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About Me 

ÅPhD MIT (1997) 

ÅFederal Reserve Board (1996-2002) 

ÅCentral Bank of Ireland (2002-2007) 

ÅUniversity College Dublin (2007 ς present) 

ÅMember of expert panel advising European 
Parliament ECON committee on monetary 
policy dialogue with ECB (2009 ς present) 

ÅResearch focused on applied macroeconomics 



Plan for this Talk 

ÅWhat is the Target2 system? 

ÅWhat are central bank Target2 balances? 

ÅWhy have Target2 balances risen during the euro 
crisis? 

ÅDebunking some misleading claims about 
Target2. 

ÅAssessing policy recommendations for changing 
Target2 system. 

ÅRisks related to Euro exits or Euro breakup. 



TARGET2 BASICS 



What is Target2? 

ÅTARGET2: Real-time gross settlement (RTGS) 
system for euro-denominated payments. 

ÅOwned and operated by the Eurosystem via a 
Single Shared Platform provided by Banca 
ŘΩLǘŀƭƛŀ, Banque de France and Bundesbank. 

ÅPayment transactions are settled one by one 
on a continuous basis in central bank money 
(i.e. reserve accounts credits and debits). 

 

 



Target2 Facts and Figures 

ÅHandles 91% of the total value of payments in 
large-value euro payment systems. 

Å348,505 average daily transactions in 2011, 
with an average daily value of ϵ2.4 trillion 
(over one quarter of annual Euro-area GDP). 

ÅThe average value of a payment in 2011 was 
ϵ6.8 million. Median value was ϵ12,000. 

 

 

 

 



Payment in Central Bank Money 

ÅAll Eurosystem banks maintain reserve accounts with 
their National Central Bank (NCB). 

ÅWhen Bank A makes a payment to Bank B via TARGET2, 
.ŀƴƪ !Ωǎ ǊŜǎŜǊǾŜ accounts at its NCB is deducted and 
.ŀƴƪ .Ωǎ ǊŜǎŜǊǾŜ ŀŎŎƻǳƴǘ ƛǎ ŎǊŜŘƛǘŜŘΦ 

ÅThese payments affect the liabilities of Eurosystem 
central banks. 

ÅThey result in intra-Eurosystem balances which are 
aggregated and netted out at the end of each day. 
leaving each NCB with a single net bilateral position 
vis-à-vis the ECB. 

 



Balance Sheet of NCB with Intra-
Eurosystem Liabilities 

Assets Liabilities 

Assets acquired by making loans 

and buying securities 

Central Bank Capital 

Money created by making loans 

and buying securities 

Of which: 

Reserve Accounts 

  Bank Notes 

  Intra-Eurosystem Liabilities 



Balance Sheet of NCB with Intra-
Eurosystem Assets 

Assets Liabilities 

Assets acquired by making loans 

and buying securities 

Central Bank Capital 

Intra Eurosystem Assets Money created by making loans 

and buying securities plus money 

created elsewhere and 

transferred. 

Of which: 

Reserve Accounts 

  Bank Notes 



Target2 Intra-Eurosystem Balances 

ÅAverage to zero. 

ÅDisappear from consolidated Eurosystem balance 
sheet, so the sum of all NCB balance sheets is 
greater than Eurosystem balance sheet. 

ÅInterest on liabilities is paid at the main 
refinancing rate, collected by ECB, and passed on 
to Target2 creditors. 

ÅHave no maturity or limit and are not 
collateralised. 



How Mr. A in Spain  
Pays Mr. B in Germany 

Mr. A 

ωDeducts money 
from his account 
with .. 

Santander 

ωWho write a 
cheque on their 
ŀŎŎƻǳƴǘ ǿƛǘƘΧ 

Banco de España 

ω5ŜŘǳŎǘǎ {ŀƴǘŀƴŘŜǊΩǎ 
account. Incurs debt 
to .. 

ECB 

ωWhich incurs a 
debt to .. 

Bundesbank 

ωWhich credits the 
reserve account of 
.. 

Commerzbank 

ωWhich credits the 
bank account of .. 

Mr. B. 



Iƻǿ Iŀǎ 9ǾŜǊȅƻƴŜΩǎ .ŀƭŀƴŎŜ {ƘŜŜǘ 
Changed? 

ωReduced assets of ϵ100 Mr. A 

ωReduced liabilities to Mr. A of ϵ100 

ωReduced assets at BdE of ϵ100 Santander 

ωReduced Liabilities to Santander of ϵ100 

ωIncreased Intra-Eurosystem liabilities of 
ϵ100 

Banco de 
España 



Iƻǿ Iŀǎ 9ǾŜǊȅƻƴŜΩǎ .ŀƭŀƴŎŜ {ƘŜŜǘ 
Changed? 

