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Cross-sector aspects REGARDING The functioning of bond markets in THE EUROPEAN UNION

The following report is based on input provided by members of CESR, CEBS and CEIOPS as well as the collective views of a number of a selected group of private sector participants in a wholesale day held by CESR in Paris on the 20th February 2006. It sets out an overview of the functioning of the bond markets and is divided into the following sections: 

1.
Introduction

2.
Primary Markets
3. 
Secondary Markets 
4.
Other aspects associated with the functioning of the Bond Market. 

1. INTRODUCTION

European bond markets have undergone rapid changes in the past few years, including the development of Pan-EU electronic secondary market trading platforms, as well as the development of a more significant corporate bond market as the following graph indicates. 
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            Source: Thomson Financial, TBMA


Increasing standardization of market conventions (e.g. day count basis, settlement days) leading up to Economic and Monetary Union (EMU) greatly improved the comparability of bond issues. Increased focus on fully standardized issues, “plain vanilla” bonds, also contributed to this.

2. PRIMARY MARKETS

a. Bond listing

The vast majority of bonds listed in the European Union (EU) are listed in Luxembourg or London. There are 75,754 individual bond listings in the EU today, out of which 26,782 are listed on the Luxembourg Stock Exchange, 11,009 on the LSE, 10,848 on the Deutsche Borse and 9,745 on the Irish Stock Exchange. The majority of these bonds trade over the counter (OTC).

Following the implementation of the Prospectus Directive on the 1st July 2005 (hereinafter, PD), corporate bonds issues denominated below 50,000 euro are now categorised as “retail” meaning that most new bond issues have to be accompanied by accounts prepared under the new International Financial Reporting Standards (IFRS). New issuers also have to produce a prospectus according to the Directive’s requirements. New government bond issues that are not to benefit from the passporting provisions of the Directive are excluded from these requirements.

On the 1st July 2005, the London Stock Exchange (LSE) started the Professional Securities Market, which is regulated by the LSE. One of the objectives of this market is to overcome the problem that countries outside EU have not necessarily adopted the IFRS. The Professional Securities Market admits wholesale bond issues and it is addressed to professional investors only.  Within the first five months since its launching 404 bond issues were listed on the market, raising approximately 40.3 billion euros. 
b. Underwriting

European investment banks hold strong positions as book runners in the European bond primary market, particularly in euro-denominated supranational bonds, government agency bonds, covered bonds and corporate bonds.

In the Eurobond market where private placements take place, smaller spreads are observed in comparison to public offerings. Private placements are more attractive to issuers because an issuer with a strong credit quality can better tap the market at the time of its choice. Private placements are quicker methods to tap the market instead of alternative distribution channels. In addition, spreads are lower for bearer bonds and bonds can enjoy longer maturity issues. 

Regarding the primary market for government debt securities, EU governments have increasingly turned to private intermediaries to help them place their debt issues, to such an extent that all EU countries except from Germany now issue public debt through primary dealers
. 

c. Ratings of debt issues

The importance of credit rating agencies in recent years can be observed in both business practice and regulatory requirements (e.g. the recognition of External Credit Assessment Institutions under the provisions of the Capital Requirements Directive). On the one hand, the commercial success of most debt instrument issues largely depends on the rating granted. A rating has become a pre-requisite for seeking external financing in the securities markets (especially when issuers do not have an established presence on the debt markets). The credit rating of an issuer determines the interest rates that they will have to offer in order to obtain external financing. Moreover, credit ratings are increasingly used in contractual provisions regarding the termination of credit availability, acceleration of debt repayment or modification of other crediting conditions.

d. Syndication

European corporations as well as governments have turned increasingly to syndication, as in the case of the Italian index-linked and 50-year bonds
. EU banks maintain a strong standing as bookrunners in the syndicated credits market with 8 out of 10 top performers accounting for a market share of 48.8%. 

The current size of the total syndicated credits market in the EU has increased by 54.3% since 2004 and now approximates this of the United States. During 2005, European corporations raised approximately $150m, issuing 11 out of the Top 15 syndicated loans. Telefonica S.A. (Spain) alone raised one fifth of this amount.

