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Executive summary
e There is already significant fragmentation of the FX market.

e This fragmentation of liquidity has allowed the evolution of a competitive
market, with market venues that have developed features appropriate to

different user types.

e Upsetting the balance of fragmentation and liquidity risks causing stagnant

pools of liquidity — of benefit to no one.

e However, the most important aspect of a venue for any user is liquidity —
the probability that the user will be able to be filled when and at the price
they expect.

e Orderly markets require the presence of that liquidity, the ancillary services

that facilitate market access and proper management of the marketplace.

e The market will be best served by users accessing their liquidity where
most liquidity is; that is, in existing marketplaces but provided they are

properly managed

Methodology

During the second half of 2010, ClientkKnowledge spoke to more than 1500 buy-sides (including
real and leveraged money managers, client banks and corporations) in the FX market. In the first
four months of 2011, ClientkKnowledge additionally spoke in depth with more than 20 global and
regional sell-sides, market intermediaries and leading technology vendors to inform and guide the
direction of this paper, alongside the market expertise and experience of ClientKnowledge. The
buy- and sell-side interviewees were involved in a range of workflow stages and roles, from front

to back office and traders to heads of sales and e-trading.
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1. Introduction

This paper sets out to examine the current discussion about possible further fragmentation of
liquidity in the FX market — what is driving fragmentation and what are the impacts on the
market? There is a degree of fragmentation in the FX market, allowing different participants to
find liquidity offered in a way that suits them and allows healthy competition between venues,

promoting innovation to provide better services to their clients.

1.1.How has venue fragmentation developed?

The FX market has grown significantly in the past decade, continues to grow, and with the
growth come people looking to get a slice of the action — some with more success than others.
The market is already fragmented, with liquidity split between different venues. While EBS and
Reuters are still recognised as the leading interdealer brokers and some marketplaces have come
and gone, there are still several growing and increasingly significant venues. So far, natural
market dynamics have allowed venues offering sufficient liquidity and necessary services to
flourish, while new venues who do not offer it, or whose model has not suited their target clients

have failed.

In the wake of the financial crisis, the wider market is now facing significant regulation; the FX
market, which functioned successfully throughout the crisis looks set to be rewarded by very
limited regulatory interference. It will nonetheless, inevitably, be affected. Spot trade-flows may
well be impacted as a by-product of attempts to simplify the mess of messaging that may
otherwise occur and leave money managers with less worry around what the regulators and asset
owners are saying this week. With limited buy-side staffing covering a range of cleared and non-
cleared, prime brokered and non-prime brokered transactions, it may suit buy-sides to see third
party clearing and prime brokerage may converge to help to reduce friction in supporting the
increasing volumes in the market, whilst providing market players with access to markets, back

office functionality and effectively managed credit risks.

Against this backdrop, there has been talk of another venue readying for and then receding from
launch, while the largest proportion of volume, based on our detailed research and analysis and
confidential data from sell-sides and brokers, continues to be traded through banks acting as
principal (rather than as prime broker), supported by substantial major dealer to major dealer
volumes. Retail trading continues to be significant but still accounts for less than 10% of the daily
spot market. This paper examines the state of play for FX cash liquidity presently, where it is

likely to go, what the drivers are and what the sell-side response should be.

1.2.Myriad methods of execution

When we consider how participants trade, important distinctions are to be made between three

clearly different modes: voice-to-voice (a client talks to a trader, a trader talks to a broker),
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manual-to-screen (a client uses a web screen, a bank trader uses an EBS or Reuters Dealing key-
station) and a computer trades with another computer (a trading programme sends an order to the
market via an API to an electronic market-place or directly to another trading programme).
Nonetheless, the fundamentals of the market are the same with each, even if the workflow is
different. Using any of these methods to trade, in the overwhelming majority of cases banks
acquire risk from clients; clients only limitedly trade risk between themselves; banks need to hold
and lay off risk and clients will pay banks to take large risk positions and work those to the

market.

With ongoing long-term increases in volume (as shown by BIS market data, ClientKnowledge
research and market participant volume data), there is more risk to manage and, responding to
demand, the places that can receive and lay off risk have correspondingly multiplied, while the
penalty for pricing latency has grown and margins have contracted. As more methods of trading
have emerged, the differences between voice, GUI-manual and e-trading are now much more
nuanced than they were. One key effect of electronification is that it has dramatically improved
transparency — prices can be seen at the click of a button and consequently it is far easier to know
whether the price you are being offered is reasonable.

