losswould be shared among the
national banks In line with the capital key. In other words,
the Bundesbank s risk posttion would be just the same If the
positive settlement balance from TARGET2 were accrued
not by the Bundesbank but Instead by another Eurosystem
national bank.

TARGET2 settlement balances

in the Eurasystem
As 3t and-2010
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Source : Deutsche Bundesbank Monthly Report March 2011
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