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EUROPEAN CENTRAL BANK

THIRD PUBLIC PROGRESS REPORT ON TARGET?2

On 21 October 2005, the Eurosystem published thenseprogress report on TARGET2. The report
provided details on the start date of the singlresth platform (SSP) for TARGET2 (19 November 2007),
the envisaged pricing scheme for the TARGET2 cergise, the liquidity pooling service and ancillary
system settlement, as well as the TARGET?2 operatiday. In addition, on 21 July 2006 the Eurosystem
released the “Communication on TARGET?2” with theaile of the TARGET?2 core pricing scheme and
liquidity pooling service, the basic elements of firicing scheme for ancillary system services thed
different ways of participating in TARGET?2.

The Eurosystem has continued to work extensivelyhemnew TARGET system. The overall project is
progressing as planned and the schedule for testnty migration has already been prepared and
published. TARGET2 is well on track: the go-livetelaof the SSP for TARGET2 was set for 19
November 2007 and this can be confirmed, as wah@$wvo subsequent migration waves, after whith al
central banks and TARGET users will have migracelARGET?2.

The purpose of the third progress report on TARGHI 20 update market participants on the
Eurosystem’s recent decisions on the outstandisgess on pricing (see Chapter 1) and legal issues
(Chapter 2). In addition, the report describesgtrmgress made with regard to contingency procedures
(Chapter 3), and the forthcoming testing (Chapjearnél migration activities (Chapter 5).

1. Pricing issues

11 Pricing of ancillary systems

In October 2005 and July 2006, the Eurosystem dmi@n the principles establishing the pricing of
ancillary systems with a view to ensuring cost xveey, striking a balance between price and serand,
establishing a level playing-field (between grosd aet settlement systems). The pricing scheme will
apply to ancillary systems interacting with TARGETRespective of the method of settlement, i.e.
through the payment module of the SSP or the petaosi home accounting module, and irrespective of
the type of interface, i.e. the ancillary systereiface or the payment interface. Three elements of the

1 The ancillary system interface module has besfined in a way which ensures maximum security iwithe settlement

process. The use of the ancillary system interfac®t compulsory, but the pricing policy elimingi@ny price advantage for
those systems which do not use it.



ancillary system pricing scheme were already agopeth by the Governing Council and published in the

“Communication on TARGET2” of July 2006:

« Afixed fee of €£€12,000 per year will be chargedézh ancillary system that settles in central bank

money in the SSP or the NCB'’s proprietary home aeting application. This reflects the fact that

a certain part of the costs is homogeneous fosyeiems, irrespective of their importance (e.g.

general costs for administration and monitoring);

« The second fixed fee will be different for largeesiand small-size systems and falls in the range

of €5,000 and €50,000 per year. The size of theesysvould be approximated to the underlying

gross value of the ancillary system’s settlememt (he value of settlement for gross systems,

value of positions before clearing for net systems)

« A transaction fee based on a degressive scalecappdir ancillary system.

The transaction fee would be, at the choice ofaheillary system, one of the two options in theecor

pricing scheme, i.e. €0.80 (Option A) or a degmassitructure (Option B). Where the ancillary system

opts for the degressive scheme, the limits of tedb of the core pricing scheme would be divided by

two to increase the degressive element of the nmésina

The monthly fixed fees — €100 in the first optiand €1,250 in the second option — shall be paitbpn

of the two fixed fees mentioned above which areiiggo ancillary systems.

In sum, the pricing scheme for the settlement oflmy systems would be as follows:

Pricing scheme

1 A) Monthly fee plus degressive transaction fee

Monthly fee:
Band: From:
1 0
2 5,001
3 12,501
4 25,001
5 50,001

2) Fixed fee I: (flat rate)

Monthly fee per
ancillary system:

(EUR million/day):
€0-1,000
€1,001-2,500
€2,501-5,000
€5,001-10,000
€10,001-50,000
Above €50,000

Volume (monthly)

To:
5,000
12,500
25,000
50,000

€1,000

Annual fee:
€5,000
€10,000
€20,000
€30,000
€40,000
€50,000

€1,250

Transaction fee:
€0.60
€0.50
€0.40
€0.20

€0.125

3) Fixed fee II: (based on daily underlying gross value)