	Syndicated Credit Market in major world economies

	Region
	1/1/2005 - 31/12/2005
	1/1/2004 - 31/12/2004

	
	Proceeds (US$m)
	No. of Issues
	Proceeds (US$m)
	No. of Issues

	United States
	1,555,675
	3,760
	1,356,576
	3,529

	Europe
	1,320,792
	1,423
	855,756
	1,336

	Japan
	195,927
	1,895
	155,438
	1,467


      Source: Thomson Financial

e. The IOSCO activity 

The purpose of the consultation paper released by IOSCO on October 2005 is to consult on a set of disclosure principles for regulators applicable to cross border offerings of bonds to retail investors. 

The proposed principles consulted upon by IOSCO are far more detailed in relation to some areas of prospectus content than the equivalent European prospectus requirements for retail prospectuses (let alone the wholesale –denomination of at least €50,000- prospectus). Given the maximum harmonisation nature of the PD, European competent authorities cannot impose more stringent prospectus content requirements than those of the Commission’s Regulation. Thus, unless the issuers tapping the EU markets voluntarily apply the IOSCO principles, their impact on the wholesale debt EU markets is likely to be very limited.

IOSCO, in addition to the work on disclosure principles for retail debt issues,, is also devoting attention to the role of market intermediaries in securities offering. Following recent discussion at the IOSCO Technical Committee it has been indicated that the current work of the SC3 focuses on:

 (a) information flows within market intermediaries as well as with issuers and investors to identify whether disparity of information between market intermediaries involved in securities offerings creates potential conflicts of interest and could lead to inappropriate use or withholding of relevant information; and

(b) how inappropriate uses of information and possible conflicts of interest arising from the disparity in the information available about a securities offering could be addressed by information management arrangements within the securities firm. 

3. SECONDARY MARKETS

a. Trading Over-The-Counter

Most EU bonds are listed on an EU stock exchange. However the vast majority of them trade off-exchange. The off-exchange trading of the European fixed income securities is performed either via electronic trading or via voice brokers. Both use D2D (dealer to dealer) and/or D2C (dealer to customer) systems. 

According to a recent CEPS study
, the electronic trading platforms (all MTS included) are the dominant trading venues in government bond trading in the EU. However as the following graph indicates, a far from negligible portion of the government bond market is still intermediated by voice brokers.
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Source: MTS, CEPS study 2005

In its survey of electronic commerce in fixed income markets for 2004, the Bond Market Association (TBMA) identified 36 electronic platforms where bond trading takes place in Europe. Of these, more than half are not regulated markets (as defined in the ISD directive). The majority of the systems trade bonds wholesale while 8 out of the 36 are exclusively for retail bond trading. Government bonds can be traded in all of these markets
.

TBMA identified five different types of online fixed income electronic trading systems: 

· the auction systems (enable participants to conduct electronic auctions of bond offerings in the secondary market)

· the cross-matching systems (bring dealer and institutional investors together in electronic trading networks that provide real time or period cross matching sessions- D2C platform)

· the inter-dealer systems (enable dealers to execute transactions anonymously with other dealers – D2D platform)

· the multi-order systems (consolidate orders from 2 or more dealers and provide customers with the ability to execute from among multiple quotes – D2C platform)

· the single-dealer systems (allow investors to execute transactions directly with a specific dealer of choice – D2C platform).

An interesting observation is that each type is dominated by a handful of managing companies. For example in the inter-dealer system, the MTS group and the ICAP dominate, while in the multi-dealer system, Thomson Financial and MarketAxess have the largest market share.

Most of the electronic trading systems have devoted segments that support the electronic execution of corporate bond transactions and less liquid debt securities, such as asset-backed and mortgage-backed securities. However, voice brokerage continues to be largely predominant in these markets. The following graph indicates the factors affecting the tradability of a bond in general and as a consequence the trading venue.
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Source: ESF

The above graph illustrates the relationship among certain features of the bonds to be traded (i.e. trade size, liquidity, credit rating, standardization level) with the selection of venue they will be traded in. For example, the larger the bond’s trade size and the lower its liquidity, credit rating and level of standardization the most probable is for this bond to be traded via voice brokerage. The opposite (100% electronic trading) holds for bonds that are fully commoditised, with high credit rating quality and high liquidity. 

b. On Exchange trading

The on-exchange bond trading is performed via electronic order book transactions and negotiated deals.

