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Financial markets have a few things in cC with grocery shopping: buyers want
readily available products sold at the lo ible price, and sellers want to find
buyers. While in supermarkets it is thg& Ztailers ensure the liquidity and price
efficiency of goods, in finance it i s and finane lintermediaries, the market makers,
that do so.

Since the 2008 global fif “icial crisis, market makers, have u gone major regulatory
changes that impro e measurement and control of risks. B ese changes have
also put pressure panks to rethink their business model, particule in capital-
intensive acti such as market making, and some banks have becd ess engaged.

The devgt pment of trading algorithms and the rise of digital technologies ha reated

new gt ~ortunities for market makers, but they have also forced banks to invest :

S of money to upgrade their processes and recruit staff. Only banks with critica
afford such investments. European market makers have faced tough competition

rom their American peers, who benefitted from a strong consolidation move in the

In its latest action plan(tl on capital markets union (CMU), the European Commission
identified the need to strengthen the role of European market makers, in particular banks.
What is more, in times of crisis US banks might retrench to domestic activities, 2 which
could put Europe at risk of service limitations.

We discussed the role of market making in rebooting CMU in a blog in 2020, and
identified five key attributes for CMU success. One was the role of central supervision in
capital markets. In a subsequent blog, we elaborated on the concept of reviving
securitisation. In this post we now address an extension of that topic, market making.
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https://www.esm.europa.eu/profile/kalin-anev-janse
https://www.esm.europa.eu/profile/rolf-strauch
https://www.esm.europa.eu/blog/momentum-builds-europe%E2%80%99s-capital-markets-union
https://www.esm.europa.eu/blog/european-supervision-fit-capital-markets-union
https://www.esm.europa.eu/blog/reviving-securitisation-europe-cmu

Why strogg market making is key@or capital

markets

Market makers are intermediaries W, jengage t own account to provide immediacy of
trade execution to clients and buy or se_ sec , such as bonds or equities, at prices
they fix. Market making is therefore integre an efficient allocation of resources through
capital markets, even during periods of /¢ gl hed financial stress, because:

Market making plays a cruciat ole for issuer: uers need liquid secondary
markets as a pricing refe e. Bonds with a lige. hsecondary market also offer
lower funding costs foat Suers.

Investors look for id markets that offer not only price € siency but also rapid
access to reba’ ‘ice portfolios at low transaction costs.

Market pf ing is essential in risk management as well as price ai mvery. Investors

do ngf onsider one market segment, like equities or bonds, in isola They need

tod “apt their investment mix across asset classes as their needs chang ile
imising risk.

Well-functioning and liquid euro area sovereign bond markets are important for
central bank monetary policy transmission.

Global market making dominated by US

banks

Building liquid financial markets requires ensuring sufficient resources are devoted to
market making. Mainly large banks with sizeable balance sheets and a strong capital
base can maintain a global network of sales and trading and provide efficient market
making services.
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US banks’ dori ation of global capital markets has increased over thgt st five years.
Over that period, ave seen US banks increase their global pred 'ice in equity capital
markets to nearly 50 om just shy of 40%. The role of Europed “0anks halved to just
5%. Even in Europe’s d¢_ wstic equities market, US banks and 45%, while
Europe’s own banks lost m¢_ et space and are below 259

By contrast, in domestic debt cap. 3. markets Europ banks dominate at 43%, followed
by US banks at 25%. This exceptio uropeagt cbt capital markets is the result of a
specific market structure. We see that & ype loyal bond investors, and this is often
reflected in investor allocations.

Figure 1: Banks' markgf’shares, sigit by their domiciles, in

global equity capiig@market revenues

(in %)
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Source: Refinitiv league tables

Figure 2: Banks' market shares, split by their domiciles, in

European equity capital market revenues

(in %)
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https://www.esm.europa.eu/sites/default/files/styles/original_image/public/image/2022-10/Why-Europe-needs-strong-market-making-fig-1.jpg?itok=zqx5Gifq
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Notes: The market shares for equity capital markets are shown as a proxy, since there is
no aggregate information solely on market making activity. Proceeds includes fees and
other revenue sources. Euro area stands for the 19 countries of the euro area.