The penalty for latency can be felt across the spectrum of price delivery, as we have discovered
through intelligent benchmarking work that compares KPIs against best practice. At the top end, a
slow/bad price can be hit when it is less than a second (possibly substantially less than a second)
old by an algorithm, before the price-maker has had a chance to remove it; bad pricing will
always be punished. Over longer timeframes, the process is different, but the outcome the same:
if a bank updates prices in its retail network every hour and it takes another hour or two to bring
the risk back into the trading book, then there is the risk of losing any profit gained from the

original spread through lack of efficient risk processing.

1.3.Low-tech to high-tech: the progression of platforms

The contrast between algorithmic trading using a selection of API feeds and calling up a
salesperson who shouts across the floor to a trader for a price is huge and far bigger than the
historic e-/manual divide, rather like the difference between a transatlantic phone call 20 years
ago and now. The result is a quick and straightforward process, with far less likelihood of crossed
wires, both literal and metaphorical. On the other hand, the different ways of trading are also
converging: the difference in speed and margins to a buy-side between them requesting a quote
through the web-based single dealer portal (SDP) of their bank and phoning a salesperson at the
same bank who quotes them a price from a streaming rate at the salesperson’s desktop drawn

from the bank’s proprietary pricing platform is minimal.
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This convergence is in part due to the range of counterparties available. From dark-pools and
exchanges to SDPs, execution venues have evolved significantly since the early days when
Reuters and EBS introduced e-brokerage and made e-trading possible. Now, venues such as
FXall, Hotspot and Currenex offer both anonymous and visible trading areas on their venues and
the combination of white-label ECNs and SDPs ensure that every organisation, from global banks
to tiny corporations and private individuals, can execute FX trades electronically. With such
wide-ranging market participants comes a wide range of venues specialising in meeting the needs
of specific client segments. For example, FX Connect is designed for institutional investors and
our research shows nearly all of their client base is institutional; EBS keystations and Reuters
workstations are designed around the ergonomics of bank traders. The challenge for these two has

been to incorporate non-traditional trading styles while protecting their core market users.

Of the buy-sides that ClientKnowlege interviewed that use multi-dealer portals:
e >95% of FX Connect and >60% of FXall users are buy-side institutions
e >60% of Currenex users are corporations

e >35% of 360T’s and Bloomberg (FXGo)’s users are banks

One of the keys to the success of e-execution in FX has been the balance of fragmentation and
sufficiency of liquidity in one place. The constant stream of adaptations and innovations
introduced by both multi-lateral venues and bilateral platforms is due to the competition for
clients and, as in any economic market, client demands are met by both new products and
adaptations of existing ones. The success of these is dependent upon the timing of their launch.
The arrival of FX Connect and FXall filled a gap in the market not covered by existing products
and both proved to be very successful. This is not always the case, as newcomers can struggle to

achieve critical liquidity — others have sought to build block trade venues, with limited traction,
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and a major venue is responding by offering the capability, an example of innovation from within

the industry.

1.4.Problematic processing

Such a wide range of systems for execution complicates other processes such as risk
management; all the systems used for execution must connect up to an organisation’s central risk
management system. Market-making banks push their prices out to a range of platforms. The risk
acquired from these disparate trades must then be aggregated back to their trading book, and then
redistributed in order to lay it off to multiple trading platforms. While the fundamental process of
risk management has not changed from trading’s early days, the infrastructure and tools required
to bring risk together have become more complex as increasing numbers of pipes and connectors
have been needed to manage all the different types of flow. One of the key requirements of a

modern risk management system is the ability to support an ever more plural world.

Variety of ECN channels used by institutions (source: ClientKnowledge)

Asset managers usage of multi-lateral venues
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2. Trying to please everyone

There are considerable differences in methods of execution across different market participants
and products, driven by the transparency and liquidity of the market as well as the complexity of
the product and requirements of the end user. Different venues have successfully marketed

themselves to become specialist providers to different users. For example, EBS attracts banks and
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high frequency hedge funds (although HFTs can only access the EBS market through an
approved EBS Prime bank), FX Connect is successful with institutions and FXall is popular with

both corporations and institutions.