Monthly fee:
€417
€833

€1,667
€2,500
€3,333
€4,167

1 B) Monthly fee plus flat transaction fee

Monthly fee: €100

Flat rate transaction fee: €0.80

The Eurosystem also investigated the issue of whaty should be charged with the ancillary system

fee. Under the TARGET2 core pricing scheme, eveapdaction received by the SSP from a direct
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participant is charged to the sender of the paynmsttuction. The Eurosystem considered it appedpri
that, as a general rule, any transaction sento@ivred by an ancillary system be considered arlanci
system-related transaction. As a consequenceder ¢o avoid charging a system twice, TARGET will
not charge banks when they send a payment to d@liaansysten? The ancillary system would then
charge its banks in accordance with its own pricicigeme outside of TARGET?2.

The pricing aspects relating to the so-called ‘rded model” are not covered in this progressntepu
will be elaborated over the coming months.

1.2 Pricing of transactions on home accounts

The first progress report on TARGET2 of Februany02Gtated that transactions between market
participants, and transactions relating to angillrstem settlement and to open market operatiadgd
be settled in the payment module.

However, in order to assist the migration of baaksl central banks to TARGET2, the Governing
Council allowed a maximum four-year transition pdri(from the moment the relevant central bank
joined the SSP), during which time these transasticould be settled on proprietary home accounts in
the central bank’s local application. The Goverr@rauncil also decided to charge these paymentagluri
the transitory period at a rate above the TARGEf@epin order to speed up the move of paymentitraff
to the SSP.

Hence, payments between market participants anchgrag relating to open market operations will be
charged at a rate higher than “€100 per month dtat eate of €0.80 per transaction” which corrasgp®

to the fee for a low-volume direct participant iretpayment module of the SSP (Option A of the core
pricing scheme). The same pricing scheme will hgiep to payments in which central banks connect
indirect participants to TARGET2.

For transactions related to ancillary systems, drifez |, Fixed fee Il, and a transaction fee higihain
the ancillary system transaction price will be cjear if they are settled in the propriety home aotou
during the transition period.

For so-called “central bank customers” that domett the TARGET access criteria, NCBs will be free
to determine their own pricing.

13 Pricing of liquidity transfers

Liquidity transfers are used to shift liquidity teten accounts held in the payment module of the SSP
the accounts of the SSP’s home accounting moduid, the NCB’s proprietary home accounting
application or within these home accounts. Singaidiity transfers do not necessarily fall undertibene
account pricing scheme, the Eurosystem defined phiging separately.

2 This implies that these transactions will notimgluded in the degressive fee charged to the hanksin the degressive fee

charged for the ancillary system'’s transactions.

3 Such possibility exists during the transitionipérof four years.
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Liquidity transfers are defined as all transactitrasmitted via a simplified SWIFT MT202 message
type (or the corresponding XML message for liquiditansfery’ within/between home accounts and
payment module accounts. The TARGET2 core fee aplply to liquidity transfers initiated in the
payment module. The pricing of liquidity transfeirstiated from the propriety home accounting
application/home accountingodule and processedthin the propriety home accounting module/home
accounting module is to be left to the discretiblooal central banks.

The pricing scheme for liquidity transfers will peovisional for the first six months following tlesd of
the migration period (i.e. May 2008). During thisripd, the Eurosystem will closely monitor the
use/misuse of liquidity transfers and will thereafif deemed necessary, reconsider the pricingraeh

2. L egal issues

2.1 Definition of a group

In TARGET2, “multi-addressee access” (also knowritashnical BICs access”) and liquidity pooling
require the definition of a group of participantgible to use such services. From the point ofwizf
market expectations, transparency and legal siibplia universal approach has been taken for the
definition of this group in respect of both mulderessee access needs and liquidity pooling. The
definition also takes into account the businessia@é the banking communities and is easy to verify

After due consideration of several options, theoSystem agreed to make reference to the Interration
Accounting Standards (IAS3)IAS 27 defines a range of institutions that areurmb to publish
consolidated financial statements. These inclubsudiisidiaries of a parent company that conforrihéo
subordination rules delineated via a control notion

All TARGET participants, whose accounts are comaald on the basis of IAS 27 by the parent company
(the parent company does not necessarily have todredit institution), will be regarded as eligilib
form a group for the purpose of liquidity poolingdamulti-addressee access. For the majority ofitcred
institutions, which already consolidate their grageounts in accordance with the IASs, this apgroac
would provide legal certainty for the Eurosysterattthose institutions do indeed form part of a grou

4 In the simplified SWIFT MT202 message, there isstriction in the format: only fields required fmansfers of liquidity are

permitted; it is not possible to specify a finahbéciary which is different from the receiver.