According to the CEPS study, the total turnover of bond trades in the EU is estimated to 29 trillion euros per annum out of which one third (9.7 trillion euros) is traded on-exchange. Of the latter figure, 683.4 billion euros is estimated to be the annual turnover of the electronic order book transactions; i.e. around 7 per cent of the total amount traded on European exchanges per annum. Electronic order transactions are typically used by retail investors or investors who split up large orders in smaller ones. Euronext and the Italian market seem to have a strong retail component. 

On-exchange trading on bonds in the EU is dominated by a small number of exchanges; the BME Spanish Exchanges, the LSE, the OMX Exchanges and the Deutsche Borse in the cash market and the Eurex and Euronext.Liffe in the bond derivatives market.  

c. Price formation

In the OTC markets the bond price formation is decentralised, mostly set by dealers who hold inventories.  Price discovery mechanisms are not continuous as in the equity markets. The liquid segments of the bond markets (e.g. government bonds, investment grade bonds) are tightly priced because the issues are of larger sizes, bonds are usually traded via electronic trading platforms, issues are more standardised, there is more competition and committing capital is less costly for the dealers. Conversely, less liquid bonds are more expensive to trade as they have smaller issue sizes and fewer dealers are willing to trade and commit their capital. In liquid segments of the market it is easier to find firm quotes; in illiquid segments of the markets it is more common for quotes to be indicative. 

4. OTHER ASPECTS ASSOCIATED WITH THE FUNCTIONING OF BOND MARKETS

This section highlights a number of other aspects associated with the functioning of the bond markets that emerged from a wholesale day held by CESR in Paris on the 20th February 2006 in which a selected group of private sector participants and regulators participated and input from the 3L3 Committees. 
a.   Aspects associated with bond issuing and trading in EU

Issuing activity and wholesale investors 

· There has been increasing issuance of complex debt instruments by corporations (e.g. convertible bonds, callable bonds, bonds intergrading currency, index, commodity derivatives). Complex debt instruments are particularly sensitive to market volatility (e.g. caused by an oil-price shock). 

· After six months of PD application, there is no evidence that the EU issuers seeking listings in non EU exchanges or in the “unregulated” EU markets are doing so in order to avoid the PD admission prospectus. On the contrary, a more plausible explanation is that they want to avoid the application of International Financial Reporting Standards, as required by Commission’s Regulation 1606/2002 to EU issuers. The same applies to non-EU issuers, who are facing uncertainty on whether and when the European Commission is going to consider US, Canadian and Japanese GAAP equivalent for the purposes of the Transparency Directive.

· There is some evidence that wholesale investors subscribe to an issue on the basis of term sheets as opposed to a prospectus, partly as they ‘need’ to buy the securities and waiting for a prospectus will result in them missing the opportunity to buy. 

Secondary market /trading data
· The available OTC trading information is not consolidated.
· Different data sets provided by different information services, in most cases at a cost, can result in access to a broad range of data being costly for smaller institutional investors and prohibitive for retail.

· Without prejudice to the future debate on the extension of the transparency regime to bond markets under MiFID, it emerged that in illiquid bond markets, dealers are prepared to service their clients’ base by making a market for the bonds, but they are reluctant to expose their quotes to the market as this may result in their competitors exploiting such provision of liquidity.

Price valuation

· There is little consensus over the correct way to price and value CDOs, with a variety of different models being in place at different banks. The ambiguity over the correct way to price complicated CDO trades was highlighted in January 2006 after a £30 million deficit was discovered in Deutsche Bank’s trading books in London.

· There seems to be uncertainty about the valuation of illiquid assets which may raise the question of risk of conflicts of interest, or even fraud. A significant proportion of revenue, of both traditional and alternative fund managers, comes from management and performance fees. Since these fees are a function of asset valuations there may be incentives to overvalue assets. 

b. Credit derivatives: 

A credit derivative is an OTC derivative designed to transfer credit risk from one party to another. By synthetically creating or eliminating credit exposures, they allow institutions to more effectively manage credit risks. Credit derivatives take many forms. The most commonly used type of credit derivatives is the credit default swap (CDS). 

CDS are relatively sensitive to credit ratings downgrades, in the sense that, depending on the prevailing market conditions, a relatively small credit rating may have a large impact on the pricing of the CDS.

[image: image3.emf]
Information on market volumes is based on estimates and/or surveys among market participants, not on binding published data. There is not public availability of company specific or sector-specific related data. (Only in the US, commercial banks are required to report all derivatives transactions to the Office of the Comptroller of the Currency (OCC)).

In the past, there were legal disputes (e.g. Railtrack, Enron) as to whether a credit event, as defined in the credit derivatives contract, had occurred. In adverse market conditions, the problems of the documentation may add to the market risk. ISDA has published some standards (the 1999 ISDA Credit Derivatives Definitions updated by the 2003 Definitions) regarding the contractual relationship between the parties. 
There is not a generally accepted pricing model that has been tested sufficiently by market participants. The Bank of International Settlements has criticized existing pricing practices mainly on the basis that the models are insufficiently parameterized and not sufficiently tested before application. Inaccurate pricing means underestimation of the real risks.

c. Structured products and securitisation:

European securitised issuance increased to €196.2 billion, up 9.5 percent from €179.2 billion in 2004; of this figure the mortgage-related securities volume totalled €128.6 billion (i.e. 65% of the total).
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The new Capital Requirements Directive (CRD) is likely to affect issuance (both in terms of numbers and volumes that get issued), as banks may be less interested in securitizing high quality assets like mortgages and more interested in low quality assets in order to move them off their balance sheet.  For the latter reason, more companies with lower ratings may move into the market. In general, the securitisation described above should enhance risk diversification in the market.

There will probably not be a similar effect in the Pfandbriefe market, because in this market the collateralised assets – high quality mortgages and public sector loans – are not moved off the originator’s balance sheet.  

5.  CONCLUSION

The vast majority of bonds listed in the European Union (EU) are listed in Luxembourg or London. The European investment banks hold strong positions as book runners in the European bond primary market, particularly in euro-denominated supranational bonds, government agency bonds, covered bonds and corporate bonds.

The electronic trading platforms are the dominant trading venues in government bond trading in the EU. Most of the electronic trading systems have devoted segments that support the electronic execution of corporate bond transactions and less liquid debt securities, such as asset-backed and mortgage-backed securities. However voice brokerage continues to be largely predominant in the corporate bond markets. 

On-exchange bond trading is performed via electronic order book transactions and negotiated deals. The on-exchange trading on bonds in the EU is dominated by a small number of exchanges. 

It seems to be the case that the available OTC trading information is not consolidated. Different data sets provided by different information services can result in access to a broad range of data being costly for smaller institutional investors and prohibitive for retail. 
There has been increasing issuance of complex debt instruments by corporations. In addition there seems to be a trend to increased leverage due to Leveraged Buy-Out (LBO) activities. Due to the increased amounts of investment capital in private equity firms, combined with the low interest rate environment, a substantial number of firms have, as a consequence of an LBO, changed their financial structure considerably, by taking on much more debt on their balance sheet. The LBO-activities and the anticipation by current managers could lead to a considerable shift towards more leverage and therefore more risk for bondholders.