47% of the hedge fund and 12 % of the real money volume uses an API feed to receive
pricing

— source: Clientknowledge FX Study 2010

A fragmented market with separate providers emphasises and enhances the differences in
behaviours between types of consumer. There is an enormous depth and range of methods of
trading, from the person in a corporation who phones their bank to the algorithm at a hedge fund
which makes the decision of which price to execute from a range of API feeds, where the price
change is measured in milliseconds. The same differences apply to the sell-side — there is a wide
gap between the bank algorithm that makes prices and pushes them out to clients in the blink of
an eye and the salesperson who has to shout to a trader who makes a price manually. The time
taken and margins paid and made are vastly different in both cases but the underlying processes
are the same. These different methods lend themselves to being treated separately, by different
providers or by different services from a single provider — hence the fragmentation of services we
find in FX. The tipping point comes when the liquidity is spread too thinly and execution ability

is affected.

Growth of algorithmic execution (source: Clientknowledge)
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The proportion of fully automated algorithmic trading (where a computer rule both determines
the signal and executes the trade) is still small, as is execution of risk (where the signal is

determined separately, often manually) by smart algorithms for order routing, but the algorithmic
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market is growing, and is already influential, even in its infancy. The systematic trader (man or
machine) is able to identify and punish bad pricing faster and more often than an unaided human

trader, leaving less alpha on the table.

Irrespective of actual activity levels, algorithmic trading has a significant impact on the wider
market, forcing other market participants to fight back — to adopt appropriate systems so they can
price better, win the race to find alpha themselves and to implement the necessary risk
techniques; similarly, venues and vendors need to develop processes to allow manual traders to
compete on a more even basis, with rules and processes that compensate for human interaction.
Algorithmic trading also forces venues to address the more challenging high frequency practices -
but as we have suggested, the digital world is not new, just an alternative expression of the old
world; high frequency funds did not invent spoofing!

2.1.Liquidity, liquidity, liquidity

There are some attributes that everyone in the market needs from a liquidity source, starting with
deep liquidity and including reliability and accessibility. These terms have different implications
for different types of trader. For example, liquidity for a corporation using FXall entails being
confident that your banks are on the system but with EBS, it implies having a high degree of
confidence that another party will cover you if you place a passive order. In other words, while, in
simple terms, liquidity translates to certainty of fill when you want it, the wider considerations
and conditions (the willingness to trade off certainty of fill for the possibility of a slightly
improved price, or knowledge of counterparty so you can reward them for best execution and so
forth) have differentiated importance and balance for different market-users. Beyond these,
different trading parties have many other demands, from API feeds to knowledge of who else
uses a platform so that one can interpret the pricing better or calibrate a strategy according to the
ability to transact odd sized trades. Satisfying the need for tailored services while maintaining
sufficient liquidity on each platform is the challenge the market has largely met. The
consequences on liquidity from forcing the market to introduce new sources of liquidity will not
necessarily be beneficial and may, in fact, bring about more fragmentation and lead to the

opposite effect to the aims of the regulators.

2.2.Fragmentation in pieces

As outlined above, the FX market is already fragmented - a state that it can support due to its vast
size, range of products, deep liquidity and OTC nature. Regulations, such as Dodd-Frank in the
US, are set to change the nature of the FX market, but what impact will they have on the diversity
of such a fragmented market? The equilibrium that it now exists in the FX market is delicately
balanced between choice for the customer and liquidity at each platform — the concern is that
forcing change onto a naturally achieved state will push the market towards a model that is less

beneficial to all involved.
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Diagram of contribution to FX volume of various regions (Source: Bank for International

Settlements)
Foreign exchange volumes by region
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The first aspect to consider is geography: the FX market is global and counterparties in the US
and Singapore can trade an MXN/RBL pair, via a venue based in Europe. This complicates
matters if and when regulations in the US and EU come into force, affecting a sizable proportion
of the volume. The second major factor is the effect on different FX products; the regulations
address the FX derivatives market leaving cash FX (and it is unclear what products will constitute
FX cash in different markets) either as a standalone product, or businesses may decide that they
will follow the same guidelines for spot as they have to for derivatives. Thirdly, the regulations
will affect various types and sizes of companies differently. Banks and some financial institutions
are named in the regulations, but within the Volker rule, there is a clause that could allow US
authorities to deem individual organisations as systemically important to the market and thus they
would be included; there is a similar provision in the EU proposals. The Volker rule also sets out
to severely limit sell-side proprietary trading, and, although the impact of this remains unclear,
banks will need to be more circumspect about principal risk trading that they would argue is in

support of, indeed enhancing to, their market-making activities.
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Diagram of contribution to profits (source: ClientKknowledge)

Contribution towards FX profit

|

8% 4%
\
\

\ \
O o B i
\ \

16% 6% L

\
o m o IO
\

10% [BR48 4% BV

\
T B o
|

0% 20% 40% 60% 80%

m\Wholesale clients % business allocation
Principal trading
Market-making
= Middle market & smaller corporate business Base 2010: 364
Retail flows 2009: 369
B Asset management &/or custody-related flows

Europe

EEMEA

Asia ex.
Japan

2.3.Is the solution already out there?

While the market will change, we are not convinced that there is a gap in the matching
infrastructure (places to execute a trade) — the fundamentals remain the same. There will always
be the need for matching and laying off risk. What will change is that some trades will likely need
to be routed through a Swap Execution Facility (SEF) or non-US equivalent, such as OTF in
Europe; however, for much of the business, this is a matter of additional circuitry, not complete
rewiring. Although, of FX products, only FX options and cross-currency interest rate swaps look
set to be included in the new regulations, if you are a complex fund manager with multiple FX
product requirements from one desk, using a single SEF/OTF-compliant venue may possibly be
preferable to streamline workflow, or at the least, standardising on messaging processes and
formats to facilitate the required routings for different trades. There are many venues in the
market capable of adapting to become SEF-compliant, which would cause least disruption and

ensure that the new SEFs were based on an already existing pool of proven liquidity.

In the past, banks have attempted to stop the market moving against them by setting up, or asking
brokers to do so for them, block trade dark pool systems. However, even if the means to do so are
available, the problem of finding a willing partner to lay off the risk of a large position is not
solved if no one wants to do so. By treating the symptoms and not the cause of the malaise, this

approach is not successful — solving the problems of risk management is the only solution.
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3. Piecing together the picture

The FX market is a large and fragmented market, with many participants for whom to cater. The
regulatory changes and advances in technology further complicate the market. Each significant
type of participant has a particular set of needs, some which need thought and possibly evolution

in order to move forward successfully in an evolving environment.

3.1.Sell-sides

Sell-sides need the ability to be able to make prices across a range of channels in order to access
their clients, who have different requirements and preferences when it comes to executing their
foreign exchange business. In order to manage this, banks need to focus on understanding the
different venues’ and clients’ flows’ characteristics and price them accordingly. Consequently,
they also require the facility to manage the risk acquired through these multiple venues back to
their trading book. In turn, the risk can be laid off (or off-setting flow sought) through numerous

channels.

In order to provide a service that both satisfies clients’ needs and is profitable, it is time for a
review of cross-asset margining. In order to be most effective, detailed analysis of what works
best for a particular style of trading is crucial — balancing your need for reliability of fill against
price is only possible once you have looked at costs, fill probabilities, activity, ticker on different
venues and bi-lateral platforms and use them to make choices on where and how to approach

trading.

3.2.Buy-sides

The issue for buy-sides in accessing market liquidity surrounds the trade-off between liquidity
and service-led pricing. They need to consider the benefits accrued from aggregation processes
and a highly liquid market, but additional responsibility for handling complex trades and
processing, compared to outsourcing the risk and more complicated processing to a sell-side and
be willing to pay for it. In short, buy-sides must establish which are the most efficient routes to
market for their trading activity and which aspects of their business it would be more effective to

outsource.

3.3.Market intermediaries

Market intermediaries are under pressure to capture flow, and the best way to do this is to make
their market place responsive to the needs of their particular user-types. Broking, clearing and
settlement intermediaries need to demonstrate value-add by improving likelihood of fills
(liquidity on venues) allied to facilitating tools, both at point of trade and for ancillary functions

(reporting, credit, clearing and risk management, confirmation and settlement) in order to remain
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valuable to clients. Keeping everybody happy is a balancing act, sometimes involving the
protection of the more vulnerable by the careful management of the most aggressive high
frequency algorithmic traders; an example of this would be to set a minimum time for quotes to
be offered. A further consideration for them is to ensure their venue is protected from unexpected

and non-transparent liquidity management practices.

The smart market-place operators will make it their business to maintain a constant dialogue,
arbitrating and arbitraging between the needs of their different users. The penalty for not doing so
will be that liquidity will shift from one venue to another. The existence of the present array of
venues forces operators to respond to these needs while ensuring that liquidity is not so
fragmented that venues do not have adequate flow and time to respond constructively to the needs
of their customers.

© Copyright ClientkKnowledge 2011 13




Swirling pools: making sense of all the FX flows Clientknowledge

h analytics direction

ClientKknowledge

research analytics direction

ClientKnowledge

19-21 Great Tower Street
London

EC3R 5AR

UK

+44 20 7952 4840

www.ClientKnowledge.com

© Copyright ClientkKnowledge 2011 14




