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| Section 1: Introduction and CESR's approach to the Commission's questions

1.

Article 65, paragraph 1 of the Markets in Financial Services Directive (MiFID) requires the
European Commission to report to the European Parliament and the European Council on
the possible extension of the scope of the provisions of the Directive concerning pre- and
post-trade transparency obligations to transactions in classes of financial instruments other
than shares.

In June 2006, the Commission published a call for evidence that posed a range of questions
relating to possible policy rationales for mandating transparency, whether the work should
focus first on cash bonds (and, in particular, on government bonds and corporate
investment-grade and high-yield bonds) and broader considerations, such as the nature of
the non-equity markets and ongoing developments in technology and transparency
provision.

The Commission published a feedback statement on 13 November 2006. 59 organisations,
representing all principal sectors of the financial markets, responded to the call for
evidence, with a number of important points arising:

e There was opposition of varying degrees to the introduction of mandatory
transparency obligations for financial instruments other than shares. Some
responses related to significant differences between equities and non-equity
financial instruments. Others pointed to the lack of evidence of market failures that
would warrant regulatory intervention. And some responses noted the possible
adverse impact of a market transparency regime on liquidity in non-equity markets.
Several respondents also noted that the functioning of the MiIFID transparency
regime for shares should be evaluated first, as well as the impact of other MiFID
rules such as best execution.

e There was lower opposition to post-trade transparency than pre-trade, and open-
mindedness towards the possibility of considering a tailored solution for retail
investors and other market participants who found it harder to gain access to
market information.

In August 2006, the Commission requested CESR to provide initial assistance on the issue of
non-equity market transparency by conducting a fact-finding exercise in relation to cash
bond markets. In October 2006, CESR provided its response to that request. CESR’s analysis
revealed that:

e There was a lack of comprehensive, harmonised information on the nature and size
of EEA bond markets. As a general observation, the information available on
government bonds was viewed as more reliable than that available on corporate
bonds.

e Pre- and post-trade transparency requirements in Member States were generally set
up for/by regulated markets and, in some cases, multilateral trading facilities
(MTFs).

e There are some common characteristics in bond market users and structures in the
EEA, but also some key differences between Member States. Such differences relate,
amongst other things, to the level of direct retail involvement in the bond markets.

On 27 November 2006, the Commission requested further assistance from CESR with
regard to its work under Article 65(1) of MiFID. CESR was asked, as a general point, to react
to the evidence in the Commission’s feedback statement, with a specific focus on the
markets for cash government and supranational bonds, cash investment-grade corporate



7.

bonds and cash high-yield corporate bonds. In addition, the Commission posed a number of
specific questions for CESR to consider:

Question 1: Does CESR consider there to be convincing evidence of a market failure with
respect to market transparency in any of the instrument markets under review?

Question 2: What evidence is there that mandatory pre- or post-trade transparency would
mitigate such a market failure?

Question 3: To what extent can the implementation of MiFID be expected to change this
picture?

Question 4: Can CESR indicate and describe a significant case or category of cases where
investor protection has been significantly compromised as a result of a lack of mandatory
transparency?

Question 5: Could it be feasible and/or desirable to consider extending mandatory
transparency only to certain segments of the market or certain types of investors?

Question 6: What criteria does CESR recommend should be applied by the Commission in
determining whether self-regulatory solutions are adequate to address any of the issues
above?

CESR issued a call for evidence on 6 February 2007 asking for views on the Commission's
questions. The response period closed on 6 March, and CESR included the key points from
the responses in a consultation paper (CP) which was published 9 May 2007. The
consultation period which included an open hearing closed on the 8 June 2007. This final
advice reflects the comments received. A separate feedback statement describing the
comments and CESR’s response in more detail has been published on CESR website [Ref.
CESR/07-430I.

The next section in this document discusses some further background to the issue of
non-equity transparency. Sections 3 to 8 address each of the questions in turn. The main
part of the paper concludes with a brief summary. The paper also has an annex that sets out
existing transparency in the European bond markets.
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8.

9.

The transparency regime set up by MiFID for markets in shares admitted to trading on a
regulated market takes explicitly into account the fact that the business, mechanics and
regulation of regulated markets and MTFs are fundamentally different from those of trade
execution by an investment firm. In other words, it promotes the disclosure of as much
trade information as possible, allowing for the fact that the same degree of transparency is
not suitable for all business models.

The differences in financial instruments together with the specific trading needs of market
participants are considered key factors to be taken into account when designing a
transparency regime for non-equity financial instruments. The responses to the call for
evidence appear to indicate that any approach to transparency obligations should start by
dealing with the differences between share and cash bond markets, the specific and
different needs of market participants in the bond markets and the extent to which there are
indications of market failures that would justify regulatory intervention. In this section, we
deal with the first two of these areas, and turn to the third in the following section.

Differences between equity and bond markets

10. 1t is well recognised that markets for bonds and those for equities differ. There are

structural differences and a much wider range of instruments and markets, meaning price
transparency rules applied to equity markets are not suitable to be transferred to bond
markets. The Commission’s call for evidence of June 2006 resulted in many of these
differences being highlighted by respondents. The key points are summarised in the
following table.

Table 1
Equities Bonds
Primary Issuers Corporates, financial | Corporates, governments,
Market institutions financial institutions, Special
Purpose Vehicles
Issues Usually one per issuer Usually more than one per issuer
(perhaps many more)
Product Usually relatively simple Often more complex, which
characteristics makes pricing more difficult
Secondary | Investors Institutional, significant | Institutional, some retail
Market retail

Market structures Order driven; often on- | Quote-driven, RFQs; off-
exchange; generally | exchange, OTC; decentralised
centralised

Trading frequency Daily in majority Daily in minority

Trading sizes Small in majority Large in majority

Liquidity High and continuous for | Depends on issuer, size of the
many issue, rating, etc. Concentrated

mainly in the period immediately
after issue.

Price formation Based around a dominate | Competitive RFQs; price
trading venue (usually an | embodies different information
exchange) from shares; price formation in

bond  markets may  have
mathematical basis.

Relationship fo | Limited Closely correlated with credit

derivatives derivatives.




