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Abstract

We study the issue of the optimal design of payment systems. Our model describes
modern real-time gross settlement systems without or with centralized queueing facilities as
networks in which settlement rules and interbank payments are linked by a dual relationship.
This duality approach brings the complicated nature of payment systems down to a very
simple, geometrically intuitive and useful language. We model the problem of aggregate
liquidity management by the Central Bank as an in..nite-dimensional linear programming
problem, parameterized by dizgerent intraday credit policies. We determine the dual problem
associated with the primal systemic liquidity management problem and show how shadow-
prices of individual banks that participate in the payment system can be used to set intraday
monetary policies so as to reduce systemic liquidity and make the payment system more
eCcient.

JEL Classification: C61, E58, G28.

Key-words: central bank, real-time gross settlement systems, queueing, shadow-prices,
in..nite-dimensional linear programming problem.

1 Introduction

The Bank for International Settlements (BIS) has been on the vanguard of payment systems’
reforms since the 1990’s. Its reports on the safety of payment systems have been the primary
source of recommendations followed by all the countries willing to improve their large-value

*1 greatly thank Joe Ostroy for encouraging me from the very beginning, for his several useful insights, sug-
gestions, and for our conversations. | also thank David Levine (UCLA and UC Berkeley), Alberto Bennardo,
Hans Schollhammer (Anderson School at UCLA), David Rahman, the members of the Economic Theory Center
at UCLA, and the participants of the Theory Proseminar. This paper is part of my Ph.D. dissertation at UCLA.
This research was supported by a fellowship from CAPES. Comments are welcome and of course all the erros are
mine.



payment systems. To give a taste of the impact of the BIS on the real world, it su¢ces to men-
tion that all European Union member countries must adopt real-time gross settlement (RTGS)
systems linked to the TARGET system, a supranational network of payment systems.

In a deferred net settlement (DNS) system, interbank large-value payments are settled at
the end of the day on a net basis. Clearly this system economizes on liquidity needs, but
makes the system prone to contagion. Since interbank large-value payments have increased
substantially since the 1970’s, the BIS has recommended the use of RTGS systems, which do
not economize on liquidity, but make the system considerably less vulnerable to contagion. One
problem inherent to RTGS systems is the possibility of gridlocks, a situation in which the tow of
outgoing payments stops. Gridlocks can occur for two reasons. First, it just might happen that
the pattern of interbank payments is such that, given the settlement rule in place, payments
cannot go out because payments cannot come in either. Second, it might be a coordination
problem. Thinking of free riding on liquidity from other banks, a bank might want to delay its
payments to the end of the day. If all the banks think the same way, delaying will be a Nash
equilibrium and, as a result, a gridlock occurs.

Since RTGS systems seem to be the rule from now on everywhere, it is important to make
it more eCcient. ECciency here refers to the minimization of liquidity needs, that is, to making
it as close as possible to DNS systems without getting rid of its (contagion-killing) constraints.

In an RTGS system (with centrally located queue), banks send payment messages to the
central bank continuously during the day. Once a payment message arrives, the central bank
checks whether the sending bank has su€cient funds to cover the payment. If it does, the
payment is settled immediately. Otherwise, it is queued on a centrally located queue and will
be settled as soon as the sending bank gets su€cient funds.

According to the BIS, an individual bank’s net intraday liquidity at certain point in time is
given by its initial balance held at its central bank account plus net transfers from other banks
up to that time minus the total value of outgoing queued payments. Since the sum of individual
banks’ net transfers is zero, the aggregate net intraday liquidity at any point in time is just
the sum of initial balances minus the sum of individual banks’ total values of outgoing queued
payments at that time. Actually, the distribution of net intraday liquidity also matters, but we
will not address this issue here.

Since holding liquidity at the central bank is costly, the objective of the central bank is to
minimize aggregate net intraday liquidity. Usually, this is done by extending intraday credit to
temporarily illiquid banks. For instance,

To ease the shortage of settlement liquidity under an RT GS system, many central
banks provide intraday liquidity with certain restrictions. That is, instead of waiting
for the arrival of incoming funds to cover outgoing payments, a sending bank without
a su¢cient account balance can make a payment by borrowing from the central bank



during the day and paying it back before the end of the day. [Zhou (2000, p.32)].

The use of dimerent queueing arrangements also enables the central bank to speed up the
Tow of outgoing queued payments, which is equivalent to minimizing aggregate net intraday
liquidity. Indeed,

[T]he design and operation of payment queues can play an important role in
ensuring that available liquidity is used e@ciently. For example, a queue based
simply on the principle of ..rst in ..rst out might cause large payments to create
unnecessary delays to the system’s throughput [BIS (2001), core principles].

Among the several queueing arrangements in place, the most commonly used are two varia-
tions of the ..rst-in-..rst-out (FIFO) rule, for instance, the bypass FIFO, and FIFO with prior-
itization. Central banks also use optimization routines, which consist of reordering the queued
messages and netting them out whenever the risk of gridlock is considerably high.

Another useful procedure is the splitting of payments. Instead of settling a payment either
in full or not settling it at all, the queueing arrangement might break it down into smaller pieces,
so that the fow of outgoing payments does not get stuck by the large-value of a single payment.

Breaking down transactions enables nearly full usage of system liquidity for set-
tlement purposes at all times. This means that liquidity is circulating rapidly from
bank to bank and that the system is economizing on its liquidity. Technically, this
increases the number of transactions processed in the system. It may also aid in
unwinding a gridlock if there is some unused liquidity in the system. [Leinonen
(1998)]

Surprisingly enough, little has been done regarding the design of RTGS systems with queue-
ing. For instance,

[V]ery little has been done to investigate the properties of payment systems that
combine RTGS [real-time gross settlement] with queueing. (...) [T]he fundamental
question that needs to be addressed is in what sense RTGS systems with queue-
ing ozer improvements over net settlement or RTGS without queueing, in terms of
relevant trade-oos [Roberds (1999, p.4)]

Freixas & Parigi (1998) use, for the ..rst time, the Diamond-Dybvig framework to make
comparative welfare analysis of net settlement versus gross settlement in a two-period model
with a liquidity shock and — the novelty of their model - a locational shock. After introducing
uncertainty and asymmetric information, they show that two ine@cient Nash equilibria arise:
a bank-run and an equilibrium with potential contagion. Bech and Garrat (2001), in a very
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interesting model, use a Bayesian game to analyze the strategic behavior of banks under the
real-time gross settlement system. They show that intraday credit policies play an important
role in the banks’ decision to delay payments. Building on the literature on precautionary
demand for reserves, Angelini (1998) shows that priced intraday liquidity creates an incentive
for banks to delay payments and that the outcome will not be socially optimal.

However, the models above do not focus on the design of payment systems properly, but
rather on the infuence of its design on the behavior of banks or the behavior of their depositors.
Angelini (1998) and Bech & Garrat (2001) ingeniously analyze the issue of intraday credit
policies, and Freixas & Parigi (1998) highlight the issue of contagion, but none of them address
the issue of queueing and the system’s liquidity.

On the other hand, some applied economists have made signi..cant contributions to the
design of queueing arrangements and optimal liquidity usage in payment systems. Koponen &
Soraméki (1998) conclude, from several simulations they undertook under dicerent scenarios,
that optimization routines, such as splitting of payments and netting enhance the system’s
liquidity. Leinonen & Soramaki (1999) also make simulations and conclude, among other things,
that an RTGS system with queueing is always more e cient than a net settlement system with
batch processing. Bech & Soramaki (2001) present a model of gridlock resolution, in which the
objective is to maximize the fow of outgoing queued payments subject to liquidity constraints
faced by banks under real-time gross settlement systems. Building on the bank clearing problem
modelled by Guntzer, Jungnickel & Leclerc (1998), they introduce an additional constraint,
called the sequence constraint, which states that payments have to be settled in a prede..ned
order, usually the FIFO rule. The general principles presented in Bech & Soramaki (2001) make
their model the only one that is somehow related to ours?.

