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INTRODUCTION 

 

Good afternoon ladies and gentlemen. 

 

It is an honour to be invited to speak to you this afternoon and a pleasure to be here in 

Tokyo. 

 

I thank our friends and colleagues at the JSDA for inviting me. 

 

The programme this afternoon is full and interesting and I am pleased to have been 

asked to supply the European dimension for this capital markets seminar.  

 

The situation in Europe is both complex and rapidly changing. We are now more than 

five years in to the crisis in Europe and realistically there is no end in sight. There has 

been substantial progress in putting in place mechanisms to alleviate the crisis but we 

are still far from resolution and it continues to disrupt the workings of the capital 

markets.  

 

Delivering a brief overview of the current picture and the state of Europe’s capital 

market is in itself something of a challenge! 

 

THE CRISIS 

 

A few words first on the crisis. 

  

In essence Europe is still in the throes of two separate but critically linked crises, a 

sovereign debt crisis and a banking crisis.  

 

The sovereign debt crisis is specific to the euro area – the 17 countries which use the 

euro as their currency. So far, for a variety of different reasons, five governments in the 

euro area, Greece, Ireland, Portugal, Spain and Cyprus have been unable to raise 

funding from the markets at sustainable rates and have had to be bailed out by 

borrowing from European and international bodies. In the case of Greece its debt has 

had to be written down and rescheduled – resulting in a great deal of harmful 

speculation that it will eventually leave the euro altogether. Understandably markets are 

anxious about the future of the euro and the risks of investing in sovereign debt in the 

euro area which has lead to market volatility and a change in investor behaviour. There 

is also the realisation that euro zone sovereign debt is not homogeneous and certainly 

not risk free - we have experienced widening spreads on the sovereign debt of the 

weaker sovereigns - countries like Greece, Spain, Ireland and Italy against Bunds, which 

has also spread to a lesser extent to other credits such as France and Belgium. 

 

The banking crisis is a global phenomenon but is being felt most keenly in the euro area. 

Banks that lent excessively before the crisis – particularly those in Ireland and Spain 

which were very exposed to the domestic property markets, found themselves unable to 

go to the wholesale financial markets to raise the extra capital they needed to cover 

their losses. Subsequently additional capital requirements required under new EU 

regulation have made their situation worse and many are now very largely reliant on 

borrowing from the European Central Bank.   
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The two crises are inextricably linked in a negative feedback loop. Sovereign 

governments are dependent on their national banks to invest in their government debt, 

while at the same time banks are currently dependent on their governments to provide 

capital in circumstances where the market will not fund them. 

 

Solutions to the sovereign debt problem 

 

As an immediate solution to the sovereign debt problem, joint bailout funds have been 

established in the euro area. The original European Financial Stability Facility has now 

been succeeded by the European Stability Mechanism – which is a permanent buffer with 

paid in capital making available a rescue fund of up to Euro 500 billion – although this is 

not in itself sufficient to bail out a large euro area government like Italy for example. 

 

It is also intended that the ESM could be used to directly recapitalise euro area banks in 

future and so break the dangerous interdependency between governments and banks, 

but this is subject to reaching agreement on creating a single supervisory structure for 

euro area banks - and the question of what to do with the existing bailouts to Ireland 

and Spain for their banking systems is still a subject of hot debate. 

 

One very interesting proposal that has been much talked about for resolving the 

sovereign debt problem is the issue of ‘Eurobonds’ guaranteed or in some way supported 

by all euro area governments. There are many variations of the proposal, which would 

allow governments that do not have access to the markets at present access via a 

mutual type structure to the markets at sustainable rates. Eurobonds have been ruled 

out for the present due to political disagreements within the euro zone – largely because 

they would effectively transfer resources from wealthy countries like Germany with high 

credit ratings to lower rated governments without the necessary fiscal controls which are 

a means of joint control over how the funds are spent. 

 

Actually, domestic politics have been a fundamental barrier to resolving the issue in a 

timely manner. The major flaw in the construction of the euro area – namely that there 

is no fiscal union, has been sharply exposed and the domestic electorates of rich 

countries - and these electorates are of course critical for the politicians – are generally 

not in favour of sending their money to their poorer - and arguably more profligate - 

highly indebted neighbours. At the same time the weaker countries which have applied 

for bailouts have been granted help only subject to the implementation of severe 

austerity programmes and a loss of sovereignty in certain areas. All these countries have 

had a change of government but the new governments are generally finding the cuts 

they are making extremely unpalatable to their populations and some are facing 

seething unrest and civil disorder. 