11. The approach taken by Member States to transparency for non-equity financial instruments
provides some insight to what is considered important to have in terms of transparency
requirements. CESR provided a summary of bond market transparency on a country-by-
country basis (see Annex 2 of CESR's response to the Commission’s request for initial
assistance on non-equities markets transparency!). This revealed that many Member States'
regulations in this area (either under national/competent authorities’ regulations or venue
rules) are, in many respects, broadly alike. This implies that Competent Authorities have
formed similar judgments as to the transparency requirements that suit such instruments,
given the instruments' nature and the characteristics of their trading. In particular, the
transparency summary revealed the following:

e With respect to pre-trade transparency, ten Member States apply the requirements only
to transactions concluded on exchanges/regulated markets, four to both regulated
markets and MTFs, and three Member States require it for regulated markets, MTFs and
investment firms dealing OTC.

e Post-trade information, in one form or another, must be made available by regulated
markets in ten Member States, by regulated markets and MTFs in four, and by MTFs and
investment firms in five Member States. Such information is made available in real time
or within various timeframes, depending on the nature of the transactions.
Transparency of OTC trading is considered key for some markets (e.g. in Denmark,
where OTC trades are reported to the market within five minutes of execution).

12. Further analysis conducted by CESR in this area forms the basis of the information in Table
3 in the annex to this CP.

! http:/iwww.cesr-eu.org/index.php?page=document_details&id=4000&from id=53
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Section 3: Does CESR consider there to be convincing evidence of a market failure with respect to

market transparency in any of the instrument markets under review?

13.

In this section, we discuss the first of the six questions the European Commission posed in
its request for assistance. We define market failure and consider the evidence on whether
these failures are found in the cash bond markets. We note also some observations
regarding derivatives markets and draw conclusions regarding the presence and extent of
failures in the bond markets.

Defining market failure

14.

15.

1e.

Market failures can take a number of different forms and be reflected in various ways. In
terms of the failures themselves, there are four broad types identified by CESR's network of
economists (ECONET)2 that are most pertinent for secondary markets in financial
instruments. These failures, which would typically arise out of the structure of the given
market, are as follows:

e ‘Externalities’. These exist where the decisions of one market participant impose costs or
benefits on one or more other participants. As market players tend to focus on the
impact of their decisions on themselves only, rather than on the broader implications of
their actions, the overall outcomes they cause may not be optimal for the market as a
whole.

e ‘Information asymmetry’. This, as a market failure, arises where one group of
participants has more and/or better information than another group. The latter group
may make poor trading decisions because of this information shortfall.

e ‘Market power’. This tends to arise where there is a lack of competition in a market.
Those with power may exploit their influence over the price of the traded instrument
(e.g. by restricting supply to force the price up).

e Sub-optimal supply of ‘public goods’. This arises where a good from which everyone
benefits is not adequately supplied by a market when it is left to its own volition.

Clearly, the concepts of externalities, information asymmetry and competition levels may be
closely linked in the markets for financial instruments. For instance, where a small number
of players dominates the provision of services to clients within a market, the risk that they
will have a systematic advantage in gathering and using information, or that their decisions
will generate significant externalities, may be greater. This is of significance in the cash
bond markets as the market structures differ considerably by bond. For highly liquid bonds,
such as on-the-run government debt and large new issues from major corporates,
competition between dealers and multilateral trading venues will tend to be high,
transparency information relatively easy to obtain, and executions easier to get done. For
less liquid securities, however, trading is likely to be dominated by fewer dealers, with
executions taking place on a bilateral, OTC basis. Little if any trading will be on multilateral
venues. This may reduce the ease of access to transparency information and make it harder
for investors to find and judge the reasonability of prices.

Against this background, it is also pertinent to examine to what extent trading transparency
may be considered a public good and/or whether it is underprovided by the markets. In the
market context discussed above, the issue might be reframed as a consideration of the
extent to which greater transparency could be used by all, , without harming the markets.
This issue, and the possible market failures outlined above, are discussed in the following
paragraphs.

Z See CESR's paper Ref. CESR/07-089.
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In this regard it should be noted that market transparency is not supposed to be available
free of charge to investors. As recognised by MiFID (in the case of equities) the information
is available on a reasonable commercial basis. This is also relevant in terms of information
asymmetries. In the financial markets some participants have better possibilities for gaining
the information and indeed the capacity to analyse and use such information. These
considerations should be taken into account when analysing whether a market failure exists
or not.

How market failures may arise

18.

19.

20.

There are a number of ways in which trading transparency might be linked to the market
failures discussed above:

e Some market participants may have limited access to trading information, or find it
prohibitively expensive to obtain. This may affect their ability to determine a fair price
at which to frade and, in the case of an investment firm, may impact its ability to obtain
best execution for its clients.

e Exploitation of information. Differences in access to transparency information may
allow some market participants to exploit others in a systematic way.

e Liquidity and competition. The relationship between transparency, competition and
liquidity may be complex — in part because it is sometimes difficult to define what is
meant by 'liquidity', as a concept. In some markets, a high degree of transparency may
encourage participants to enter, improving trading volumes and bidding down costs
and spreads. In such circumstances, transparency might be considered a public good —
broadly available and to the benefit of all. However, in other markets — notably, those
reliant on dealer-provided liquidity — greater transparency may increase the risk of
committing capital and providing prices. Ultimately, this could result in a net
withdrawal of liquidity, to the detriment of all participants.

Focusing on Europe's cash bond markets, there is clearly a range of participants who have
varying access to transparency information — depending, in part, on the particular bond
market examined. Investors include the large buy-side institutions (for instance, those
operating pension or insurance funds), smaller fund managers, hedge funds and direct
retail participants. On the sell-side, institutions are active both as liquidity providers and as
proprietary traders.

CESR’s call for evidence and public consultation attracted 23 responses each. The good
majority of these were from trade associations representing banks, securities firms or
professionals from these areas. Several were from firms or trade bodies in the fund
management or insurance sectors. A couple of responses were received on behalf of trading
venues, and from private investors' group. Of these responses, the vast majority felt that
there was no market failure affecting wholesale participants in the secondary bond markets
that could be attributed to transparency levels. Responses did not generally differentiate
between the different types of bonds (e.g. government debt, corporate, etc), although some
noted the important differences in market structure mentioned earlier, such as the fact that
less liquid bonds are much less likely than liquid issues to be traded on a multilateral venue.
The most frequent allusion to differences in the transparency of different markets was that
the ‘appropriate’ level of transparency had usually evolved to suit the major participants in
the given market. This would tend to imply that transparency should not be viewed as a
public good such that a mandatory increase in its provision would necessarily benefit
everybody.
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22.