The application of the IASs was endorsed by theopean Parliament and European Council Regulati@®®/2602 of 19
July andbecame mandatory from 2005 onwards for the financial statementistéd (publicly traded) EU companies.

Control is presumed to exist when the parent odinsctly or indirectly through subsidiaries, méhan half of the voting
power of an entity unless, in exceptional circumesés, it can be clearly demonstrated that such m@ipedoes not
constitute control. Control also exists when theepaiowns half or less of the voting power of aritgnthen there is:

(a) power over more than half of the voting righysvirtue of an agreement with other investors;

(b) power to govern the financial and operatinggies of the entity under a statute or an agreement

(c) power to appoint or remove the majority of thembers of the board of directors or equivalenegowng body and
control of the entity is by that board or body; or

(d) power to cast the majority of votes at meetiofjthe board of directors or equivalent goverrivagly and control of the
entity is by that board or body.
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since the accuracy is checked by auditors, shatet®linvestors and securities’ commissions and no
additional verification would therefore be necegsar

In other cases where groups do not prepare thairadraccounts in accordance with the 1ASs (e.g- non
listed companies, or groups of which parent un#lérggs are established outside the EEA), the
Eurosystem will verify whether their group compsitis equivalent to the definition provided under
IAS 27.

Moreover, in its “Communication on TARGET2"” of JURD06, the Governing Council acknowledged
that networks of savings and cooperative banksdcaido form a group for the purpose of liquidity
pooling, subject to the ex ante approval of the&ning Council. The Eurosystem has now accepted tha
multi-addressee access will also be beneficialith s1etworks. As far as the definition of thesesty/pf
affiliation was concerned, the Eurosystem decided some of the criteria should be establishechen t
basis of which the Governing Council could take isieas. It is proposed that these bilateral or
multilateral networks and associations of credititntions be: (i) organised through the statutiamy
governing them (already determining such affilin}iavith or without existence of a central institutj or

(i) characterised by self-organised mechanismeoofperation (promoting, supporting and representing
the business interests of their members) and/omamuir solidarity going beyond the ordinary
cooperation usual between commercial credit institg whereby such cooperation and solidarity ase,

a rule, permitted by their by-laws or statues taldgshed by virtue of separate agreements.

2.2 Minimum servicelevel for indirect participants

On 20 July 2006, the Governing Council agreed am ldgal framework for indirect participation.
However, one relevant aspect of indirect partidgais whether a minimum service level from theedtr
participant vis-a-vis its indirect participant wdube required. Since the efficiency and attractgsnof
indirect participation could depend on the termd emnditions agreed between the direct and thedadi
participant, such a service level could have atpesimpact on their business relationship.

The Eurosystem is of the opinion that a minimunwviser level for indirect participants should be
recommended in TARGETZ2, and therefore expects tpadicipants to offer the following services in
TARGET?2 to indirect participants:

1. Confidentiality: to use the information contain@ the payment instruction of the indirect
participant exclusively for the proper executiortrainsactions;

2. Correct execution: to process the payment inor@lemce with the given instruction and
exclusively via TARGET?Z;

3. Same-day execution (value dates): the obligaifahe direct participant to execute the payment
instruction on the day of its receipt from the nedt participant and to credit amounts received in
favour of the indirect participant on the same day;

4. Notice period: the obligation for the direct f@pant to notify sufficiently in advance the
indirect participant of the termination of the stabf the direct participant;
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5. Requirements for contingency processing: sonynpats from indirect participants (volumes
and nature to be established by the Eurosystem)idtoe treated by the direct participant as
critical ones when TARGET?2 is in contingency mode.

The service level provided should be agreed upaéylirect and its indirect participant(s).

3. Contingency procedures

The Eurosystem has made some progress on the ¢afc@gery) critical payments in TARGET?2, i.e.
payments that should be processed in the eventofitingency. In such an event, TARGET2 will try to
recover full processing capacity as soon as pasiplmeans of business continuity (two regions/four
sites concept). However, to avoid delayed procgssfn(very) critical payments causing systemic risk
TARGET2 contingency arrangements will ensure paynmocessing under all circumstances, for
instance, even during the time required to faildvem one region to the other.