From all the papers cited above we conclude that there has been no unique framework for
the payment system. In this paper we ocer a framework that is dicerent from anything else
that has been done so far. Based on the idea that payment systems are a big network with
interbank payments fowing around continuously during the day, we constructed a model that
gives the payment system a truly geometric structure. In our model, interbank payments and
settlement rules are intimately linked by a dual relationship. This duality enables us to write the
total outtow of interbank payments as a linear functional, the aggregate net intraday liquidity
as an a¢ne functional, and the liquidity constraints faced by banks as a set of ..xed points
parameterized by intraday credit policies. The problem of the optimal design of settlement
rules then reduces to an in..nite-dimensional linear programming problem. Basically, we ozer a
new tool. This tool has been widely used in general equilibrium analysis and other allocational
problems, but not in the payment systems literature. In order to give queueing arrangements
a role in the fow of payments, we modify the notion of aggregate net intraday liquidity [BIS

11t is interesting to note that these papers have been published by the Bank of Finland.



(1997), report on RTGS systems]. We interpret the standard notion as potential liquidity and
ours as actual liquidity. Indeed, the value of outgoing payments that really matters is the value of
payments that can be settled according to the settlement rule (i.e., the queueing arrangements).

The construction of our model is entirely based on the reports by the BIS. It provides a
framework for the problem in the following quotation:

From the viewpoint of reducing the need for liquidity, the more the system centre
can intervene in the queues by reordering and/or using optimization routines, the
more eccient the queueing should in principle be because the centre can observe
the queued transfers of all banks and thus maximize all the available information
to rearrange the transfers in the queue in order that minimises liquidity needs. To
the extent that it succeeds in reducing the number and value of queued transfers,
such centralized management can contribute to eC¢ciency and the realisation of early
settlement in RTGS systems. [BIS, report on RTGS systems (1997, p. 29-30)]

Since DNS systems economize on systemic liquidity, but are prone to contagion, and since
RTGS systems eliminate contagion, but require excessive liquidity and are vulnerable to grid-
locks, the problem that the design of an RTGS system must address is the minimization of
liquidity requirements (in order to approximate it to a DNS system) and to .nd a settlement
rule that minimizes the negative ecects of possible gridlocks. How can we design the settlement
rule in an RTGS system so as to make it as close as possible to a DNS system without giving
up on its contagion-reducing constraints? In this paper we present a model that solves both
problems simultaneously.

Wk do not need to assume that the path of payments is known ex ante by the Central Bank.
This is obviously not coherent with the real world environment. There is no way for the Central
Bank to know the entire path of payments between every pair of banks throughout the day. It is
reasonable however to assume that it knows the general pattern of payments, or, more precisely,
the distribution of payments. For instance:

The timing of payments across the FEDWIRE Funds Transfer service exhibits a
regular pattern over the course of the day, with payment activity peaking in the late
afternoon. (McAndrews & Rajan (2000), p.17)

In order to model this feature, we introduce an element of randomness into our framework.
In section 2 we present the model of stochastic shadow-prices of banks in RTGS systems
with queueing. We introduce the main concepts, present the primal problem and its dual. Du-
ality in this section is given by the duality bracket (C(-), BV(-)) between the space of continuous
functions on compacta and the space of functions of bounded variation, all paired with a sam-
ple space. We describe the functioning of RGTS systems as a linear programming problem in



which the objective function is the maximization of total outfow of payments subject to liquid-
ity constraints, i.e., banks cannot be illiquid anytime. Queueing is important here and arises
endogenously. We determine the dual problem to get the shadow-prices of each bank associated
with its liquidity constraints and the splitting and queueing of its interbank outgoing payments.
In section 3 we present the model without queueing in order to apply our framework to FED-
WIRE, the U.S. large-value payment system. In this section, duality is given by the duality
bracket (£i(-), Loo(+)) between the space of essentially bounded functions and integrable func-
tions. Section 4 presents some policy implications for intraday monetary management. Section
5 concludes the paper.

The advantage of our model is twofold. First, our formulation of the payment systems is
original. We know of no other model that describes the payment systems as we do. Second,
our duality approach brings the complicated nature of payment systems down to a very simple,
geometrically intuitive and useful language.

From a practical perspective, the monetary policy implemented by the Central Bank through
the payment system gives rise to a series of relevant questions. It is these questions that our
model will provide answers to. A sample of such policy questions is:

e When is it that an increase on initial balances enhances the fow of payments?
e Isit a good idea to extend free intraday credit to illiquid banks?
e Is it worth for the payment system to allow for an overnight loan between two banks?

e Does the extension of Lombard (collateralized) loans to certain banks really enhance the
tow of payments?

e Can Lombard loans be allocated optimally or else should the Central Bank provide banks
with liquidity whenever it is requested to do so?

o Is there an optimal queueing mechanism that helps minimize aggregate liquidity needs? If
yes, how can we implement it?

e Can an intraday interbank money market replace the Central Bank’s role as a provider of
intraday liquidity?

e How can we price Lombard loans to illiquid banks when their probability of failure is
positive?

e How does the failure of an individual bank acect the overall fow of payments (contagion
through the payment systems)?



By modelling the functioning of real-time gross settlement systems as a linear program, it
is possible to ..nd the marginal prices of all such policies by analyzing its corresponding dual
problem.

The sketch of our model is the following:

e Bank i, the sender, wires a payment message to the Central Bank at time ¢ requesting a
payment transfer from its account to the account of bank j, the receiver.

e If bank i’s account has enough funds, the payment is settled and the transfer becomes
..nal. Otherwise, it is queued and its settlement is postponed until bank i receives more
funds.

e At no time can bank ¢, and every other bank, be illiquid, so when a payment cannot be
covered by bank i’s funds, there are two alternative procedures to queueing: the extension
of collateralized loans from the Central Bank (repurchase agreements), and the allowance
of net debit caps. In section 2 queueing is the only procedure. We consider the alternative
procedures in the section 3 where an RTGS system without queuing is presented.

e In both cases (queueing and no queueing), the Central Bank can split payments.

e The primal problem of the Central Bank is to ..nd an optimal way to split and queue
payment messages throughout the day so as to minimize systemic liquidity subjected to
the constraint that no bank can be illiquid (liquidity constraints) and payments have to
be settled at most at full by the end of the day (consistency constraint).

e The dual problem of the Central Bank gives us two important pieces of information: the
shadow-prices of banks associated to both liquidity and consistency constraints, and the
dual value function. If strong duality holds, we can plug the dual value function into the
de..nition of systemic liquidity. Once this is done, the Central Bank can control intraday
monetary policies (the setting of initial reserve requirements, the amount of credit available
to each bank, haircuts and interest rates on each Lombard loans, the allowance of overnight
loans or the adoption of interbank intraday money market, etc.) by means of shadow-prices
in such a way to bring systemic liquidity down to zero or as close to zero as possible in
order to approximate the RTGS system to a DNS system with little contagion, since the
RTGS constraints continue to hold.

2 Stochastic shadow-prices with queueing

In this section we present the model with queueing. The set B = {1,..,n} denotes the set of
banks. By banks we mean the ..nancial intermediaries that participate in the real-time gross



settlement system. Obviously some of them are not precisely banks, but for the purposes of the
functioning of RTGS systems, such a quali..cation makes little dicerence.