 

The European Central Bank has proved the most credible short term alternative to 

solving the problem. Although it is not allowed to buy the debt of euro area member 

states in the primary debt markets, since 2010 it has purchased over EUR 200 billion of 

sovereign debt under the Securities Market Programme, much of it the sovereign debt of 

countries in need of bail outs. 

 

The ECB also continues to provide short term liquidity to banks across the euro area and 

has alleviated the banking crisis to a certain extent by providing cheap loans against 

collateral to banks through it its long term refinancing operation (LTRO) scheme. Two 

rounds of LTRO, at the end of last year and the beginning of 2012, due to be repaid in 

three years time, have provided over EUR 1 trillion in bank financing. Official rates are at 

record lows, overall liquidity as a result of the LTROs and other quantitative easing 

measures is abundant, and as a result the yield curves are highly distorted. All this is 

against a worrying background of little growth and in fact negative growth in many of 

the European countries. 
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Recent Positive developments 

 

Recently there have been some more, very positive developments, with two particular 

moves designed to address both crises and so to restore market confidence. 

 

Following on from the President of the ECB’s comments in July – that the European 

Central Bank would do ‘whatever it takes to preserve the euro’ there was a further 

announcement on 6 September that the ECB would be willing to intervene in unlimited 

amounts in the secondary markets for short dated debt of those countries in the euro 

area – the new Outright Monetary Transactions Programme (OMT).  The exact conditions 

under which the ECB will intervene have not been specified – a policy of ‘constructive 

ambiguity’, but it has stated that it is ready to act in respect of countries which have 

applied for support and accepted the conditionality that this entails. 

 

On 12 September the President of the European Commission put forward a proposal for 

legislation for the ECB to become the ‘single supervisory mechanism’ for banks in the 

euro area – a step towards ‘banking union’.  If the necessary legislation is approved then 

ultimately the ECB could be responsible for the supervision of all the banks in the Euro 

area and able to intervene at an early stage to ensure that they remain viable.  

 

Clearly both of these measures have serious implications for the capital markets. And in 

the short term we have seen markets react positively with a reduction in sovereign bond 

yields in Europe and a surge of new bond issuance by both corporate and financial 

institutions.  

  

At this point there does seem to be stronger signs of an eventual resolution to the crisis. 

But it is as ever two steps forward and one step back since the political disagreements 

between European leaders, which have been instrumental in the failure to reach a 

satisfactory resolution so far, remain very much part of the picture. It is also hard to see 

how the necessary buy-in to a political solution can be achieved without at least some 

signs of growth in the real economies of Europe.   

  

 Five years of unresolved crisis and uncertainty about the future of the euro have 

understandably caused a major loss of confidence in financial markets. This is seriously 

impacting their core function to channel funding from those that have it to those that 

need it in order to support economic growth in the real economy throughout Europe.  

 

Against this challenging background financial markets in Europe are in the process of a 

major, ‘once in a lifetime’, overhaul of their regulatory and supervisory frameworks, 

which will shape the future of the markets for decades to come.  

 

This regulatory reform is a necessary response to the financial crisis – however, it is 

difficult both to overstate the magnitude of the changes being implemented and to 

estimate the full effect that they will have on banks and financial institutions at a time 

when they are needed to play their part in restoring growth in the real economy. 

 

  

TRENDS IN THE CAPITAL MARKET 

 

Having set the scene I will move on to major trends we have observed as we work 

closely day to day with our members in all aspects of their capital market activity. 

 

The key drivers for these changes are a mixture of continuing volatile market conditions 

and the far reaching response by the regulatory authorities to the crisis. 
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Bank disintermediation 

Higher capital and liquidity requirements, coupled with overall higher funding costs have 

once again placed the subject of bank disintermediation on the agenda, with corporate 

issuers finding it cheaper and easier to raise funds through direct access to securities 

markets rather than by loans from banks. The current excellent conditions in the primary 

markets for raising capital have emphasised this trend and have resulted in record debt 

market issuance in September.  We expect this to continue and the proportion of market 

based funding to increase relative to bank funding. 