ωIncreased Intra-Eurosystem assets of ϵ100 

ωIncreased reserve liabilities to 
Commerzbank of ϵ100 

Bundesbank 

ωIncreased reserve assets of ϵ100. 

ωIncreased deposit liability to Mr. B of ϵ100. Commerzbank 

ωIncreased assets of ϵ100 Mr. B 



Capital Flight and Liquidity Problems 

ÅWhat if there are large withdrawal demands on 
Santander and they run out of liquid assets that 
can be sold without incurring fire-sales losses?  

ÅRemember that Mr. A and Mr. B may be the same 
person and withdrawals may be capital flight. 

ÅIn that case, the Banco de España can create 
money to loan to Santander. Does this via a 
collateralised refinancing operation. 



Balance Sheet Changes with Money 
Creation by BdE 

ωReduced assets of ϵ100 Mr. A 

ωReduced liabilities to Mr. A of ϵ100. Increased 
liabilities to BdE of ϵ100 Santander 

ωIncreased assets of ϵ100 via loan to Santander. 

ωIncreased Intra-Eurosystem liabilities of ϵ100 

Banco de 
España 



TARGET2 AND CAPITAL FLIGHT 



Target2 and Balance of Payments 

ÅTarget2 transfers are recorded in the 
άCƛƴŀƴŎƛŀƭ !ŎŎƻǳƴǘέ ǇŀǊǘ ƻŦ BoP statistics. 

ÅCurrent Account + Capital Account + Financial 
Account + Errors and Omissions = 0 

ÅChange in Target2 Balance can be 
decomposed into part due to current account 
deficits plus outward portfolio flows offset by 
central bank funding. 



Deposit Flight Driving Spanish Target2  



Mainly Driven by Foreign Depositors 
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Target2 as Official Financing? 

Å{ƻƳŜ ƘŀǾŜ ŀǊƎǳŜŘ ǘƘŀǘ ά¢ŀǊƎŜǘн ŎǊŜŘƛǘέ Ƙŀǎ ŀŎǘŜŘ ŀǎ ŀ 
form of official financing to the periphery which has 
ŦƛƴŀƴŎŜŘ ǘƘŜ άǎǳŘŘŜƴ ǎǘƻǇέ ƛƴ ŎŀǇƛǘŀƭ ŦƭƻǿǎΦ 

ÅThis confuses accounting rules with reality. 

ÅAn alternative accounting approach would see BdE 
handing over assets (e.g. loans) to the ECB to hand 
over to Bundesbank with no T2 liabilities or credits. 

ÅSo the BdE does not need the T2 liabilities.  

ÅIndeed, it is the BdE that is financing the sudden stop: 
Unlike classic sudden stop, BdE ŎŀƴΩǘ Ǌǳƴ ƻǳǘ ƻŦ 
reserves because it prints the reserve currency. 



PROPOSALS TO ALTER TARGET2 



Proposals to Limit Target2 Balances 

ÅHans-Werner Sinn has proposed placing limits on 
Target2 balances. 

ÅConsider what this means.  
ïLǘΩǎ {ŜǇǘŜƳōŜǊ нлмн ŀƴŘ LΩƳ ǿǊƛǘƛƴƎ ŀ ŎƘŜǉǳŜ ǘƻ ŀ DŜǊƳŀƴ 

bank account. However, the cheque bounces. Even though 
L ƘŀǾŜ ǎǳŦŦƛŎƛŜƴǘ ƳƻƴŜȅ ƛƴ Ƴȅ ŀŎŎƻǳƴǘΣ LΩƳ ǘƻƭŘ ǘƘŀǘ LǊŜƭŀƴŘ 
has reached its limit on its Target2 balance, so the ECB is 
refusing to transfer my money. In other words, the euros in 
Ƴȅ ōŀƴƪ ŀŎŎƻǳƴǘ ŎŀƴΩǘ Řƻ ǘƘŜ ǎŀƳŜ ǘƘƛƴƎǎ ǘƘŀǘ ŀ ŜǳǊƻ ƛƴ ŀ 
German bank account can do.  

ÅLimits on transfers of this kind would mean the end of 
the euro as a single currency. 



Annual Settlement? 

ÅIn a less extreme proposal, Sinn has advocated an 
annual settlement of Target2 balances. 

ÅThis could be done easily once agreement was 
made on which NCB assets get transferred from 
e.g. Spain to Germany.  Bundesbank could take 
ownership of loans to Spanish banks. 

ÅThis would eliminate the balances but underlying 
risks would be identical since Eurosystem rules 
require losses on Spanish refinancing loans to be 
shared. 