The definition of (very) critical payments takesaraccount the technical, operational, liquidityl anost
constraints of payment processing in a contingewbyist exploiting the available processing capacit
TARGET?2 failure caused by a problem with the SSihkke TARGET1 — would affect the distribution
of liquidity in the whole euro area. Hence, theaapt aims at avoiding systemic risk, i.e. the epér of

a TARGET?2 failure to other currencies and ancillsygtems. As a result, the processing of CLS-rélate
payments, end-of-day settlement of EURO1 and CCRjimaalls will be regarded as mandatory in the
event of a contingency. The definition of critipglyments also allows some room for the central Samk
decide, ad hoc, whether further payments shoulatrbeessed.

A further issue is TARGET2's delayed/enforced aigsiUnlike TARGET1, where the failure of a
national component can be bridged or isolatedjlaréain the SSP at the end of the day would leave
other option than to wait until the failure weresotved. The work began with the identification of
potential scenarios and with the launch of a faudihg exercise to discover how central banks, bank
and ancillary systems would cope with such scesario

4, Testing activities

4.1 User testing

The aim of user testing is to verify the readinekghe participants — at a technical and orgarosati
level — to interact with the SSP of TARGET?2. Stuwetl and free tests will be organised at the untsbi
level, at the country level and at the EuropearelleWser testing will follow the timetable of the
migration waves, leaving six months for the usdrthe first country window and up to ten months for
the users of the subsequent windows. A TARGET2 iestrguide with general information on the testing
procedures and detailed scenarios for connectiaitg interoperability tests was published on 7
November 2006. More information on the followingotwub-phases, country and business day testing,
will be provided to the users in March 2007.
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4.2 TARGET?2 Test Related Information System

The TARGET2 Test Related Information System (T2TRiKS a web-based application designed to

facilitate the coordination and communication betwell stakeholders during the testing phase. The
T2TRIS will be available to all TARGET2 users VvietTARGET2 website by the end of 2006, and will

provide them with all information relevant for theeparation, planning, actual performance of and
reporting on TARGET?2 user testing activities.

5. Migration activities

51 National Migration Profiles

The Eurosystem developed the National Migrationfii®which provide a structured overview of the
set-up of all central banks on their first day pemation in TARGET2. The National Migration Profile
are valuable tools for participants to decide osirtfuture account structure in TARGET2. The first
version was published in May 2005. Profiles haveently been enriched with further information on
ancillary systems’ settlement and on the nationkds for account usage. Moreover, by the end 06200
profiles will be amended to reflect longer-ternaimhation, e.g. changes that are expected untiioeof
the transition phase.

52 Multi-country banks

In November 2004, the Eurosystem opted for phasgdation in order to limit the overall project risk
At the same time, the Eurosystem also committeglfite minimising the effect of such a migration
strategy, in particular on multi-country institutm In this context, the Eurosystem — in collakioratvith
the users — investigated mainly two aspects. Rhstcertification process should not lead to utfjes
repetition of tests when banks from several cetttaaiks connect to TARGETZ2. Second, multi-country
banking groups should have the means to limit ffeceof the phased migration, in particular if ithe
Head Office is migrating in the second or thirdigyoThe Eurosystem will elaborate further the isslue
multi-country banks with concrete proposals, whigh be in line with the prevailing assumptions kit
regard to: i) the phased migration approach; i tifaffic allocation to the migration windows; itifie
strategic consolidation efforts of a multi-couniignk; and iv) the level playing-field principle.

53 Registration process

The registration of participants for the SSP wid performed by the Eurosystem. For the sake of
neutrality in the migration period and in ordereiosure a fair registration process, the SSP ragstr
forms will be available to all TARGET?2 direct paipants (irrespective of which migration wave they
belong to) in the first quarter of 2007. The SSHisteation forms will enable all TARGET2 direct
participants to provide, in detail, their partidipa data, services used, account usage detalsagivell
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as to register indirect participants and “addrelesBECs”, which will ultimately feed into the TARGR
directory.

In a separate procedure, and based on an electimmic (e-ordering), participants will also need to
register with SWIFT in order to obtain the apprapi SWIFT services for participation in TARGET?2.
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