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eFX “Explainers” Client Connectivity

The eFX “Explainers” series sheds light on how the electronic FX market operates. This issue
focuses on the various ways our clients trade FX with their Liquidity Provider (LP) of choice.

How is the FX Market structured?

*

*

Contrary to popular belief, the majority of FX trading
volume is not transacted on the Interbank Market.
The Interbank Market is dominated by large Banks and
prominent Buy Side entities (Hedge Funds) who deal
with each other via Primary (EBS, Refinitiv, Explainer
#1), Secondary (Hotspot, Fastmatch,.., Explainer #2)
and Alternative Venues (Explainer #3). The Interbank
Market is mainly populated by FX Market Makers
(Dealers).

QOutside of this community most other market
participants {(Corporates, Asset Managers, Regional
Banks, Hedge Funds) trade on a Dealer-to-Customer
(DTC) basis which makes up the largest part of the FX
volume.
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Why do clients seldom trade on the
Interbank Market?

In principle, there are few regulatory barriers to stop any
client from setting up trading on the Interbank Market.
However, 60% of global daily Spot volume, as well as
67% of outright volume is dealt outside of the Interbank
Market (BIS Quarterly Dec 2022).

What are the barriers?

Cost of Entry - including assignment of credit to each
trading counterparty (as settlement is mostly direct),
upkeep of system connectivity and market data
subscription costs.

Cost of Liquidity — given Dealers aim to internalise much
of the flow they receive (> 80% for the largest banks), the
excess volume that gets traded on the Interbank Market
(externalised) carries the sharpest flow profile, leading to
wider prices than would be available in the DTC market.



How do clients trade FX?

*

We can break down the options into four categories,
each with their own advantages and disadvantages,
varying complexity of integration and quality of pricing
received:

e Single Dealer Platforms
e Multi Dealer Platforms
e Direct APIs

¢ Anonymous ECNs
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Single Dealer Platforms (SDPs)

*

SDPs provide a simplified, centralized method for clients
to view and trade FX offered by a single Dealer (mainly
Banks).
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SDPs offer a range of benefits for both clients and
Dealers due to the more benign flow decay profile a
Dealer experiences via this channel. The following
reasons make SDP flow superior:

¢ Information Leakage: As customers trade directly with
their SDP Dealer the transaction stays invisible to the
market. This is unlike trading on Multi Dealer Platforms
where multiple dealers are made aware. This can lead to
excess market impact for the winning LP and ultimately
wider spreads for the client.

° Asymmetric Selection (“Winner's Curse”): By definition a
trade that has been won in competition means that the
winning Dealer had the best bid/offer among all other
Dealers that priced the trade. In other words, the winning
Dealer is positioned for the most correction as the trade
was won at a level that no other Dealer wanted to win the
trade at. In order to monetize the flow, the Dealer needs to
not only have the most competitive price but also not suffer
from mispricing the market liquidity or direction.
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For these reasons HSBC welcomes flow over our Single
Dealer Platform Evolve and customers benefit from our
tightest and most stable spreads (see below
comparison for spread and spread stability. We can see
that a) SDP spreads are tighter b) at 90" percentile SDP
spread is +2.7% wider against the median, while the
equivalent for MDP is +18.5% wider.
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Additionally, SDPs provide access to unique and
proprietary FX solutions like Algorithmic Execution, Order
Management Services, Post Trade Reconciliation
Services, Index Trading, Order Blackouts etc.

Multi Dealer Platforms (MDPs)

*

MDPs, also known as multi-bank platforms, aggregate
liguidity from multiple Dealers allowing clients to receive
pricing in competition.
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The MDP landscape saw a wave of consolidation in the
last decade with a handful of platforms now dominating
the market {see volume breakdown'). Each differentiating
itself by the GUI (user interface) they provide to their
clients and often finding avid popularity with certain
client segments {e.g. Corporates on FXALL).

Multi Dealer Platform - volume breakdown



¢ Direct API connections rely on the FIX protocol, an

industry standard communication with highly flexible
properties.

¢ Given latency reduction is at the forefront of the Direct
APl setup, it becomes essential to pick a close proximity
location (co-location center), the subject of which will be
covered in the upcoming eFX “Explainer”.
HSBC is present in all major FX colo centres: LD4, TY3,

NY4 and SG1, and continues to invest in cutting edge
Bloomberg 360T FXALL BidFX EBS Direct . . . .
technology, facilitating trading in an ultra-low latency

Many reasons drive clients to use MDPs such as environment.
regulatory obligation (e.g. MiFID) to verify best price at

Anonym ECN
the time of trading. In reality, wider pricing by dealers on onymous ECNs

MDPs to account for Information Leakage and ¢ An ECN {Electronic Communications Network) facilitates
Asymmetric Selection, could mean clients actually end trades in the FX market by bringing together multiple LPs
up trading on a wider price despite asking multiple and Liguidity Consumers.

Dealers (i.e. trading over SDP would have achieved ¢ An ECN does not trade directly with its participants
tighter spread). but facilitates trades between them.

¢ Another factor that impacts spreads on MDPs is the
brokerage arrangement the Dealer has with each
platform. Thus, spreads could reflect this cost, even for
the same client trading over different platforms. In
general, platforms with lower/no brokerage will see
tighter spreads.

¢ However, a key benefit of trading via MDPs, in particular
for regional bank clients is the utilization of the “White-
Label” functionality. This functionality enables a client to ¢ Inthe case of an anonymous ECN, trades are
take the price of a Tier 1 bank, add a margin either side intermediated by a Prime Broker.
and then show this price to their own end clients. The Liquidity Provider  Prime Broker Liquidity Consumer
trade then gets booked back-to-back to the Tier 1 bank
while the regional bank captures the margin. °

¢ For HSBC's eFX Desk, MDPs are an important channel to
service clients. We are present on all major MDPs,
dominating rankings across currency pairs and products.