23.

24.

25.

These comments closely mirror the responses that the Commission received to its call for
evidence last year. But, as with the Commission’s responses, a number of respondents to
CESR’s call for evidence and public consultation — most noticeably, the private investors'
group — noted that the bond markets could be a difficult environment for direct retail
investors. This arose for a number of reasons. One was that retail investors struggled to gain
access to transparency information on the same basis as other participants. They might
receive less data, or the data they did obtain might be more delayed, meaning they would be
a step behind other participants. This is a comment that was echoed during CESR's retail
investor workshop held on 12 and 13 February. Participants at the workshop felt that the
low levels of direct retail investment in bonds in most EU jurisdictions were due to the low
levels of transparency they could access and that this was a market failure that should be
remedied. Another factor noted in the call for evidence responses was that the bond markets
tended to be structured in a way that made it easier to trade in large size, often as this was
the size in which dealers would want to trade. It was not so easy to trade small (i.e. retail-
sized) quantities. Other responses highlighted the value in improving retail investor
knowledge of the bond markets and how they operate.

A number of other points were also noted regarding the impact of transparency levels. One
respondent commented that, while a market failure might not be discernible, promoting
greater transparency might still be beneficial if it led to improvements in market efficiency
(e.g. faster incorporation of new information into prices). This suggests that greater
transparency would be a public good. Other responses noted the difficulty in obtaining
aggregated statistics on total market size and activity in the absence of a mandatory and
universal transparency regime, and the fact that a lack of evidence of market failures did
not necessarily mean that such failures did not exist.

CESR has taken on board these comments in considering its response to the Commission’s
request for advice. We note that the extent of asymmetries may differ according to the bond
being traded. For those markets that are more liquid — most obviously government bond
markets, but also some supranational and large corporate issues — the ability to access
trading information tends to be greater. This is due to the higher levels of multilateral
trading — regulated markets and MTFs publish such information — and the greater number
of two-way quotes made available by dealers. In addition, end-of-day data for such bonds is
published in the financial press.

As transparency levels reduce, the possible market failures discussed above may become
more likely. Price discovery, and thus the ability to assess prices for best execution purposes,
will tend to become more difficult, particularly for smaller players. Competition levels also
tend to be lower amongst the dealers offering quotes in such bonds — although this is more
a cause rather than a consequence of lower transparency. And concerns may increase
regarding the ability of informed market participants and those with market power to
exploit their position in a manner considered to be 'unfair' in some respects (i.e. to generate
an externality).

Further to the above comments, CESR notes the research undertaken last year by the Centre
for Economic Policy Research (CEPR)? and the UK Financial Services Authority* on bid-offer
spreads in the bond markets. This suggested that spreads in European corporate bonds were
generally tighter than those for their US equivalents, despite the introduction in the US of

® Dunne, Peter, Michael Moore & Richard Portes (2006); European government bond markets: transparency,
liquidity, efficiency; City of London: www.corpoflondon.gov.uk/NR/rdonlyres/26DD01CC-684D-4312-B719-
9C9A1F781766/0/BC_RS_TTGovernmentFULL.pdf

Biais, Bruno, Fany Declerck, James Dow, Richard Portes & Ernst-Ludwig von Thadden (2006); European
corporate bond markets: transparency, liquidity, efficiency; City of London:
www.corpoflondon.gov.uk/NR/rdonlyres/49EC04BD-D5BE-4B05-9182-

3A8B9E75EO0BA/0/BC_RS_TTCorporateFULL.pdf

* Financial Services Authority (2006); Feedback Statement 06/4 Trading transparency in the UK secondary
bond markets: www.fsa.gov.uk/pubs/discussion/fs06_04.pdf




TRACE, a post-trade reporting system. This would tend to suggest that competition levels are
good and that European liquidity providers offer better quotes to investors than their US
peers. However, parallel research by the CEPR found that spreads for European government
bonds tended to be a little wider than those in the US, reflecting the deeper liquidity in US
markets from having a single set of benchmark bonds (as opposed to the numerous
government issuers within the Eurozone). We examine the CEPR research further in the
following section.

Interaction between the cash bond markets and derivatives markets

26.

27.

CESR recognises that the growth of the derivatives markets in recent years adds another
dimension to the debate around transparency in the bond markets. On the one hand, it is
clear that information from the markets for interest rate swaps and credit default swaps
may be of value to those trading the underlying instruments and that this adds a further
information advantage to sophisticated institutional players. Such participants will be able
to access the derivatives markets, understand the information flowing from them and
employ this to improve their trading of the underlying — something that the majority of less
sophisticated investors would not be able to do. This may exaggerate the information
asymmetries in the cash bond markets, increasing the argument that transparency in those
markets should be improved.

However, CESR accepts also that the existence of the derivatives markets may be of benefit
to less sophisticated participants, even if they cannot access (or even understand) them. For
instance, the growth of derivatives has allowed dealers to provide greater liquidity to the
markets as they are now better placed to manage the associated risks. In addition, the
information that firms gain from the derivatives markets, whilst of value to their own
trading, may also serve to improve the pricing they are able to offer to clients, suggesting
that all can benefit from the development of these markets. Ultimately, the existence of
derivatives provides a unified market when the markets for the underlying cash instruments
are fragmented.

Comments on other markets

28.

Extending the analysis above to other markets within the scope of this review is complex.
Derivatives markets vary hugely, from the most vanilla, exchange-traded equity futures to
complex, bespoke commodity derivatives that would only trade OTC. In addition, there is a
very broad range of market participants that extends beyond the groups discussed above.
For instance, oil producers and mining companies may be active in the relevant commodity
derivatives markets. What is clear, though, is that relatively few retail participants are to be
found in the derivatives markets and, where they do exist, they tend to coalesce around
vanilla products that are traded on a relatively transparent basis — e.g. covered warrants or
contracts for differences, for both of which pricing information is usually easy to obtain.
Unlike in the markets for cash bonds, where some concerns have been raised regarding
investor protection relating to transparency levels (see next section), we are not aware of
transparency-related concerns in the derivatives markets.

CESR's conclusions

29.