Let T = [0, 7] denote the business day, 5(T) the Borel-o-..eld over T, and v any regular
bounded Borel measure on B('T). The measure space (T, B(T),v) represents the time component
of our model.

Uncertainty is described by a probability space (.S, F, p), assumed to be atomless.

The interbank payment from bank i € B to bank ; € B at time ¢ € T and state of the
world w € S is denoted by z;j(w,t). Let m = n* denote the number of pairs of banks. Once we
disregard self-transfers, m = n(n — 1). Given the probability space, (S,F,p), let Loo(S)™ be
the space of p-essentially bounded R™-valued functions on S.

We may de..ne a random path of interbank payments as an array x = {z;j(w,t) : w € S,
teT, i,j e B}, where z;(w,t) > 0 and zj;(w,t) =0, Vi,j € B, Vt € T, Yw € S, and such
that: (i) x(-, t) is p-measurable, V¢t € T, and (ii) x(w,-) is continuous on T, p —a.e. Then the
random path of interbank payments is a Carathéodory function on S x T. If this is the case,
let C(T)™ be the space of R™-valued continuous functions on T. The condition z;;(w,t) = 0
means that a bank cannot send a payment to itself. The condition that an interbank payment
be a Carathéodory function is for simpli..cation only. In real life, payment messages arrive at
discrete random times, so the right modelling would be to consider interbank payments as left-
continuous step functions with random discontinuity points. But if we assume that the time
interval between two consecutive payments is small, sometimes to the scale of seconds, then we
could just assume that they are left-continuous functions. Thus the assumption of continuity is
a good approximation. Besides, there is a well developed theory of Carathéodory functions that
can be freely used.

We have to consider the random path of interbank payments as being actually de..ned on a
larger domain, one that will allow us to say that the space of random interbank payments and
the space of settlement functions are topologically paired, that is, the later space will be the
topological dual of the former space. In order to do that, we ..rst have to properly de..ne the
space the settlement functions belong to.

The bilateral settlement function between banks i and j is given v;;(w, 7,t). At state w € S,
v;(w, 7,t) is the fraction of payment z;;(w, 7) sent at time 7 and settled at time ¢ > 7. Therefore,
any payment may be fractioned and queued. The time domain of the bilateral settlement
function is the triangle A ={(r,t) € T x T: t > 7}. Obviously, 0 < v(w, 7,t) < 1.

Given the measure space (T,B(T),v), let G the product-Borel-o-algebra B(T) x B(T) re-
stricted to the compact set A C T x T, i.e., G = B(T) x B(T)j4.? Let x be a measure® on G.
Given the time domain, A = {(7,t) € T x T : ¢t > 7}, consider the measure space (A, G, ). Let
L1(A)™ be the space of u-integrable R™-valued functions on A and let £.,(A)™ be the space of

2This means that a set S € G if there exists a set R € B(T) ® B(T) such that S = RN A.
*We may take = (v @ v))4.



u-essentially bounded R™-valued functions on A. Finally, let C(A)™ denote the Banach space of
R™-valued continuous functions on A, and let BY(A)™ denote the Banach space of R™-valued
functions of bounded variation on A, with the total variation as the norm.

Recall that a function of bounded variation can be decomposed into the sum of its absolutely
continuous part and its singular part:

y(" CL) = ya(,’ (1) + ys(,’ a)

where y%(-,-) < p is the absolutely continuous part and y*(-,a) Ly is the singular part (its
derivative vanishes almost everywhere). Moreover, there exists a constant M > 0 such that
e a)‘ < M, Vi, j€B. Weset M = 1.

The space of random paths of interbank payments can trivially be immersed into the space
of R™-valued Carathéodory functions  on S x A, i.e., functions satisfying: (i) G(-, 7,t) is p-
measurable, V(7,t) € A, and (ii) z(w, ) is continuous on A, p — a.e. Indeed, it su¢ces to set
Bij(w,T,t) = xij(w, 7), V(7,t) € A. This identi..cation allows us to consider the random path of
interbank payments and the settlement functions as being de..ned on the same domain, namely
S x A

That being told, we may rede..ne the random path of interbank payments in a more appro-
priate way.

De..nition 1 A random path of interbank payments is a function z : S x A — R™ such that:
() z(w,7,t) = (zij(w,7,t) 1 4,j € B)
(i) zij(w,7,t) 20 and zy(w,7,t) =0,Vi,5 € B,V(7,t) € A, p— a.e.,
>iii) zjj(w, 7,t) = zij(w,7,7), Vi,j € B, Vt > 7
(iv) z(-,7,t) € Loo(S)™, i.€., (-, 7, 1) is p-essentially bounded on S, V(7,t) € A
W) z(w,-) € C(A)™, p-a.e., i.e., x(w,-) is continuous on A, p — a.e.

De..nition 2 A stochastic settlement density is any function v: S x A — [0,1]™ such that:

() v(w,7,t) = (vij(w, 7,t) : 1,7 € B), with v;; : S x A — [0, 1] being called the bilateral
stochastic settlement density between banks 7 and ;.

(i) v;(w,-) € L1(A), i.e., v;j(w,-) is p-integrable on A, Vi,j € B, p —a.e.

(iii) fTT vij(w, T,8)dpo(s) <1, Vi,j € B,Vr € [0,T], p—a.e., where ps is the second marginal
distribution of x. (consistency condition)

(iv) v;;(-,7,t) € Lo(S), i.e., is p-essentially bounded on S, Vi, j € B, V(7,t) € A.

De..nition 3 A stochastic settlement integral is any R™-valued function y on S x A such that:
() yw,) € BV(A)™, p-ae., y(w,7,t) = (yij(w,7,1t) : 1,5 € B), with y;; : S x A — [0,1]
being called the bilateral stochastic settlement integral between banks 7 and j.
(i) y;j(w,7,T) — y;j(w,7,7) < 1, Vi,j € B, V7 € [0,T], p — a.e. (consistency condition)
(i) FL(, 7, 1) € LoolS), ¥(7,1) € A, Vi, j € B
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From the above de..nitions we can easily conclude that a stochastic settlement density can be
interpreted as the Radon-Nikodym derivative of a stochastic settlement integral. Condition (ii)
in the de..nition of stochastic settlement integrals can be restated as ftT vij(w,t, s)dpuy(s) < 1,
V1 € [0, T], p— a.e., provided we set the settlement density as the Radon-Nikodym derivative of
a stochastic settlement integral, that is, v;;(w,t, s) = %’/—ii(w, t,s). In this sense:

T 7., .
yz'j (waTa T) - yz'j(w77—7 T) = / %(wa Tas)d,u2<3)>VT € [07 T]v b —a.e.

where 15 is the second marginal distribution of x, which will coincide with v whenever y is the
product-measure v x v restricted to A. Similarly, x; is the ..rst marginal distribution of .

The consistency condition says that payments keep being partially settled until the end of
the day. Moreover, it is possible that some portion of the payment remains unsettled at the end
of the day. We chose to impose the weak inequality instead of the equality in order to give some
room for overnight interbank loans.

The value z;j(w, 7,t)vy(w, 7,t) = x5(w, T, T)vij(w, T, t) represents the portion of the inter-
bank transfer z;;(w, 7,7) sent at period 7 € [0,7] and state w € S and settled at period ¢ > 7.
The total expected cumulated outtow of payments is then given by the linear functional:

SienYen Js Jo ST wij(w, 0,5)vij(w, 0, 8)du(s, 0)dp(w)

In order to stick with our duality formulation, we will say that the total expected cumulated
outfow of payments is given instead by the linear functional expressed in terms of settlement
measures:

SienYien Js fo [T 2w, 0,)dyij(w, 0, 5)dp(w)

De..nition 4 The expected systemic liquidity of a real-time gross settlement system is given by
total initial reserves at the beginning of the day minus the expected total value of queued outgoing
payments averaged over time, that is:

. 1 T T
A= Z%;BO —WZ%;J%;/S/) l zij(w, 8, s)dyij(w, 8,s)dp(w)

The de..nition of systemic liquidity is a generalization of the standard de..nition as given by
the BIS report on RTGS systems (BIS, 1997). Our de..nition takes the role of queueing into
account and considers the cumulated total outtow of payments throughout the day.