 

Reduced access for retail investors 

We are also seeing access for retail investors to capital markets being made increasingly 

difficult by new regulation. Regulators are focussed, naturally and for the best of 

reasons, on investor protection. But regulatory measures, notably the Prospectus 

Directive, which addresses documentation and disclosure requirements for debt market 

issues in the European Union, are having the effect of reducing choice available to the 

retail market. In a situation in Europe – as in Japan – where an ageing population needs 

to fund its increasing pension requirement this has the makings of a serious problem.  In 

Europe we have an anomalous situation where retail investors are able to invest in 

equities in small denominations but often not into bonds issued by the same entity 

despite these bonds having defined coupon streams and a fixed redemption date - 

arguably a ‘safer’ option. 

 

Market structure 

In secondary European capital markets, we are on the verge of major changes to market 

structure driven by regulation. Structural changes to the derivatives markets are being 

enacted at a fast pace by the regulators - in the EU through the Markets in Financial 

Instruments Directive MiFID2/MiFIR and European Market Infrastructure Regulation 

(EMIR). In the case of EMIR, these measures ensure that standardised derivatives will 

trade on exchange with clearing and settlement through Central Clearing Counterparties 

(CCPs) and report into a trade repository. This is already well advanced and widely 

understood. The future of the over the counter (OTC) cash bond markets, which have 

functioned as dealer markets for almost 50 years, is as yet rather less clear, as 

negotiations on the proposed MiFID2/MiFIR continue. It is possible that the OTC market 

will migrate to the new trading venues ‘the organised trading facilities’ and to systematic 

internalisers envisaged under the current proposals. 

 

Shift from unsecured to secured lending 

As a result of the crisis there is a growing trend among financial institutions away from 

unsecured funding towards secured funding. At the short end of the market there is clear 

evidence for this in the continuing year on year growth in the repo market. This is 

illustrated by the ICMA European Repo Council semi annual repo survey of market 

participants which tracks the size and composition of the repo market in Europe.  

In the term markets the dynamic growth of the covered bond segment is the best 

example of the growth in secured funding, we are seeing heavier usage of the product 

by issuers based in an increasing number of jurisdictions. The underlying motivations 

here are clear, greater security and lower cost of funding than the senior unsecured 

markets, as well as more consistent market access.  

 

Collateral shortage 

My last point on the increasing preference for secured funding leads naturally on to the 

issue of collateral shortage which increasingly concerns our members. The shift in the 

appetite for risk and the increased demand to secure credit exposures against high 

quality collateral among market participants are not the only factors causing a shortage. 

Regulators have increasingly fuelled demand for collateral as they seek to reduce 

systemic risk and avert further financial crises. The Basel capital requirements to be 

translated in the EU through the Capital Requirements Regulation and Directive 
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CRR/CRD4 require holding assets from a short list of high quality collateral. The shift of 

standardised derivatives trading to CCP clearing will give rise to additional collateral 

requirements as well as increased requirements to margin bilateral OTC contracts 

outside of CCP arrangements. The industry is already exploring what other assets could 

be used as collateral alongside government bonds and cash. 

 

Regulation 

 

I am going to conclude this brief overview with a few remarks on the regulatory drive 

which is determining the future shape of the European capital market and which is 

absorbing an increasing amount of our members’ time and resource. 

 

The emphasis of the regulatory authorities is clearly and quite rightly on two things - 

firstly reducing systemic risks in the financial system and secondly protecting investors - 

almost at any cost and perhaps even from themselves! 

 

The challenge for the industry, and trade associations such as ours, is to achieve an 

appropriate balance between achieving these goals and ensuring that market efficiency 

is not severely eroded. 

 

If the efficiency of the capital market is impaired, it will raise costs for market 

participants, constraining the ability of markets to help finance the much needed 

recovery in Europe.   

 

We certainly do not find ourselves in ideal circumstances in the European capital market 

at the moment - formulating the raft of new regulation at such speed and in the face of 

hostile public attitudes is by no means guaranteed to deliver good outcomes for the 

industry or the real economy.  

 

This places even greater emphasis on developing proper and ongoing dialogue between 

the industry and its supervisors as the new regulatory regime evolves and the legislation 

is implemented. This is an area where our own trade association remains heavily 

engaged. 

 

As you can see there is an enormous amount at stake as the future shape and 

organization of financial markets in Europe is being defined. The picture is mixed and the 

situation complex and changing day by day. However, we need to remain positive and 

hopeful that our European leaders will, even if only at the last minute, put their domestic 

political considerations aside and build on the progress so far to resolve the current 

crisis. Also that these political considerations do not result in a strait jacket of regulation 

which will prevent the capital markets playing a full role in the appropriate allocation of 

productive capital. 

 

 

Thank you. 

 