CESR has not identified an evident market failure in respect of market transparency on bond
markets. Wholesale participants generally seem content with the way in which the cash
bond markets currently operate and their level of access to transparency information.
Access to transparency information for smaller participants, including retail investors, is not
as great, and such participants are less likely to be able to make use of information flowing
from associated derivatives markets to aid their investment decisions. With that in mind,
CESR believes there would be value to such users in receiving access to greater trading
transparency. Greater transparency might also encourage higher levels of retail
participation in the markets — although CESR would argue that various other factors,



including the structure of the bond markets, retail investors’ understanding of them and the
distribution channels used also play an important role in determining the level of retail
involvement. Given this, CESR believes any increase in transparency would need to be
carefully tailored to ensure that liquidity provision and levels of competition were not
damaged as a result of dealers reducing or withdrawing their commitment to the markets.
In other words — and as highlighted by many of the responses to CESR’s consultation, a
thorough cost-benefit analysis should be undertaken by the Commission before any
regulatory action.

10
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Section 4: What evidence is there that mandatory pre- or post-trade transparency would mitigate
such a market failure?

30. Clearly, where financial instruments are traded on multiple venues, some form of
transparency is needed for investors to be able to compare prices and evaluate their trading
opportunities. As reflected in the previous section, the benefit of improving transparency in
the bond markets would be more significant for retail investors and small/medium market
participants than for larger professional investors, which have better access to existing
information sources and are better placed to value such instruments. A number of
respondents to the calls for evidence from the Commission and CESR appeared to recognise
the role played by transparency in helping retail investors and smaller firms, for which
information search processes could involve significant costs. In addition, a number of
responses noted that difficulty in obtaining pre-trade information could create problems for
intermediaries in complying with the stringent best execution obligations laid down in
MIFID, which apply to all financial instruments. This would affect the intermediary’s ability
to identify the venue that offered the best terms for execution and to monitor execution
quality for the purpose of reviewing its best execution policy. In other words, the benefits
(including reducing search costs) arising from greater transparency could be significant for
the markets' smaller participants.

31. Moreover, research on the impact in the US of the TRACE post-trade transparency regime
for trading in corporate bonds was mentioned. One respondent noted that this research had
identified positive effects in terms of lower trading costs, greater liquidity and competition,
and overall net benefits to the markets. The respondent felt that these conclusions should
not be overlooked in the European debate. Other respondents however had more cautious,
or opposite, analysis.

32. However, as discussed in the previous section, most respondents to the CESR consultation
perceived no failure in the bond markets and did not think that further transparency was
required. A number of these respondents, and others, noted that mandating greater
transparency might have negative consequences for the provision of liquidity. This was of
greatest concern with regard to those markets that were particularly reliant on dealer-~
driven trading, with the mandating of pre-trade transparency being considered of
particular risk to dealers’ willingness to provide the markets with liquidity. Concerns were
also expressed with respect to mandatory post-trade transparency — again, with the focus
being on the impact on less liquid markets.

33. Furthermore, a number of respondents commented that the markets continued to evolve,
with the growing use of technology resulting in an ever-increasing availability of trading
information to users. This, they argued, meant that the markets should be left to develop
their own, flexible transparency arrangements, rather than transparency being mandated.

34. There is little academic or institutional literature related specifically to the effects of greater
transparency on liquidity in bond markets, and it is a shared view amongst many that those
studies related to equity markets are generally inapplicable. Furthermore, the academic
literature available on equity markets does not provide definitive conclusions. Some studies
emphasise the negative impact that a higher degree of transparency can have on incentives
for certain categories of investors to participate in the markets. Other studies reveal that
transparency can improve liquidity by reducing search costs for the best quotes and thus
encouraging participation.

35. The CEPR studies mentioned in the previous section provide useful contributions on the
functioning of bond markets. As discussed, these two reports relate respectively to the
European government bond market and the corporate bond market. The main conclusions
of the two studies are set out in the following table.

11
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Table 2

Report on
European government bond markets

Report on
Corporate bond markets

Different levels of transparency are
considered appropriate by major market
participants.

Regulatory  imposition = of  greater
transparency could adversely affect
liquidity.

The preferred course would be to allow
transparency to evolve further under the
influence of technological and market
structure changes.

Euro-denominated bonds have tighter spreads than US
corporate bonds, even after the introduction of TRACE.
Competition in Europe is a key factor in keeping
spreads relatively tight.

The introduction of a pre-trade transparency regime
would be risky as it would entail requiring significant
changes to market microstructures.

Greater post-trade transparency would benefit some
market participants, such as retail investors and
smaller institutions.

CESR's conclusions

36. Bond and equity markets clearly differ, and increasing transparency in bond markets may
not have the same effect on price formation and liquidity as in equity markets. Any
transparency regime for bond markets should not be designed with reference to the
equivalent regime for equities but, as already discussed, with the aim of addressing any
identified failure in the markets under examination.

37.

Based on the responses to the consultation CESR notes that those participants dominating

total trading in bonds do not perceive a market failure, and do not feel that greater
transparency should be mandated. CESR accepts that action should not be taken which
might harm the operation of the bond markets but notes also that direct retail investors,
where they exist, would tend to benefit from an increase in transparency. Transparency
levels have increased over time as the markets have developed. But whilst this is deemed
sufficient by many participants, it evidently fails at present to meet the needs of these retail
investors. With this in mind, CESR observes the following: although there is no evident
market failure to be corrected, re-distribution of current transparency information could be
useful to help retail participants, but this should occur only if the associated benefits would
outweigh the costs to market participants as a whole (e.g. in terms of liquidity provision).
Before proposing any regulatory action, the Commission should undertake a thorough cost-
benefit analysis. This cost-benefit analysis will differ according to whether pre- or post-
trade requirements are considered; any consideration of a transparency regime should have
regard to the existing transparency obligations in place and to the ongoing evolution of
market-led transparency (discussed in greater depth in Section 8).

12
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| Section 5: To what extent can the implementation of MiFID be expected to change this picture?

38.

CESR believes that an assessment of the potential costs and benefits of mandatory pre-~
and/or post-trade transparency obligations for bonds should be made in the light of the
changes that MiFID will introduce in terms of investor protection. This was a view that was
echoed by many of the respondents to CESR’s call for evidence and public consultation.

Transparency under MiFID

39.

40.

As far as transparency requirements are concerned, CESR acknowledges that the impact of
MIiFID in this area cannot yet be assessed. Initially, MiFID applies detailed transparency
requirements only for shares admitted to trading on a regulated market. The vast majority
of Member States announced that they did not intend to extend these transparency
requirements to other financial instruments (an option provided for by recital 46 of MiFID).
Indeed, this may lead, in some Member States, to a decision to remove current transparency
provisions applying to financial instruments other than shares. If this is indeed what takes
place, it would be interesting to see if the regulated markets and MTFs that are currently
subject to a pre- and post-trade transparency regime choose to move to a less transparent
model when they are no longer obliged to comply with present mandated requirements.

Moreover, the Directive will introduce a pan-European regulatory regime for regulated
markets and MTFs to create a level playing field. This should result in greater competition
between the different venues. It should also create a harmonised approach to ensuring
market integrity, fairness and efficiency in the trading process, there being no common
regime today. CESR considers that this new environment and the common regime applying
to the organisation of trading may result in a more harmonised level of transparency
coming about without being mandated — a view with which a number of respondents to the
call for evidence and public consultation concurred.

MIiFID's investor protection provisions

41.

42.

43.

MIFID will also enhance the investor protection regime through requirements related to
information disclosure to clients, suitability/appropriateness assessments, management and
disclosure of conflicts of interest and best execution obligations. CESR considers that these
requirements should help to address concerns regarding retail protection by delivering
better prices to investors and protecting them from inappropriate investments. We discuss
the specific provisions in greater detail below.

First of all, MiFID introduces a best execution obligation for market intermediaries. For the
most part, retail investors, as well as small and medium-sized asset managers, rely on their
intermediary to assess the quality of the different venues and find the best one to deliver
best execution. Where the intermediary is also the venue, or is offering execution in its own
bond issues, MiFID provisions on conflicts of interest would also apply, in order to preserve
the fairness of the market.

To a certain extent, CESR considers that best execution provisions could also resulf in
dealers improving levels of pre-trade transparency. Since intermediaries would be obliged
to seek the best price for their clients, competition between dealers may increase on dealer
markets as a result of intermediaries searching for the best available price. As a result of
these new requirements, retail investors that are less able to access and assess prices should
benefit from a higher level of protection. A number of respondents to the call for evidence
identified the new best execution requirements as potentially driving further, voluntary
increases in transparency. Conversely, however, the argument has been voiced that, in the
absence of a mandatory transparency regime, intermediaries will struggle to deliver
consistent best execution to clients.

13



44.

45.

46.

As mentioned above, the bond market is characterized by a high diversity of products,
associated with very different levels of risk. In this context, the suitability and
appropriateness tests introduced by MIFID are of primary importance. The suitability
provisions require investment firms providing advice or portfolio management services to
take reasonable steps to ensure that the advice given and transactions undertaken are
'suitable' for the client. Where Article 19(6) does not apply (e.g. with respect to execution-~
only services in non-complex financial instruments), investment firms will be required to
assess the client’s relevant knowledge and experience.

It is not possible at this stage to determine whether such a regime, designed to enhance
protection of those investors who have limited understanding of the financial instruments,
will result in more or less retail investment in bonds. Furthermore, in many European
countries the investor protection regime is already particularly strict and, in spite of it,
many mis-selling breaches have still been reported.

Moreover, the range of products in the bond markets is complex, from the simplest vanilla
government bond to the high-yield and structured markets. Therefore, as an outcome of the
MIiFID provisions, intermediaries may reduce sales of complex bonds to retail clients (or
those that opted for similar protections), and suggest investment in non-complex products
(e.g. UCITS funds investing in bonds markets) instead.

Investor education

47.

Another consideration raised by some respondents to the CESR call for evidence was the
extent of investor education. These respondents suggested that investor protection could be
enhanced by initiatives to educate retail participants about bonds and the markets in which
the trade. CESR recognises the importance of investor education and notes that the market-
led transparency initiative discussed in Section 8 would involve an investor education
element.

CESR's conclusions

48.

49.

50.

The implementation of MiFID will undoubtedly serve to improve retail investor protection
in the bond markets. The best execution requirements will assist retail investors in obtaining
fair executions, and the broader measures will help to ensure that retail investors for whom
bonds are not a suitable investment are not exposed to the associated risks.

CESR is also of the view that harmonising the regulatory requirements for the operators of
regulated markets and MTFs will probably result in an increase in transparency provision
by trading venues. This should assist intermediaries in obtaining trading information,
thereby helping them to deliver best execution to their clients. Nevertheless, it is important
to recall that the majority of trading in most bonds occurs away from regulated markets and
MTFs. The availability of further transparency might be of value, particularly for smaller
intermediaries that are less well-placed to access existing transparency sources.

CESR believes also that efforts to promote investor education are an important component in
helping retail participants understand and manage the risks associated with the bond
markets. We are pleased to note the increasing efforts of the industry to provide educational
resources to retail investors.
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Section 6: Can CESR indicate and describe a significant case or category of cases where investor
protection has been significantly compromised as a result of a lack of mandatory transparency?

51. As discussed above, one conclusion that can be drawn from the calls for evidence and
public consultation from the European Commission and CESR is that retail investors may
benefit from an increase in access to transparency and other investor information.

52. While an increase in retail involvement might be considered desirable, CESR is very much
aware that the bond markets are dominated by institutional investors in some countries.
Therefore, mandatory transparency requirements aimed at improving the availability of
information to retail customers in order to increase their involvement must not be to the
detriment of the wholesale market. When looking for cases where investor protection has
been significantly compromised due to the absence of mandatory transparency rules, we
have focused on the retail side, as in the wholesale market there does not seem to be
evidence of a significant market failure.

53. In the retail arena, it is difficult to identify a case or a pattern of cases where investor
protection has been compromised due to a lack of mandatory transparency — as the question
as such is highly speculative. The cases in recent years of losses sustained by investors when
issuers such as Argentina and Parmalat defaulted on their outstanding debt cannot simply
be traced back to a lack of transparency. There was a multitude of reasons for these defaults
and, in retrospect, it cannot be claimed that these cases would have taken a different
direction if mandatory transparency requirements had been in place. The argument has
been put forward in the past that systemic transparency in the form of information
regarding debt issuance levels and transparency from trading venues may have been
helpful in these cases. However, the vast majority of respondents to the CESR consultation
felt that a lack of transparency could not be blamed for these defaults or the associated
losses. Rather, they pointed to factors such as corporate fraud as the key causes. More
broadly, some respondents argued that the lack of transparency available to retail investors
must result in a market inefficiency from their standpoint, although these respondents did
not point to particular cases that had arisen. Some respondents pointed out that in some of
the cases the lack of transparency contributed to the losses of investors by allowing
intermediaries to misuse their position by "dumping" the instruments into their retail
clients. CESR recognises that in such cases the intermediary is already violating several
conduct of business obligations.