Liquidity Providers Liquidity Consumers

ECN

¢ Sowhy do clients trade via Anonymous ECNs?

e The main benefit is that this type of distribution
Direct APls enables participants that otherwise do not have a

. , , , credit relationship to trade.
¢ Direct APIs are direct connections between a client and

Dealer, without any intermediary. e Another reason may be to achieve anonymity, say

an Asset Manager that wants to execute a large
/ﬁ_\ order but does not want their LPs to know their
(X Q)

45:;:% :> ." :> (288 exact identity.

¢ While anonymity is provided by this means of

EIX ISRy distribution, in reality the client is tagged (unique

+ This type of connection, with its ability to code directly to identifier supplied by the platform) and thus the Dealer is
algo, is frequently used by the most sophisticated set able to monitor tag activity. The Dealer is therefore able
of clients (Banks and Hedge Funds). to guard against poor behavior, customise spread and

+ Given the sophisticated nature and type of business derive alpha from the flow.
conducted (e.g. HFT strategies), Direct AP| flow generally ¢ Additionally, the lack of direct identification between
does not receive the tightest spreads. However, this client and Dealer makes it impossible to nurture the
highly customizable solution offers multiple benefits: relationship or resolve trade disputes effectively.
e Latency and cost reduction allows to run lean systematic ¢ While HSBC is also, in limited scope, active in providing

trading strategies liquidity via anonymous channels, we believe that clients

e Ability to build highly automated bespoke workflows are better served by close, long-lasting and direct

relationships.

Venue Summary

Platform Volume Breakdown! Spread Spread Stability Latency Optimisation Dealer Cost Ease of Integration
AP Best High Yes Zero Easy
u MDP Medium Medium No High Moderate
SDP Medium Low Yes Low Difficult
Anonymous ECN Widest Low No Medium Moderate

1 HSBC estimate



Disclaimer and Important Information:

This document has been issued by HSBC Bank plc, which has based this document on information obtained from sources it believes to be reliable
but which it has not independently verified. Neither HSBC Bank plc nor any member of its group companies (“HSBC”) make any guarantee,
representation or warranty nor accept any responsibility or liability as to the accuracy or completeness of this document and is not responsible for
errors of transmission of factual or analytical data, nor is HSBC liable for damages arising out of any person’s reliance on this information. The
information and opinions contained within the report are based upon publicly available information at the time of publication, represent the present
judgment of HSBC and are subject to change without notice.

This document is not and should not be construed as an offer to sell or solicitation of an offer to purchase or subscribe for any investment or other
investment products mentioned in it and/or to participate in any trading strategy. It does not constitute a prospectus or other offering document.
Information in this document is general and should not be construed as personal advice, given it has been prepared without taking account of the
objectives, financial situation or needs of any particular investor. Accordingly, investors should, before acting on it, consider the appropriateness
of the information, having regard to their objectives, financial situation and needs. If necessary, seek professional investment and tax advice.

The decision and responsibility on whether or not to purchase, subscribe or sell {as applicable) must be taken by the investor. In no event will any
member of the HSBC group be liable to the recipient for any direct or indirect or any other damages of any kind arising from or in connection with
reliance on any information and materials herein.

Past performance is not necessarily a guide to future performance. The value of any investment or income may go down as well as up and you
may not get back the full amount invested. Where an investment is denominated in a currency other than the local currency of the recipient of the
research report, changes in the exchange rates may have an adverse effect on the value, price or income of that investment. In case of investments
for which there is no recognised market it may be difficult for investors to sell their investments or to obtain reliable information about its value or
the extent of the risk to which it is exposed. Some of the statements contained in this document may be considered forward looking statements
which provide current expectations or forecasts of future events. Such forward looking statements are not guarantees of future performance or
events and involve risks and uncertainties. Actual results may differ materially from those described in such forward-looking statements as a result
of various factors.

This document is for information purposes only and may not be redistributed or passed on, directly or indirectly, to any other person, in whole or
in part, for any purpose. The distribution of this document in other jurisdictions may be restricted by law, and persons into whose possession this
document comes should inform themselves about, and observe, any such restrictions. By accepting this report, you agree to be bound by the
foregoing instructions. If this report is received by a customer of an affiliate of HSBC, its provision to the recipient is subject to the terms of business
in place between the recipient and such affiliate. The document is intended to be distributed in its entirety. Unless governing law permits otherwise,
you must contact a HSBC Group member in your home jurisdiction if you wish to use HSBC Group services in effecting a transaction in any
investment mentioned in this document.

Certain investment products mentioned in this document may not be eligible for sale in some states or countries, and they may not be suitable for
all types of investors. Investors should consult with their HSBC representative regarding the suitability of the investment products mentioned in
this document.

HSBC and/or its officers, directors and employees may have positions in any securities in companies mentioned in this document. HSBC may act
as market maker or may have assumed an underwriting commitment in the securities of companies discussed in this document (or in related
investments), may sell or buy securities and may also perform or seek to perform investment banking or underwriting services for or relating to
those companies and may also be represented on the supervisory board or any other committee of those companies.

From time to time research analysts conduct site visits of covered issuers. HSBC policies prohibit research analysts from accepting payment or
reimbursement for travel expenses from the issuer for such visits.

HSBC Bank plc is registered in England No 14259, is authorised by the Prudential Regulation Authority and regulated by the Financial Conduct
Authority and the Prudential Regulation Authority and is a member of the London Stock Exchange. (070905)

© