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RESPONSE TO THE CONSULTATION ON TRANSPARENCY OF CORPORATE
BOND MARKET

Introduction
This document seeks to express TLX view with regard to the principal fields of interest
submitted by 10SCO (as reported by Consob) and in particular with regard to:
- The efficiency of price formation in the corporate bond markets;
- The impact of pre- and post-trade transparency on efficiency of price formation
in the corporate bond markets;
- The relationship between transparency and liquidity in the corporate bond
markets.

Taken into account the nature of TLX S.p.A., which is a company oriented to satisfy
Italian retail investors, our considerations concern this typology of market.

The italian framework

The Multilateral Trading Facility managed by TLX S.p.A. has been the first experience of
self-regulation in the field of pre- and post-trade transparency in the Italian system of
non-regulated trading. TLX S.p.A. manages a regulated market and a MTF (as defined
by Directive 2004/39 CE) at the same time. Being the two different trading venues
coexistent on the same trading platform gives the company the possibility to reach a
minor cost together with a high level of transparency, which is the same for the two
markets and does not depend on the category of financial instrument. For this reason, in
addition to commercial reasons and for the efficiency of negotiations, TLX S.p.A. has
standardized the level of transparency of the two systems. This implies that the set of
information the company supplies to investors is higher than the one provided for by the
applicable Italian law, especially for what concerns the ATS.

Based on the information derived from a comparison between the different Italian
trading systems, it may be argued that the level of transparency chosen by not-
regulated markets is flattened on the minimum requirements imposed by law. For this
reason, the EuroTLX case lends itself well to the considerations asked by 10SCO and to
the issues about possible market failures that do not allow the achievement of a
desirable level of transparency induced by market forces.

Price formation in the corporate bond market

As stated in many studies, price formation in bond markets has higher scientific bases
than what can be observed on equity markets. In particular, the limited number of
factors which influence the fair value of a corporate bond (interest rate, credit risk, etc.)
allows to determinate the security value on the basis of mathematical algorithm. This
procedure is not always effective if applied on the equity market and in any case it is
usually not appropriate for the spot valuation of securities quotations.
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The different price formation methodology and the easier determination of bond value
accentuates information asymmetry among market participants: when the level of
competence, the resources and the access to a plurality of information are increasing,
professional investors are able to determine the security price with a particularly high
quality level (in other words, they are price maker); on the contrary, retail investors do
not generally have the competences, the instruments and the access to information
which are necessary to determine the price (price taker).

The empirical evidence shows how in markets for professional investors the level of
transparency is definitely higher than in markets where professional investors negotiate
with retai/ investors. The following statements can summarize what has been said:

- professional investors have a greater possibility of price determination (they are
especially price maker);

- apart from specific cases, the introduction of higher transparency levels is linked
to costs which participants have to bear;

- the presence of transparency levels which are stated by contractual relations
(and not by law requirements) and imply implementation costs is compatible only
with a strong “demand for transparency”;

- the demand for transparency gets a more significant value for price takers, who,
given the impossibility of price determination, orientate their selection just on the
basis of observation of other people’ prices;

- the absence of transparency in the professional corporate bond market causes a
sub-optimal effect in terms of price formation and price control by participants.

The impact of pre- and post-trade transparency on efficiency of price
formation in the corporate bond markets

For the above considerations, it may be argued that transparency does have a direct
impact on efficiency of price formation in the secondary professional market for
corporate bonds: a higher pre- and post-trade transparency has been autonomously
generated in the professional market and is an indicator of higher securities price
quality, and of a bigger control. In other words, the higher level of price transparency
has bridged the information gap and so has contributed to the reduction of information
asymmetries among professional investors.

From an economic point of view, it is evident that the condition of lower transparency
observed in the retai/ market can only be due to excessive implementation costs of
transparency or to a /market failure: the more informed ones (professional investors)
have an incentive to maintain a sub-optimal level of transparency in order to exploit the
existent information asymmetry and to negotiate at favourable conditions, whereas the
less informed ones (retail investors) are scarcely aware of the potential “damage”
caused by the absence of transparency and, in any case, they find it difficult to
constitute a united group which can become a real “demand for transparency”.

Beyond specific considerations, it may be assumed that, at least for the most traded
instruments and for the venues that permit the trading of such financial instruments in a
systematic way, the costs linked to transparency are lower than the derived benefits.
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The relationship between transparency and liquidity in the corporate bond
markets.

In addition, it is useful to remind that, the higher the possibility for securities to be
traded on a plurality of venues, the more the transparency coincide with the possibility
for retail investors to compare prices and to directly evaluate them. This is an essential
condition that allows retail investors to reach a degree of financial culture and of
comprehension of their own investment and disinvestment actions, and therefore to
generate the desired efficiency of price formation and the corresponding liquidity.

Conclusions
For what has been said it is believed that:

- there are no doubts about the contribution of transparency to the efficiency of
price formation and to the price control;

- there is probably a market failure, at least for the bonds which are more liquid
and traded in systems which allow their trading in a professional and systematic
way;

- there are no reasons to believe that the bond market for retas/ investors is very
different from the equity market; in valuation terms, retai/ investors are in any
case price taker and benefit by a fair, transparent and liquid market,
independently from the typology of financial instrument. In addition, even if
some instruments are typically subject to the buy and hold of bonds,
transparency does allow the correct and continuous valuation of the own
portfolio in a systematic way, and so it is to be recognized as a value also and
especially for retai/ investors;

- an increase of pre- and post-trade transparency duties which aligns the bond
market to the equity one is deemed to be desirable.

Attachment 1: inverted order book (buy price > sell price)
Attachment 2: TLX example. Filled order book thanks to price transparency and to
competition with the market maker. Increase of book liquidity.
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