In RTGS systems, banks have to hold enough balance throughout the day to settle interbank
payments. Overdrafts are not allowed. At each period ¢, individual reserves are given by
individual initial balances plus net transfers up to time ¢ Period ¢ is not included. Thus,
individual banks face a kind of cash-in-advance (or Clower) constraint. According to Clower’s
(1967) seminal paper:
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[T]he total value of goods demanded cannot in any circumstances exceed the
amount of money held by the transactor at the outset of the period. [Clower (1967)]
(Italics in the original)

Though Clower meant goods demanded by consumers in a monetary economy, the nature
of such liquidity constraints is the same one faced by banks in an RTGS system, the dicerence
being only that the objective function is linear and that the goods we are dealing with are
settlement functions.

Thus in real-time gross settlement systems no bank can be illiquid. Whatever the state of
the world, at any period the following liquidity constraint must be satis..ed:

> aglerntentda) < B[ ]S a0
jeB T€[0,¢] 0elot) JTe(0,0) jeB

—/ / inj(w, 7,0)dy;j(w, T, 0)
0€l0,t) JT€(0,6) jeB

The expression on the left-hand side is the total value of queued payments from bank i to
every other bank at time ¢ and state of the world w. The ..rst term on the right-hand side is
bank i’s initial reserve The second term on the right-hand side is the total value of payments
that bank 7 had received from the system up to time ¢. The third term on the right-hand side
is the total value of payments that bank ¢ had sent to the system up to time ¢. Therefore, the
right-hand side is initial balance plus net transfers up to time ¢.

In each period, a bank can only use its current balance for settlement purposes. It is in
accord with the main principle of RTGS systems: banks are not allowed to become illiquid at
any time whatever the state of the world. As transfers are made throughout the day, individual
balances fuctuate within the interval [0, ,.p BZ]. Indeed, the minimum balance is zero, and
the maximum balance occurs when an individual bank absorbs all liquidity from the system.
This is however an extreme situation. In order to avoid such extreme distribution of liquidity,
some systems impose an upper bound on current balances. For instance, in some RTGS systems,
an individual balance fuctuates within the interval [0, 23;;], that is, maximum current balance
is twice the initial balance. Such upper bounds are indeed important for the safety of payment
systems. It is well known that the distribution of liquidity can cause gridlocks. It is important
to remark that our model can also deal with the control of distribution of liquidity. In this case
however we would have a quadratic component. For instance, we could impose an additional
constraint in which the variance of the distribution of liquidity in the system is bounded. The
shadow-price associated with such constraint would give us the price of a unit change in the
distribution of liquidity. Nevertheless, the model would become quadratic, and we do not want
to go beyond the linear programming framework. A stronger constraint of course — and one that
would keep the model linear — would be the imposition of upper bounds on current balances,
but doing that would make the model less simple without additional bene..ts.
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T

In order to simplify notation, consider again the triangle A = {(7,t) € TxT : ¢t }.
0 <

De..ne, for each ¢ € T', the horizontal ¢-section of A as the set A(t) ={(7,0) e TxT: 7
t}. Now de..ne the horizontal ¢-lower-section as:

>
<

AT(t) = Upl1Alty) =Upq{(7,8) e TX T :7 <0< tp}

where t,, / t is any increasing sequence* of periods converging to t. Sometimes, whenever no
confusion is possible, we will write a = (7,t) € A for the generic element of A. Then:

/ / Zxﬂ w, T,0)dyji(w,T,0) = / iji(w, a)dyji(w,a)
oeoe) Jre0,6] A= (t)

w1 jeB jeB

where [, is the double integral over the region A~ (t). Of course, A=(0) = . This implies
that at time ¢ = 0, liquidity constraints reduce to:

> #ij(w,0,0)4(w,0,0) < B}, Vi,j € B, p—ae

jEB
In other words, the very ..rst payment cannot exceed initial reserves. From that time on,
individual reserves will fuctuate as payments are transferred around.

De..nition 5 Given a random path of interbank payments, = : S x A — R™, and a stochastic
settlement integral, y : S x A — R™, we say that bank i € B satis..es liquidity constraints at
time ¢t € T and state w € S if:

Zjer[oﬂ xij("”?Tvt)ygj(w?Tvt)dUl( T) < BZ +fA (t) Z]EB ]’L( )dy]z(w a)
fA*t deB zij(w, a)dy;(w, a)

We say that the system satis...es liquidity constraints if every bank satis..es liquidity constraints
at any time almost surely.

The Central Bank’s liquidity management problem in an RTGS system is to minimize ex-
pected systemic liquidity given liquidity constraints and the consistency condition. Since initial
reserves are given, this problem is equivalent to the constrained maximization of expected total
outfow of payments:

(supy i Y jeB Js Jo ST wij(w, 0, 8)dyij(w, 6, s)dp(w)
s.t. ZjeB f[o,t] xij(w, T,t)yfj(w, 7,t)dpy (1) < BE + fA—(t) ZjeB zji(w, a)dyj;(w, a)
= Ja- LjeTij(w, a)dyij (W, a)
ST (00,7, $)dps(s) < 1, Vi, j € B, ¥ € [0,T], p— ae.
y(w,-) € BV(A)T, p—ae.

\ dTy;jL(v Tat) € COO(S),V(T, t) c A

*We used a sequence of periods converging to ¢ in order to preserve the measurability of A~=(¢). This is not a
loss of generality anyway. Such property is independent of the particular sequence chosen.
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We will now write the primal problem in matrix form. This will make it easier for us to ..nd
out the dual problem. The resulting dual solution will be the stochastic shadow-prices of banks
in the real-time gross settlement system.

Notice that we did not include the extension of Lombard loans in our stochastic version.
We are here dealing only with the issue of queueing and partial settlement. The stochastic
shadow-prices associated with liquidity constraints will give the marginal prices of initial reserve
requirements. The stochastic shadow-prices associated with consistency constraints will give the
marginal prices of queueing bilateral payments and settling them at full.

De..ne the following matrix, Vi € B, V(w, 7,t) € S x A:

0 0
0 0
Xi(w,7,t) = | zin(w,7,t) - zip(w,T,1) «ith row
0 0
0 0
L - nXn
Also de..ne:
i1 (w, T, 1) 0 0
0 Tio(w,T,t
Yi(w, 7,t) = ( )
0 0 s X (w, T t) e
Consider the partitioned matrices:
X7t = Xilwrt)| o | Xa(w,78) |
nxn?2
Y(W’Tu t) = [ Yl(va’ t) | | Yn(w7T’ t) :|n><n2

Then the expression ZjeB zji(w, 7,0)dy ji(w, 7,0) — ZjeB zij(w, T, 0)dyij(w, T,0), Vi € B,
can be written in matrix form, V(7,t) € A, p— a.e., as:

Y(wa T, H)dy(wa T, ‘9) - X(wa T, H)dy(w, T, ‘9) = [Y(wv T, 9) - X(wv T, 9)]dy<wa T, ‘9)
The expression ) ;g f[o ] zij(w, T,1)yss (w, 7,t)dpy () can be written in matrix form as:

Jog X(w, 7, t)y*(w, 7, t)dps (1)
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Clearly the objective function is a linear functional that can be represented as z -y, the inner
product on (£,.(S)™ x C(A)™, Lo(S)™ x BV(A)™). For the time being, however, let us write
itas [¢ [,z(w,a)dy(w, a)dp(w).