54. One specific transparency-related problem identified in a response to the Commission's call
for evidence referred to a different kind of transparency to the MiFID-style transparency for
shares. In respect of corporate bonds of issuers whose shares are not listed on a regulated
market, there has been concern about a deficiency in terms of the availability of general
market information. A proposal to correct this deficiency is the introduction of periodic
reporting obligations for securities listed on regulated markets, irrespective of whether the
issuer's shares are listed. The Transparency Directive, which had to be transposed into
national law by 20 January 2007, entails periodic reporting obligations in the form of
annual and half-yearly financial reports for issuers with debt denominated below €50k and
harmonises the publication requirements so that this particular concern, to a large extent,
has been addressed already.

CESR's conclusions

55. CESR recognises that problems have arisen in the bond markets occasionally and that, in
some instances, these have resulted in significant losses for retail investors. However, CESR
is of the opinion that these losses were not the result of, nor could have primarily been
prevented by, greater market transparency.
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Section 7: Could it be feasible and/or desirable to consider extending mandatory transparency

only to certain segments of the market or certain types of investors?

56. CESR considers, as a matter of principle, that the pre-trade and post-trade transparency
requirements that might arise from EU-harmonised arrangements should take account
several factors, including:

e whether or not the bonds are admitted to trading on a regulated market or are traded
on several platforms;

e the nature of trading in the instruments — e.g. the proportion of trading occurring on
MTFs and regulated markets compared to bilaterally;

e the type of market participants; and

the type of end investors who hold these instruments.

57. As highlighted above and by CESR in its initial response to the European Commission on
non-equity markets (see footnote 1), the EEA bond markets comprise a number of product
markets, including government and non-government bonds, with the latter made up of a
wide range of sub-sectors (e.g. asset-backed securities, covered bonds, convertible bonds
etc). In terms of trading, there are also broad differences, from instruments traded on
electronic platforms to those traded on a purely bilateral, OTC basis.

58. Against this backdrop, CESR received a wide range of responses to the question in its
consultation on segmenting transparency requirements. Some respondents took the
opportunity to repeat their message that they saw no market failure in the bond markets
and so the question of segmenting transparency requirements was beside the point. A large
number of respondents suggested that segmented transparency — designed to take into
account the particular circumstances of the bond market in question, or targeted
particularly at given investor groups (most obviously retail participants) — seemed sensible.
Such a segmentation could be delivered regardless of whether a mandatory or an industry-
driven transparency solution was adopted. But others argued that differentiating
transparency requirements would be difficult to deliver in practical terms and might
overlook the fact that, in reality, many of these market segments were interlinked. They also
argued that in rapidly evolving markets any regulatory classification would be difficult to
establish and maintain.

CESR's conclusions

59. In principle, CESR considers that, subject to careful design, various segmentations could be
done. Difference between pre and post-trade transparency is widely recognised. And,
clearly, to target transparency towards those participants that currently lack information
would seem a sensible proposition. Categorisation linked to trading characteristics could
however be more difficult. On the one hand there might be benefits if, for instance, the
levels of transparency currently provided across Europe in each segment of the bond
markets were harmonised — which is not the case at present. This might benefit investment
managers, who would find useful guideposts for pricing the assets they manage, but also
those retail and professional investors who do not necessarily have easy access to such
information. Once published, the information would allow these same investors to make a
more accurate assessment of the quality of order execution they have received; it would also
provide intermediaries with a useful frame of reference for establishing their order
execution policies and, where necessary, for demonstrating that they have fulfilled their
best execution obligations. On the other hand this kind of segregation should be flexible
enough to recognise the different needs of each segment and avoid interfering with the
markets structure and evolution.
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60. As a further consideration, CESR believes that a transparency regime that differentiated

ol.

requirements based on the type of product may result into artificial effects e.g. some
intermediaries systematically deciding to sell certain products to investors compared to
others that are not subject to the same level of transparency. This is because, by selling such
bonds, these intermediaries may find it easier to ensure they meet the MiFID investor
protection obligations discussed above.

Nevertheless, any possible EU-harmonised post-trade transparency obligations would need
to take account of the risks borne by firms that execute orders for their own account or
trade as principals to provide the market with immediate liquidity. The approach used for
equities to address the need to protect risk trades may prove relevant in this respect. The
technical costs of such an approach might be alleviated given much bond trading
information is centralised by professional associations that play a self regulatory role vis-a-
vis their members.
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Section 8: What criteria does CESR recommend should be applied by the Commission in
determining whether self-regulatory solutions are adequate to address any of the issues above?

62. The industry has proved in recent years that it is capable of developing mechanisms for the
delivery of transparency and other information to market users. CESR agrees that it is wise
to consider whether an industry-led solution could be developed if an increase in
transparency is deemed appropriate. There is a range of criteria that CESR believes the
Commission should bear in mind in judging whether an industry-led solution was
appropriate, and we would want to see the industry making progress to meet these if such a
solution were to be considered viable.

Sugeested criteria

63. A broad range of factors were highlighted in the responses to CESR’s consultation. The first
and most fundamental point was that the solution must be ‘“fit-for-purpose’. Obviously, any
solution proposed by the market would need to meet the regulatory objectives the
Commission sets. The Commission, in consultation with competent authorities and the
industry, must determine what the ultimate aim of a transparency initiative would be, given
the market failure analysis undertaken, before the appropriateness of any given proposal is
assessed. As part of this, the following factors would need to be considered:

e The depth and breadth of the information provided. This would need to include the
bonds and the information® that would be reportable as part of a pan-European regime,
as well as the institutions that were caught by the reporting requirements. As part of
this, the process for adding new bond issues to the reporting requirements and
accounting for firms entering and leaving the markets would need to be considered. An
industry solution would also need to account for requirements regarding how data was
to be presented — e.g. aggregated or provided on a trade-by-trade basis — and whether
volumes data would be offered, etc.

e Taking into account its self-regulatory nature, any solutions should also be able to
address appropriate coverage both in terms of geographical distribution and market
share.

e The timeliness of the data. Some recipients might wish to have access to data on a near
real-time basis, while others might be content with end-of-day publication.

e The delivery mechanism employed. The mechanism — be it a trading screen, the
internet, or another avenue — would need to be appropriate for the intended recipient
and provide them with a well-advertised, easily accessible source of information. This
includes ensuring that the display/presentation of trading information was user-
friendly, given the needs of the particular target group. Also, any transparency initiative
would need to ensure that all investors within the farget group were afforded equal
access, irrespective of where they were located within Europe.