Source: Refinitiv league tables
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Figure 3: Balaks' market shares, split by theirgiomiciles, in

global debt capil market revenues

(in %)

Source: Refinitiv league tables
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Figure 4. Baaks' market shares, split by theirgomiciles, in

European debt<gpital market revenues

(in %)

Notes: The market shares for debt capital markets are shown as a proxy, since there is
no aggregate information solely on market making activity. Proceeds include fees and
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other revenue ces. Euro area stands for the 19 countries of the e area.
Source: Refinitiv lea. » tables

Yet in the European debt™ wital market we note a trend toy® 'ds more concentration. In a
sample of 16 European gove. ment issuers, the numbe primary dealers who act as
market makers is now at its lowe, jsince 2006 and v this smaller pool the proportion
of non-EU banks is at an all-time 3]

In times of crisis and heightened uncerta vhen the service of primary dealers
ensuring smooth market flows is most urg ome non-EU banks may reduce their
activity, thereby putting liquidity in peri

Why market pggfiking shrinks

The equity and dekt arkets are global and accessing them requi arge banks with a

worldwide coved je. American banks benefit from advantages in tha ard. That is why

major markef ayers, corporates and large sovereign issuers, mainly op global US

banks fost cir primary and therefore secondary market support. The dwind qumber

and m¢ ‘et share of European market makers can to a large extent be attributed w the

ing of European banks to thrive in the midst of continued fragmentation of Eurc, ®'s
Jital markets and an incomplete banking union.

their capacity to maintain high-quality services to investors in market making. For most
European banks, the need to comply earlier with even a few of the newest Basel 1|
requirements, at the request of regulators, was enough to increase the chasm of
competitive edge.

Consequently, European banks have tended to withdraw from some market segments
and reduced their worldwide coverage of clients to focus on their most profitable
activities. When clients with a global footprint must choose among participants that
provide capital market services, they might pick those with better pricing and execution
capacity, such as US banks.
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Additionally, w hee the European scarcity in capital market innovatiox ropean banks

face more obsta o develop on a large scale new technology-b d trading solutions.
The European Pate fice’s league table is dominated by US s that filed more than
5,000 patents versus o ropean bank that registered 50

How to strengtheEuropg’s market makers

To revitalise market making in the 27-me uropean Union, we need to do three
things:

e Complete capital markets
e Assess the impact of/ sel Il standards
e Complete bankis® “dnion

A robust CMU Jly hinges on enhancing the capacity of Europear. harket makers to
support secos ury markets. CMU aims to bolster capital markets to redt.. jover-reliance
of the Eu an economy on bank financing and make capital raising easie:_ particularly
fors «nd medium-sized enterprises and households. But this requires effec e
maxs’ makers. Reducing the dependency of EU capital markets on non-EU mark

ers would also bolster European financial strategic sovereignty and stability.

EU regulations should not inhibit European market making. That is why we welcome the

implementation of Basel Ill standards in Europe, which go in the right direction. The
completion of banking union would also help European banks develop cross-border
activities and encourage increased activity in the capital markets of Europe beyond their
home country. Increasing critical size would enable European market makers to become
more profitable and to encourage innovation, and in turn to improve the quality of service
to customers.

Recent measures taken in the context of the European action plan to reboot the CMU
initiative will have positive spill-over effects on market making activities as well. We
welcome, for instance, the recent proposal to implement a consolidated tape by asset
class for all EU countries. By expanding data transparency and providing a full picture of
transactions across all trading venues, liquidity providers would be able to overcome the
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challenges o 2 costs and operational burdens that the current frag ted market
ecosystem conta

Improving the competiti,. mess and the attractiveness of EU fit icial markets is crucial.
This is even more importa ow that Brexit has convertedé ¢ UK into a formidable
competitor at the EU’s doorste. »and one that does notd Je its intention to make its
regulation more attractive.
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Momentué 5uilds for Europe’s capital markets union

Bripd "9 Europe's securities together - speech by Kalin Anev Janse

/Ny Europe needs stronger market making - speech by Kalin Anev Janse at Associatit

for Financial Markets in Europe (AFME)
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