Let I,,, be the identity m-matrix and 1 the m-vector of 1’s. Let B, = (B : i € B) be
the vector of initial reserves. The consistency constraint fTT %’ﬁi(w, T,8)duy(s) < 1, Vi, j € B,
vt € [0,T], p — a.e., can be written as

f Imgﬁ w, T, 8)dus(s) < 1, V7 € [0,7], p — a.e.
Therefore in matrix notation the primal problem is:
[ supy  [o [, (W, a)dy(w,a)dp(w)
s.t. f[o 1 X(w, 7, t)y*(w, T, t)duy (1) < Bo + fA,(t)[Y(w, a) — X(w, a)ldy(w, a), p— ae
., S)du2() 1, v7 €[0,7],p— ac

y(w,-) € BV(A)T, p—ae
t) € EOO(S)m, V(T,t) € A.

\ %ﬂ;(
In the primal problem above, we have the following:
@ Y - X e Lo(S)" xC(A)™M™

©) Jio.) X7, (7, Y (1) € Loo(S)™ x CLAy™
(©) x € Loo(S)™ x C(A)™

The conditions above guarantee that the problem is well-posed [Papageorgiou (1982)] and
that strong duality holds.
The notation above is for simpli..cation purposes only. The more explicit notation is:

Sy Yien g Js o Jr i 0. 5)dyi (0.0, 5)dp(w)
t a 7 t
S.t. ZjeB f() xij(w7 T7t)yij(w7 T7t)dlu'1 (T) < B + fO fO Z]EBCCJZ( T e)dyji(w77_a0)
d fo fo Jeszg y T Q)dyij(wﬁﬁ)
ST it (0, 7, 8)dpy(s) < 1, Vi, j € B, ¥r € [0,T], p— a.e.
yY(w,-) € BV(A)T, p—ae

dTy:‘( T,1) € Loo(S), Vi,j € BY(r,t) € A.

The Central Bank’s primal problem is a generalized continuous linear program. The un-
derlying space in the primal problem is L(S)"™ x C(A)™. Its topological dual space is
L1(S)"™ x BV(A)™™. However, since we imposed the consistency condition, we can restrict it,
with no loss of generality, to the linear subspace £..(S)™™ x BV(A)™. Then the duality bracket
on which our linear programming problem is de..ned is:

(Loo(S)" x C(A)™™, Loo(S)™™ x BV(A)™™)
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Consider the quadruple (i, j,w,t) € B x B x.S x T representing bank 7, bank j, time ¢ and a
state of the world w. For each liquidity constraint associated with (i, i,w,t) € B x Bx S x T, let
Ai(w, t) be its shadow-price. We call \;(w,t) bank ’s liquidity shadow-price at state w and time
t. For each consistency constraint associated with (i,j,w, 1), let &;;(w,t) be its shadow-price.
We call ¢;;(w,?) the consistency shadow-price of the pair (i, ;) at state w and time ¢.

The parameter associated with a particular liquidity constraint is the initial reserve balance
held by a particular bank at the beginning of the day. Thus its liquidity shadow-price measures
the ecect on the outfow of payments of a unit variation in initial reserves. Given the liquidity
shadow-price, the Central Bank can draw a better understanding of the exect of changes in
initial reserves on the level of aggregate liquidity needs.

The parameter associated with a particular consistency constraint is the number 1. The
interpretation of the consistency shadow-price requires further thoughts. When a payment
zij(w, 7,7) is sent during the day, say at time 7, the primal solution will determine how much
of it should be settled from that time on until the end of the day. At each time ¢ > 1, the
amount z;;(w, 7, 7)vi;(w, 7,t) will be settled. By the end of the day, at most 100% of it should
have been settled. Thus it is possible that some fraction remains optimally unsettled. So a
unit increase on the parameter 1 means a 100% increase in the payment settlement. That is,
a bank sends a payment during the day and, by the end of it, twice the payment has been
settled. That means that that bank made a payment, settled it by the end of the day, and
in addition lent to the receiving bank the very same amount it has paid. Therefore the true
dollar eaect of an extra dollar lending from a bank to another is measured by the corresponding
consistency shadow-price divided by the amount transferred, x—?(f:”% If at the primal solution
the consistency constraint holds with equality, then the consistency shadow-price will tell us by
how much the tow of payments (or equivalently, minimum aggregate liquidity needs) will change
should a bank pay an extra dollar over and above the amount due or should a bank pay a dollar
less than the true amount due.

Denote by A(w,t) = (N (w,t) : i € B) the vector of liquidity shadow-prices at state w and
time ¢t. Let {(w,t) = (§;;(w,t) : 4,5 € B) be the vector of consistency shadow-prices at state w
and time ¢.

The dual problem is given by:

( infone) [ fa BodMNw, a) + [g [4 Ly -y (w, 7, 6)F X (w0, 7,8)FdA(w, 7, t)
+foA1m' df(wﬂ?t)

s.t. f[Ot ya(w O X (w, T, )Lﬂﬁfﬂdm (m)+
+ [, [X(w,t,7) )t = Y(w,t, 7 dNw, t,7) = z(w, t,7)
ANw,) € BVA)L, p—a.e.

DLal € £o(8), Vac A

We postpone the analysis of the dual to the next section and to the particular case of
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FEDWIRE, with no centralized queueing facilities.

3 Stochastic shadow-prices without queueing

In this section we consider the special case of RTGS systems without queueing facilities, such
as FEDWIRE. From a topological point of view, this problem is less general, so we can add
more geometrical structure to the framework and get some additional insights about the dual
relationship between interbank payments and settlement functions.

From a practical point of view, interbank payment messages arrive at the central bank at
sporadic discrete times, so that they can be regarded as a sequence (actually, a vector or even
a matrix, depending on the way we write it). Since several payment messages may arrive on
a minute-by-minute (or even second-by second) basis during the day, we will assume that time
is continuous and that interbank payments are measurable functions on the time interval. Of
course, measurability here is understood as Borel-measurability. Measurability is the weakest
assumption we can make without loosing mathematical structure.

Let T = (][0, 77, B([0,T]),v) be a measure space representing the time interval (a business
day), where X is the Lebesgue measure on the Borel-o-algebra 5([0,7]). Recall that T is an
atomless complete ..nite measure space®. Let L(T) be the space of measurable bounded real
functions on T, endowed with the sup-norm.

There is no way for the central bank to know ex ante what the pattern of payments will
precisely be during the day. This pattern is uncertain. Usually it is concentrated towards the
end of the day, but, again, it is random. Therefore, the fow of payments is the sample path of a
stochastic process. To model this feature, let (.S, S, p) be a complete atomless probability space.

B = {1, ...,n} denotes the set of banks. Let x(¢,w) be the monetary value of the payment
from bank i to bank j on the books of the central bank at time ¢t and state w. Assume that
z;; : T xS — [0,00) is a stochastic process such that x;(t, -) € Loo(p)+, V¢t € T, and, z;;(-,w) €
Loo(v)+, p — a.e. Now de..ne the function z; : T — Loo(p)’}, Where Loo(p)t = Loo(p, [0,00)™),
by xz(t) = (%’j(t))jeB, where Jiij(t) S Coo(p)+, Vit € [0, T]. Finally, de..ne x by = = (:cz-)ieB.