64. Notwithstanding the above comments, cost efficiency would be an important factor to take
into account. The solution should be subject to a rigorous cost-benefit analysis (CBA) so that
the design of any market-led transparency regime factored in the costs that would be
incurred. Broadly, these might fall into two categories:

e Direct costs of using the system. On the technological side, the greater the reporting
requirements and the faster these must be met, the more extensive the costs are likely to
be to the industry. In addition, the charges that are made for reporting via the system
should be a consideration.

® This might include information on orders, quotes and/or trades.
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65.

66.

67.

e Broader costs to the market. Transparency may affect the willingness of dealers to
provide liquidity to markets, particularly with respect to high yield bonds. The
Commission should have regard to the impact that an industry-led solution — or,
indeed, any transparency regime — might have on the efficient operation of the markets.

A number of respondents to the call for evidence suggested also that the CBA should be
revisited after the introduction of the transparency regime, as well as being undertaken
before.

A further factor to comsider is reliability. Any industry-led solution would need to be
resilient and, preferably, to have a track record of delivering similar, high quality
information to users. This would help to ensure that it was able to cope with its task from
day one. Any proposal for an effective industry solution should set out how reliability would
be ensured and what back-up procedures were in place to cope with systems downtime.

The final point to note is governance. There would need to be a clear governance structure
for the entities organising market-led solutions. The structure would need to provide clear
accountability for the organisation and execution of the transparency service and to allow
for feedback from users and the providers of the data it carried. It would also need to
provide a mechanism for the service to develop over time to take into account developments
in the markets (including, potentially, taking on board comments from regulators and the
Commission).

Progress in this area

68.

69.

70.

The industry continues to develop transparency provision of its own volition. Some of this is
delivered by multilateral venues, such as regulated markets and MTFs, and some through
firms providing quotes on an OTC basis (e.g. via Bloomberg). Further, the provision of bond
and related indices continues to expand (e.g. the iBoxx and iTraxx families of indices).

In addition, some efforts are being made to address specifically the concerns that underlie
the Commission's review. Work is underway, organised by trade associations, to explore the
development of transparency solutions that would aid those who have expressed a desire for
greater trading information. As would be expected of industry-led initiatives, these solutions
aim to strike a balance between improving transparency where required and avoiding
damage to the structure and efficient functioning of the bond markets (in particular, in
terms of liquidity provision). A number of options are under discussion, involving either
realtime or end-of-day publication of aggregated pricing information (i.e. average daily
prices, highs, lows, etc) or trade-by-trade prices. Access to data would be wide, including
delivery via the internet.

These are clearly positive developments and display a willingness on the part of the industry
to take action to improve transparency. And whilst the precise objectives of any push to
achieve greater transparency have yet to be defined, offering tailored solutions for retail and
wholesale participants would seem sensible given existing access to transparency
information is broadly different between these two groups.

CESR's conclusions

71.

Evidently, there is a range of criteria that would need to be taken into account in assessing
whether an industry-led solution might be adequate. Notably, however, these factors do not
differ materially from those that would have to be considered as part of developing a
regulaftory solution. In other words, the issue is perhaps more one of who is best placed to
deliver the right solution. The fact that transparency — of various sorts and across many
markets — is delivered every day by the industry might suggest that any effort to enhance
transparency provision in the secondary bond markets was better led by those markets than
by regulators. Indeed, the industry may be particularly well-placed to deliver a solution for
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markets that, by their nature, are cross-border/multi-jurisdictional. However, if the
industry were asked to deliver greater transparency, it would have to demonstrate a clear
commitment to doing so; otherwise, it might undermine regulators' confidence in the
industry's ability to deliver solutions of its own. The progress of such initiatives should be
monitored and their impact analysed. The retail participation on bond market might
warrant for wider consideration than just transparency. The forthcoming Commission work
on retail financial services could be a possibility for such evaluation.
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| Section 9: Summary comments

72. In summary, CESR would like to point out the following:

e CESR has not recognised evident market failure which would warrant mandatory
transparency for bond markets

e Although there is no evident market failure to be corrected, re-distribution of current
transparency information could be useful to help retail participants.

e CESR recognises that there are market-led initiatives currently planned into this direction.
The progress of these initiatives should be followed and their effect evaluated before
considering any possible regulatory action.

e  While not addressing an evident market failure CESR does not see this issue as a matter of
immediate urgency. Therefore any possible regulatory action should also take into account
the implementation and operation experience of MIFID provisions as discussed earlier in
this paper..
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| Annex: Existing trading transparency in Europe for listed bonds

This annex sets out in tabular form the existing transparency in European markets for listed bonds.
Table 3: Transparency for listed bonds