After six months of PD application, there is no evidence that the EU issuers seeking listings in non EU exchanges or in the “unregulated” EU markets are doing so in order to avoid the PD admission prospectus. On the contrary, a more plausible explanation is that they want to avoid the application of International Financial Reporting Standards, as required by Commission’s Regulation 1606/2002 to EU issuers. The same applies to non-EU issuers, who are facing uncertainty on whether and when the European Commission is going to consider US, Canadian and Japanese GAAP equivalent for the purposes of the Transparency Directive.
APPENDIX
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Daily
average
turnover
inEUR
System/ Managing User | Regulated Typeof = Typeof | System  millions
Market name company country | market!) trading? | operations | type) | (2003)
ATAF Mercadode Renta Spain Yes Wholesale ~ Cash/Rep ~ D2D 3
FijaS.A.
AUTOBAHN Deutsche Bank Germany No Wholesale Cash D NiA
BLOOMBERG Bloomberg L.P. EU No  Wholesale/Retail DC N/A
BOND VISION MTS Group EU Yes Wholesale Cash D 630
BUDAPEST STOCK Budapest Stock
EXCHANGE (MMTS) Exchange Ltd Hungary Yes Retail Cash DD N/A
MTS-POLAND MTSCETOSA Poland No Wholesale/Retail  Cash/Rep  D2D 173
EBOSII Bratislava Stock Slovakia Yes Wholesale/Retail ~ Cash/Rep  D2D, 107
Exchange DIC
ESTONIAN CSD Hex Tallin Group Estonia Yes Wholesale D2D N/A
E-SPEED Cantor Fitzgerald EU No Wholesale/Retail  Cash/Rep  D2D N/A
EUREXBONDS Deutsche Bourse A.G. Germany Yes Wholesale  Cash/Rep  D2D 1,000
BUROMOT Borsaltaliana Spa Ttaly Yes Retail Cash DX 15
EUROMTS MTS Group EU No Wholesale  Cash/Rep  D2D 2,400
BURONEXT LISBON Buronext Group Portugal Yes Retail Cash D 5
HDAT Bank of Greece Greece Yes Wholesale Cash DD 2,725
ICAP/BROKERTEC Teap EU No Wholesale  Cash/Rep  D2D N/A
INSTINET Reuters EU No  Wholesale/Retail D2D, N/A
DC
MARKET AXESS Market Axess Treland No Retail Cash D N/A
MATS Malta Stock Exchange Malta No Retail Cash DD 1
MOT Borsaltaliana Spa Ttaly Yes Retail Cash  D2D 566
MTS AMSTERDAM MTSGroup  Netherlands No Wholesale Cash DD 500
MTSASSOCIATED MTS Group Belgium No Wholesale Cash  D2D 593
MARKET Denmark 500
MTSAUSTRIA MTS Group Austria No Wholesale Cash  D2D 115
MTSFINLAND Division of MTS Finland No Wholesale Cash  D2D 250
MTSFRANCE MTS Group France No Wholesale Cash  D2D NiA
MTSGREECE MTS Group Greece No Wholesale Cash DD 220
MTSGERMANY MTS Group Germany No Wholesale Cash DD 870
MTSIRELAND MTS Group Treland No Wholesale Cash  D2D N/A
MTSITALY MTS Group Ttaly Yes Wholesale Cash/Repo  D2D 8400
MTSPORTUGAL MTS Group Portugal Yes Wholesale Cash DD 503
MTSSPAIN MTS Group Spain No Wholesale CashRepo DD 724
SAM Boursede Louxemburg  Luxembourg Yes Retail e 147
SAXESS OMX Exchanges Sweden Yes Wholesale Cash  D2D N/A
SENAF Senaf S.A. Spain Yes Wholesale Cash/Repo  D2D 1,002
TLX TLXS.PA. Ttaly Yes Wholesale/Retail Cash DD 46
TRADEWEB Thomson Financial BU No  Wholesale/Retail Cash D N/A
TRADING SYSTEM
OF THERIGA STOCK
EXCHANGE(A$400)  Riga Stock Exchange Latvia Yes Retail Cash  D2D 1

Sources: Bond Market Association; Bond study questionnaires; web sites.
1) As defined in the Investment Services Directive and Financial Markets Instruments Directive.
2) Wholesale/retail.

3) Dealer-to-dealer system (D2D)/dealer-to-customer system (D2C).

4) Cash operations only.




� ECB, “Government Debt Management in the Euro Area – Recent Theoretical Developments and Changes in Practices”, Occasional Paper No. 25, Frankfurt, March 2005


� ECB, “The Euro Bond Market Study”, Frankfurt, December 2004 


� J.P. Kasey, K. Lannoo, “Europe’s hidden capital markets”, Belgium 2005


� See Appendix for the list of electronic markets recorded in the TBMA study
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