Given m = n?, let E = £,(p,R™) be the space of integrable functions with values in R™,
endowed with the weak topology. Recall that E is a locally convex, separable, metrizable linear
topological space and that its topological dual is E* = Loo(p,R™). Whenever f € E (or EY),
we assume that f = (fi,..., f,,) and f; = (fi;);es- Itis useful to see f € E (evaluated at w) as
a matrix:

[ f1w) - (W) }
fwy=1| +

| ful) o) |

*Notice that A may also be any atomless measure other than Lebesgue’s.
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With this representation in mind, the payments attached to queued messages at certain time
t € T and state w € S are summarized by:

’Vxll(taw) xln(taw)“

a(t,w) = z(t)(w) = : : :
L Tni(t,w) -+ xpp(t,w) J

Thus, by our assumptions, for each ¢t € T, x(t) € E* = Loo(u, R™) and = € Loo(v, E¥).
The space of payments is then the positive cone of the space of all (equivalence classes of)
Bochner-integrable functions that are essentially bounded, where the norm is given by ||z| =
esssup{||z(t)| : t € T}.

Notice that we implicitly assume that there is exactly one message to each bank queued
at time ¢, so that the size of the queue is always n (obviously the payment of an individual
bank to itself is zero). This not an oversimpli..cation. Indeed, banks usually send bulk payment
messages to another bank for any short period of time, so it is reasonable to assume that the
gueue has at most one message to each bank for any short period of time. So instead of sending
a payment message to bank j and few seconds later sending another one to the same bank, a
bank i actually sends both payments together.

We will now construct a de..nition of settlement function that is dual to the de..nition of
interbank payments function.

Consider the following subset of E:

K={feE: f(w)e[0,1]™, p—a.e and f;(w) =0, Vw € S,Vi € B}.

Clearly, K C E = L;(p,R™) is convex and nonempty. The set K is weakly compact separable
and metrizable for the relative topology induced from L;(p, R™), and is uniformly integrable.

Let v; : [0,7] — L1(p,[0,1]"), be de..ned by v;(t) = (v4(t));jeB, Where v;;(t) € L1(p,[0, 1]),
vt € T. Let m = n?. For ease of notation, we will use the isometric isomorphism £ (p, [0,1]")" ~
L1(p, [0,1]™). Assume that v : T — K is (B([0,T1]), B(K))-measurable, where B(K) is the Borel-
o-algebra generated by the relative weak topology on K inherited from E. We call v a settlement
function. Let £,(v, K) be the set of Bochner-integrable settlement functions®.

Then v(t,w) has representation:

[ vi(t,w) - vt w) -I
vty =v®@) =| 1

L Un (t,w) o Upp(t,w) J
We have that, for each ¢t € T, v(t) € E = L1(p, R™) and v € L1(v, E).

®Given a ..nite measure space (©, ,v) and a Banach space E, a v-measurable function f : © — E is Bochner-
integrable if, and only if, [ ||f]|dv < oo [Diestel & Uhl (1977)].
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De..nition 6 A settlement function is any Bochner-integrable function v : T — K, that is,
any Bochner-integrable function v € £, (v, E) given by v(t)(w) = v(t,w) = (v1(t,w), ..., v, (t,w))
such that v;;(t,w) € [0,1], Vi,j € B, vi(t,w) =0, Vi€ B,Vt € T, p —a.e.

Settlement functions and interbank payments functions are then dual concepts. To be more
speci..c, on the dual system (R™ R™) given v(t,w) € R™ and z(t,w) € R™, the bilinear form
#: RMXR™ — Ris given by (¢, w)*v(t,w) = > ; i eBxp Tij (t, w)vi(t, w). On the dual system
(E, E*) the bilinear form (-,-) : E* x E — R is given by:

(x( fS (t,w) * v(t,w)dp(w fS eBxBxU(t w)vij(t,w)dp(w)

On the dual system (L1(v, E), Loo(v, E*)) consider the bilinear form - : Loo(v, E*) X L1 (v, E) —
R is given by:

zov= fy {@(t),00) dA®) = fy s X jemxs T (tw)vij t,w)dp(w) (1)

Now it is easy to see the topological duality between payments and settlement. Given the Banach
space F = L1(p,R™) and its dual E* = L(p, R™), we have:

1 v € L1(v, FE) denotes the settlement function, with the condition that v(¢) € K, Vt € T. The
space of settlement functions is endowed with the weak topology.

2 x€ Lo(v, E*) = (L1(v, E))* denotes the payments function, which belongs to the dual space,
endowed with the weak-star topology.

3 (Li(v, B), Loo(v, E*)) is the topological dual pair denoting the duality between interbank
payments and settlements with duality bracket representing the expected total outtow of
interbank payments:

0 = [ f530 ) emen Tt vy (1 W) dp(@)dv (1)
Consider the Central Bank’s liquidity management stochastic problem:

SUPver, (k) Jy fs Do(sgyemx i (t w)vig (£, w)dp(w)du ()

s.t. > 1)) eBxB} Tij(ts w)vij(t,w) < B+ Di(t,w) + zi(t, w)
+f[(),t) [ZjeB i (T, W)V (T, w) — ZjEBx (T W) (T w)} dv(T)
0 <wvi(t,w) <1,VieB, vt €[0,T], p— a.e.

Here, Bg is the initial balance of bank 7 at its central bank account. It is the minimum
balance that the central bank requires bank i to hold in the beginning of every day.

The function D, denotes the net debit cap for bank i. It is a source of liquidity ocered by
the central bank to bank i. The overall exaect of a net debit cap is that bank 7 is allowed to incur
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temporary intraday overdrafts up to a certain amount. Let D : T x S — [0, c0)™ be de..ned by
D(t,w) = (Dy(t,w),..., D, (t,w)), where D;(t,w) is a net debit cap for bank i at time ¢ and in
state w.

Finally,

4i(t,w) = { Z{jczr(z',j)eBxB} zij(t, w), ?f t<T
— fO yi (T, w)dv(T) ift="T
where z;(t,w) is the amount of the collateralized loan received by bank i at time ¢ and state
w in order to full.l its payment obligations toward bank j, and y;(t,w) =} ;cp ¥ij(t,w) is the
total value of the collateral ocered at time ¢ and state w that will be repurchased by bank i
from the central bank at the end of the day, so that z;(T,w) = —fOT yi (T,w)dv(T), is the repo
price to be paid at the end of the day and state w. Let z: T x S — [0,00)™ be de..ned by
2(t,w) = (z1(t, w), ..., zn(t,w)).

We may even suppose that Lombard loans are prices through haircuts, which are, not in
name but in essence, interest rates on intraday loans. Each Lombard loan at any time has a
time-dependent interest rate. It is reasonable to assume that Lombard loans made earlier in the
day have lower prices, while Lombard loans made by the end of the day have higher prices. Let
r;(t,w) be the interest rate charged on a Lombard loan to bank ¢ at time ¢ and state w. Then:

wiltw) = 1 2Histipenxsy 2t ), if ¢ <T
o — [Tt i) (rw)du(r) ift=T

Let ™ = (B,, D, ) be the parameter and assume that there is a compact set IT C [0,00)" x
L>°()\, E*)? such that = € TI. We call 7 a systemic monetary policy.

De..ne the function g : T x S — R} by ¢g(t,w) = (91(t,w),...,gn(t,w)), Where g;(t,w) =
Bl + D;i(t,w) + zi(t,w), Vi € B, Vt € T, p —a.e. By assumption, g € L(v, E*), since (D, z) €
proje s3Il C Loo(v, E*)? and B, = (B}, ..., B?) is constant. The function g describes the collection
of sources of liquidity. It includes both initial reserve requirements and intraday credit policies
in the form of net debit caps and Lombard loans.