Country | Information disseminated to | Information disseminated to the public about | Listed Bonds | Listed Bonds traded on ATS
exchange users about trades on | trades on the exchange traded  off- | Information disseminated to the public
the exchange market
Pre- Post-~ Set by Pre-trade | Post- Set by Disseminate | Disseminatio | Pre- Post~ Set by Dissemina
trade trade trade d by n trade trade ted by
Austria Real- Real- Regulatory | Real-time | Real- Regulato | Exchange Reported to | N/A N/A N/A N/A
time time authority time ry and Regulatory
and authority | information | Authority.
exchange and vendors Not
exchange disseminated.
Finland N/A* Real General N/A* Real General | Helsinki Reported to | N/A (no | N/A (no | N/A (no | N/A (no
time obligation time for | obligatio | Stock the  central | ATS for | ATS for | ATS for | ATS for
for a fee or | n for | Exchange securities bond bond bond bond
transparen delayed | transpare depository trading | trading | trading | trading in
cy is laid ncy is but not | in in in Finland)
down by a laid disseminated | Finland) | Finland) | Finland)
parliament down by to public.
act, a
technical parliame
details by nt  act,
the technical
Helsinki details by
Stock the
Exchange. Helsinki
Stock
Exchang
e.
France Real- Real- Regulatory | Real-time | Real- Regulato | Exchange Reported to | N/A N/A N/A N/A
time time authority time ry and regulator or
and authority | information | to the market
exchange and vendors operator  /
exchange operator  of
the payment
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Country | Information disseminated to | Information disseminated to the public about | Listed Bonds | Listed Bonds traded on ATS
exchange users about trades on | trades on the exchange traded  off- | Information disseminated to the public
the exchange market
Pre- Post~ Set by Pre-trade | Post- Set by Disseminate | Disseminatio | Pre- Post~ Set by Dissemina
trade trade trade d by n trade trade ted by
and
settlement
system
Not
disseminated
Germany | Real- Real- Regulatory | Real-time | Real- Regulato | Exchange Reported  to | None None N/A No
time time authorities time ry and regulatory transpare
and authoriti | information | authorities ncy
exchange es and | vendors but not requirem
exchange disseminated ents
Greece Real-~ Real-~ Regulatory | Real-time | Real- Regulato | Information | Reported to | N/A N/A N/A N/A
time time authorities time ry vendors operator  of
and authoriti the payment
Market es and and
Operators Market settlement
Operator system
S Not
disseminated
Hungary | Real- Real-~ Regulatory | Real-time | Real- Regulato | Exchange Reported to | N/A N/A N/A N/A
time time authority for a fee time for | ry and the
and Delayed a fee authority | information | regulatory
exchange for free Delayed | and vendors authority.
for free | exchange Made public
in a limited
and
consolidated
way
(Information
on OTC
transactions
completed
through the
Hungarian
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Country | Information disseminated to | Information disseminated to the public about | Listed Bonds | Listed Bonds traded on ATS
exchange users about trades on | trades on the exchange traded  off- | Information disseminated to the public
the exchange market
Pre- Post~ Set by Pre-trade | Post- Set by Disseminate | Disseminatio | Pre- Post~ Set by Dissemina
trade trade trade d by n trade trade ted by
Central
Clearing
House is
publicly
available in
consolidated
form by
security  on
weekly Dasis
with a delay
of four days.)
Italy Real- Real- Regulatory | Real-time | Real- Exchang | Exchanges | Reported to | Real- Real- Regulato | ATS
time time authorities | for a fee time for | es  and | and exchange and | time time ry
and Delayed a fee regulator | information | disseminated authoriti
exchanges | for free Delayed vendors in 1 hour es
for free | authoriti
es
Luxembo | Real- Real- Exchange | Only on | Delayed | Exchang | Exchange Reported to | Only on | Delayed | Exchang | Exchange
urg time time under request publicat | e and the authority | request | publicati | e and
regulatory | through ion information | but not | through | on (min informati
requireme | market (min 15 vendors disseminated | market 15 on
nts members | minutes member | minutes) vendors
) s
Netherla | Real- Real- Exchange | Real-time | Real- Exchang | Exchange Reported to | N/A N/A N/A N/A
nds time time time e and regulator or
information | to the market
vendors operator /
operator  of
the payment
and
settlement
system
Not
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Country | Information disseminated to | Information disseminated to the public about | Listed Bonds | Listed Bonds traded on ATS
exchange users about trades on | trades on the exchange traded  off- | Information disseminated to the public
the exchange market
Pre- Post~ Set by Pre-trade | Post- Set by Disseminate | Disseminatio | Pre- Post~ Set by Dissemina
trade trade trade d by n trade trade ted by
disseminated
Portugal | Eurone | Eurone | Regulatory | Euronext | Eurone | Regulato | Exchange Reported to | N/A N/A N/A N/A
xt xt authority Lisbon -~ | xt ry and the exchange
Lisbon | Lisbon | and Real-time | Lisbon -~ | authority | information | until two
~ Real- | -Real- | exchange Real- and vendors working days
time time time exchange after the
MTS MTS Regulatory | Dissemina | Daily Regulato | Exchange transaction is | N/A N/A N/A N/A
Portug | Portug | authority ted and ry and concluded.
al ~ | al ~ | and real- authority | information | Disseminated
Real- Real- exchange time and vendors daily.
time time exchange
Spain MERF - | Real- Exchange | Real-time | 15 Regulato | Exchange Reported to | N/A N/A N/A N/A
Real- time and minute | ry and the exchange
time regulatory delay authoriti | information | and
authority es and | vendors disseminated
exchange the same day
(if they are
reported
before closing
time) or the
following day
Gf  reported
after the
market is
closed)
AIAF - | Volum | Exchange | Atrequest | Volume | Exchang | Exchange N/A N/A N/A N/A N/A
At es, mno | and s, noje and | and
request | prices | regulatory prices regulator | information
authority y vendors
authoriti
es
Sweden Exchange Regulato | Exchange Reported to | N/A N/A N/A N/A
ry and the exchange
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Country | Information disseminated to | Information disseminated to the public about | Listed Bonds | Listed Bonds traded on ATS
exchange users about trades on | trades on the exchange traded  off- | Information disseminated to the public
the exchange market
Pre- Post~ Set by Pre-trade | Post- Set by Disseminate | Disseminatio | Pre- Post~ Set by Dissemina
trade trade trade d by n trade trade ted by
Retail-~ Real- Real- Real-time | Real-~ authority | information | and
markets | time time time and vendors aggregated
exchange info is
Institutio Real-time disseminated
nal Real- Aggreg Aggreg the following
markets | time ated ated day  before
info info the 9.00 AM.
the followi
followi ng day
ng day
United Real- Real- Exchange, | Market Prices Exchang | Exchange Reported  to | None Benchm | FSA ATS and
Kingdom | time time under maker only e and | and regulatory ark informati
for regulatory | quotes informati | information | authority but bonds on
agency | requireme on vendors not Within vendors
trades | nfs vendors disseminated 30
Delays minutes,
for size cap
princip on
al volumes
trades disclose
No d
volume
s for
dealer
trades

N/ A: not applicable

* The Helsinki Stock Exchange only formalises members' negotiated transactions in listed bonds and therefore 'pre-~trade' is not applicable.
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