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A position paper written by the Investment Management Association to accompany
publication of a report by Professor John Board

“The Impact of the Credit Crunch on the Sterling
Corporate Bond Market”

This paper is intended to initiate a debate on appropriate reforms to promote a well functioning
market in sterling corporate bonds.

Conclusions of the Research

IMA notes the conclusions reached by the researchers, namely that:

» The disruption in sterling corporate bond markets is real and is damaging the buy-side of the il
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The sterling corporate debt market is an important part of what needs to be re-built if the UK
economy is to continue to flourish. There are many strands connecting those who rely on the
secondary corporate bond market and each has an equally important claim on the market working
well:

¢ Investment managers rely heavily on the secondary market in corporate bonds to complement
investments made through primary issuance. The market provides the “oil” that allows the
managers to adjust their portfolios to respond to changes in market conditions and stocks, to
inflows and outflows of investment and to mandate and benchmark changes;

¢ Authorised funds, through their managers, have a particular need to access a ready source of
liquidity through the secondary market to respond to investments and disinvestments made by
underlying clients on a daily basis, many of them retail investors;

¢ Many market users, including fund managers and institutional investors, place reliance on
secondary market information flows to assist them to value corporate bond holdings;

¢ The existence of a secondary market in corporate bonds, at least for some period of time after
issuance, in turn supports attractive primary issuance. Whilst primary debt issuance is what
provides funding to the issuers, it is the secondary market in sterling corporate bonds that
services much of the needs of the investors in these assets: it is not therefore possible to
separate the two activities and still have a meaningful market model;

« Policymakers have a long term interest in ensuring that businesses can operate without und
disruption to their flow of funding. :
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Although regulators have for some years toyed with the idea of requiring better pre- and post-trade
transparency in the secondary market, this has not been implemented other than in the USA. The
outline proposals that were considered within Europe were somewhat insensitive to the limited life
of many bonds in the secondary market and to the impact on market behaviour of introducing
partial transparency. Moreover there was little supporting analysis of the impact on liquidity, and
pricing, of introducing transparency to a market model that was entirely built around market
makers putting at risk their own capital. This was perhaps the principal reason for the resistance
to change seen across the market in the period running up to the start of the credit crunch.

Radical changes to market structure are not unprecedented. The London Stock Exchange moved
from a telephone-based market maker structure to a central, anonymous (and highly transparent),
electronic order book in 1996 after significant pressure was brought to bear by the regulator3.
NYSE Liffe* was unable to effect a change from floor trading to electronic order book trading for
their main contracts until, in the space of a few weeks in 1998, it lost the long bund contract to an
electronic trading book offered by the Eurex exchange. There are other similar examples outside
the UK. What is notable is that change usually follows an event of some significance, commonly
pressure brought to bear by competition and regulatory authorities or a significant adverse impact
on commercial interests. By contrast what is notable about the impact of the credit crisis as
regards the sterling corporate bond market is that there has not been clear, directional pressure,
either regulatory or commercial, to effect change to trading structures.

Itis in the light of this state of affairs, and with the aim of supporting the tentative srgns of recov
in the secondary sterling corporate bond market, that we propose the foIIowrng actlons
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2. Exchanges and MTFs should consider whether there is a further role that they could play in
offering anonymised trading systems, supported by both market maker and agency brokers, with
a wider choice of third party clearing arrangements (to remove counterparty risk from trade
execution). For securities that trade rarely, exchanges, MTFs and firms could consider providing
more in the way of “bulletin board” facilities.

3. The Financial Services Authority should engage actively with liquidity providers, exchanges and
MTFs to secure several outcomes:

a) Supporting change with the aim of bringing about a much wider set of choices in relation to
trading functionality.

b) Ensuring that changes to market trading arrangements bring about fair market access.
This would include, for example, by requiring that information about market trading facilities
is made available on a widespread basis and that pricing for services offered is fair and
transparent.

c) Using the transaction reporting information that is reported daily to them in relation to
sterling corporate bonds (amongst other instruments) to analyse market quality and asses
the ability of the market to deliver best execution given the available trading options. i
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d) Ensuring that any future publication of post-trade information occurs on a basis that is farfr‘)
and reasonable for all market participants. As a starting point, we draw attention to our
response dated 19 February 2009 to the Committee of European Securities Regulators_
consultation on the transparency of corporate bond markets, answer to questlon 28 '

http://www.cesr-eu.org/popup responses.php?id=4544
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