Recall that z(t,w) X v(t,w) = > iyeBxB Tij(t: w)vi (L, w), Where z(t, w) and v(t,w) are
matrices. Let vec|x(t,w)]and vec[v(t,w)| be the vectorizations of z(¢, w) and v(t, w), respectively.
With abuse of notation, but clearly without any confusion, we can still denote such vectorizations
by x(t,w) and v(t,w), respectively, with x(t,w), v(t,w) € R™. In other words, z(¢,w) would be
written as z(t,w) = (z11(t,w), ..., T1n(t, W), ..., Tn1(t, W), ..., Tnn (t,w)), and similarly for v(t,w),
ie., v(t,w) = (V11(t,w), ..o, VI(t, W), ooey Uni(t, W), ...y Unn (t,w)).

The Central Bank wants to minimize systemic liquidity:

A=Y ien By~ Jy Jso(tw)v(t, w)dp(w)dv(t)

The objective function can then be replaced by the total payments fow, that is:
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= [y Js2(t,w)o(t, w)dp(w)du(t)

De..ne the following matrices, Vi € B, V(t,w) € T x S:

0 0
0 0
Xi(t,w) = | za(t,w) - z(t,w) | < " row
0 0
i 0 . 0 |
zi1(t,w) 0 0
0 Tio(t, w 0
Y:L'(ta w) = 12(. ) .
0 0 zin(tw) |
Consider the partitioned matrices:
X(tw)=| Xitw) | - | Xaltw) ] |
Y(t,w) = [ Yit,w)| - | Ya(t,w) } ]
nxn

Then the expression > g @i (T, w)vji(T,w) =) jep Tij (T, w)vij (T, w), Vi € B, can be written
in matrix form as:

Y(r,w(r,w) — X(r,w(r,w) = [Y(1,w) = X (1,w)]v(T,w), VT € T, p— a.e.

In order to write down the dual problem properly, the constraint v,;(t,w) <1, V¢t € T, p—a.e.,
Vi, j € B, must be written explicitly in the feasible set. Relax the condition v € £;(v, K) to
v € L1 (v, E) with the added constraint v < 1, i.e., v(t,w) < 1, Vt € T, p— a.e., where 1 is the
vector with entries equal to 1. Therefore we have:

SUPyery (v,E) fo fs t w)dp( )dy(t)
s.t. X(t,w)v (t, w) < g(t,w) —{—fg[Y(T,w) — X(1,w)|v(r,w)dv(T)
L 0<v(t,w) <1, VteT, p—a.e.

De..ne the operator ® : £1(v, E) — Loo(v, E) by:

O(v)(t,w) =X (t,whv(t,w)— A Y(1,w) = X(1,w)]v(r,w)dv(T)
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and let the operator ¥ : Lo (v, E*) — L1(v, E*) be given by:

T
U(n)(t,w) =nt,w)X (¢t w) — % n(r,w)[Y(7,w) — X(7,w)ldv(7)
Notice that we can also write:
T
V)(tw) = X(t) Tn(tw) = [T (r0) = X ()l oiv(r)

Proposition 7 The operators ® and V¥ satisfy (n, ®v) = (Un,v), hence ¥ = ®*, i.e., U is the
adjoint of ®.

Proof. Applying Fubini’s theorem, we have:

(n, ®v) = n(t, )X(t,w )= Jo n(t, w)®(v)(t7w)dV(t)

=n(t,w)X{t,w(t,w) — fo t w {fé T,w) — X(1,w)]v(r,w)dv(T)}dr(t)

=n(t,w) Xt wvt,w) — fo fo (1,w) — X(7,w)]v(T,w)dv(T)dv(t)
We claim that:

foT fJn(W)[Y(T,w) — X (1,w)|u(r,w)dv(T)dv(t)
= [ [0t w)[Y (7, w) — X(7,0)|dv(T)o(r, w)du(t)

Indeed, if we de..ne K (t,7,w) = n(t,w)[Y (1,w) — X(7,w)]v(T,w), it amounts to show that,
for each .xed w € Q:

fo fo (t, 7,w)dv(T fo ft (1,t,w)dv(t)dv(T)

It is easy to see that K(-,-,w) € £1([0,7] x [0,T)). Indeed, the components of X and
Y are measurable and bounded, and v is bounded by 1. The integral on the left-hand side
is equal to [ [, K(t 7,w)dv(7)dv(t), where A C [0,T] x [0,T] is the triangle A = {(t,7) €
[0 T]x[0,T]: 0 <7< ¢,0<t< T} Simplecalculations’ show that | [, K(¢,7,w)dv(7)dv(t) =
fo ft (1,t,w)dv(t)dv(T). Thus:

(n, ®v) = n(t,w) X (t, w)v(t,w) — fOT fg n(t, w)[Y (1,w) — X(7,w)]v(T, w)d\(T)dA(t)
= n(t, W) X (t,w)v(t,w) — [ [T n(tw)[Y(r,w) — X (1, w)]dA(1)o (7, w)dA(t)
= (¥, v)

Therefore, ¥ = ®*, i.e., ¥ is the adjoint operator of ®, as was to be shown. ®
Thus the paired linear programming problems in an RTGS system are given by:

"Solve this integral as an iterated integral in the reverse order and interchange the names of ¢ and 7 [see
Schechter (1972, lemma 2.2)].
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In other words, the dual problem is:

infme) o [sMtw)g(t,w)dpw)du(t) + [ [¢1- &(t,w)dp(w)du(t)

s.t. X(t, w)T)\(t,w) FE(tw) = at,w)+ [TIYT (tw) — XT(t,w)A(T, w)dv(r)
At,w), &(t,w) = 0,Yt € [0,T],p —a.e.
(A €) € Loo(v, K) X Loo(v)

Putting it in a more explicit way, the dual problem is:

[ inf(n,e) fO fS > ieB Aill, w)gi(t, w)dp(w t) + fo fS ,j)eBngw(t w)dp(w)dv(t)

{ s.t. 2y (L, w)Ai(t, w) + &5t w) > x”(t w) + x4 (t,w ft (1,w) — Ni(T,w))dv(T)
Ai(t,w), &;(t,w) > 0,Vi,j € B,Vt € [0,T],p— a.e.

| (M) € Laglt, K) % Log(v)

Notice that, even though the space of dual programs is £, (v, K) x L1 (v), we want to ..nd
solutions in the linear subspace Loo(v, K) X Loo(V).

The dual constraints in the continuous case resembles the dual constraints for the discrete
case, that is:

xij (t,w){ N (t,w —|—ft (T, w) = Nj(T,w)]dv(T)} 4 &5 (t, w) > 45(t, w)

The dual constraint above shows that the economic value of interbank payments are dicerent
from the face values of the payments. Recall that the dimension of the consistency shadow-
prices is the same dimension of interbank payments, so the inequality above is well de..ned. The
economic value of an interbank payment z;;(¢,w) made at time ¢ and state w has to be as high
as the face value of the payment. The economic value of z;;(t,w) has two components:

o z;i(t, w){\i(t,w +ft (1,w) — A\j(T,w)]dv(7)}: the face value multiplied by its bilateral
net price. The bilateral net price is given by the liquidity shadow-price of bank i at time
t and state w plus the cumulated net future bilateral shadow-prices between banks i and
j. This amounts to instant shadow-price plus a bilateral adjustment.

° gw(t w): the consistency shadow-price, which measures the endogenous price of splitting
the payment.
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If strong duality holds, the primal and dual values coincide:

D(B,,1) = / /Z)\ (t,w)g;(t,w)dp(w //S Z £ (t,w)dp(w)dv(t)

icB (1,j)eB xB

- / / x(t,w)vu(t,w)dp(w)dv(t)
0 S
P(x)

Plugging the dual value into the de..nition of systemic liquidity, we get:

A = ZGB // x(t,w)v(t,w)dp(w)dv(t)
_ ; / /;)\ (1, w)g5(t, w)dp(w)du(t)

+[) /S'(ij)EZBXBgij(t’W)dp (w)dv(t)

Since g;(t,w) = B! + D;(t,w) + zi(t,w), we have:

A = o+ Di(t,w) + 2i(t,w))dp(w)dv (¢)
zeB SicB
/ [9(”%;“35” (t.)dplw)du(t)
= Z%;BZ ZBZ ' S)\i(t,w)dp(w)dy(t)
2 Di(t, w) + 2(t,w))dp(w)du(t)
B B B" o <
(i,/)€Bx

The Central Bank wants to use shadow-prices to set the control variables (initial balances, net
debit caps, and Lombard loans) in such a way to bring systemic liquidity down to its minimum
level, A = 0. When systemic liquidity is zero, the design of the payment system allows interbank
payments to fow smoothly without any outside money being unused any time.

De..nition 8 A systemic monetary policy = € II is liquidity-e@cient if systemic liquidity is
zero, A = 0.
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De..ne the following expected averages of shadow-prices over time:

Then the fundamental equation for liquidity-e®ciency becomes:
S Ba-A) - Y g
i€B (4,j)EBxB

i (t,w) + 2i(t, w))dp(w)dv(t)

4 Policy implications

In this section we present some policy implications drawn from our dual approach.
Suppose systemic liquidity is positive, which means that some outside money is being unused:

0 < A=Y BA-X)- Y &

i€B (1,7)eBxB

i(t,w) + zi(t, w))dp(w)dv(t)

SicB

How can the Central Bank bring systemic liquidity down to zero, or as close to zero as
possible? Increasing reserve requirements uniformly, ceeteris paribus, is not the answer, though it
is what Central Banks usually do. Indeed, the Central Bank should increase reserve requirements
of those banks with average expected liquidity shadow-prices above unity, 1 — \{ < 0. Some
banks may have their reserve requirements increased by as much as everybody else, but this
extra outside money may become stuck, for what these banks had were already enough for their
settlement purposes. Thus any extra money becomes unused, and this represents a deadweight
loss.

Suppose, for instance, that the only source of intraday liquidity, besides net transfers, is the
amount of initial reserves. If systemic liquidity is positive, then:

0<A=> Bi(1-X)— > &

icB (4,j)EBxB

How could the Central Bank set reserve requirements so as to reduce systemic liquidity and
make the RTGS system as close as possible to a DNS system with no systemic risk? In this
simple case we are analyzing, the answer is given by the equation:

SBIO-X) - Y &=0

icB (1,)eBxB
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One possible solution to it is:

£ L
B* — #Bl_ﬁ_ SkeBABE (1= N) = e &t — if i € By
(o]
B, if i c B,

Here, By = {i: \; > 1} is the set of banks with expected average liquidity shadow-price
strictly above unity and B, = {i : 0 < \; < 1} = B\B; is the rest of banks. The above solution
says that banks with low shadow-prices are required to keep their historical reserve balance, but
banks with high shadow-prices are required to change initial reserves to B:*.

Among other things, the Central Bank can estimate the ecect of dicerent intraday credit
policies. For instance, what happens when some bank is allowed to use net debit caps? Suppose
the Central Bank could reward some banks with net debit caps. Shadow-prices tell us the extent
of such net debit caps. Suppose, for instance, that there are no Lombard loans and that net debit
caps are constant and uniform, i.e., banks have the same net debit cap, say D;(t,w) = D > 0. If
A > 0, what is the best D? Consider the systemic liquidity before the introduction of net debit
caps:

A=Y BO-X)- Y &0
i€B (i,j) B xB

If the Central Bank introduces a net debit cap, then it want set D so as to get:

D B(1=-X)— Y &-DY X=0

icB (1,7)eB xB icB

that is;

Zz‘eB Bé(l — :\f) — Z(z‘,j)eBxB Eze]
YieB N
Net debit caps can be personalized. Indeed, if we go further into our example, suppose we
want to set the optimal D;. Then they solve:

SBI1-X)- Y &Y DX =0

i€B (1,)eBxB i€B

D" =

This is equivalent to:

D ABYI=X) =) &= Dix}=0

1€B ,JjEB
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A possible solution is obtained by setting:
By(1=X) =Y & —DiX/=0
which implies that:

DF — Bﬁ)(l B 5‘16) B Z,jeB gfj
i e

7

Notice that some banks will get net debit caps, which amount to a form of subsidy from the
Central Bank, whereas other banks will have to pay taxes. Indeed, depending on the shadow-
prices, D} may be positive or negative. Thus net debit caps should be ..nanced by banks
themselves through redistribution of liquidity. While some banks get net debit caps, other
banks get a positive lower bound on current balance during the day.

From a political point of view, it is better to give banks with low shadow-prices no debit caps
and to set another level of net debit caps to banks with high shadow-prices. Of course, banks
with high shadow-prices will have to fully bear the costs of other banks not paying taxes. Again,
consider By = {i : \; > 1}, the set of banks with expected average liquidity shadow-price strictly
above unity and B, = {i : 0 < \; < 1} = B\By, the rest of banks. Then another solution is:

Bé(l__(‘i)_ ] EZ N P - .
D¥ = ~ S\fz s #]3115\5 ZkEBo{Bc]f(l - )‘Z) - Z,jeB ij} if 1€ By
0 if ieB,

Comparing this result with he previous one, we see that net debit caps are reduced by the
amount given by the second term. The amount of reduction is exactly the amount of taxes not
paid by banks with low shadow-prices divided equally among banks with high shadow-prices
and weighed by the inverse of expected average liquidity shadow-prices. Thus banks with even
higher shadow-prices are rewarded with a lower reduction of net debit caps, whereas banks with
not so high shadow-prices are punished with a higher reduction of net debit caps.

5 Conclusion

By modelling the functioning of RTGS systems as a linear programming problem, the Central
Bank can use shadow-prices to implement systemic monetary policies optimally, i.e., in such a
way to bring systemic liquidity down to as close to zero as possible.

It is common practice for Central Banks to set reserve requirements to full..I medium and
long run macroeconomic policies. Our model shows that this way of setting reserve requirements
may yield deadweight losses through the payment system. Reserve requirements should be per-
sonalized and priced according to the externalities that individual banks create in the payment
system. Though a pricing like that is unthinkable from a political point of view, it is certainly
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correct from an economic perspective. On the other hand, should the pricing of reserve require-
ments be out of questions fro whatever reasons, the Central Bank still can use other monetary
tools such as net debit caps, Lombard loans and haircuts on such Lombard loans. All these tools
can be priced, so each bank would be charged dicerently, in such a way to refect its economic
value for the system.

The literature on payment systems has focused too much on the incentive erects that the
design of payment systems have on individual banks’ intraday liquidity management, but has
given little attention to the optimal design of payment systems proper. Our model ..lIs this gap
out.

We believe that our framework can be used to study the reactions of individual banks to
the design of payment systems in a widely dicerent way from the standard models, which are
usually based on Diamond-Dybvig economies. To be speci..c on this point, once the optimal
settlement rule is found out, individual banks can manage intraday liquidity ij the following way:
given beliefs on other banks’ behavior, the individual bank chooses the optimal time to send
a payment message. This amounts to a simple stopping time problem. Going a step further,
this shows that the Central Bank should have added incentive compatibility constraints so as to
induce banks not to delay payment messages. The Central Bank should thus introduce incentive
compatibility constraints to each bank into the primal problem, knowing that individual banks
have beliefs about each others’ action.
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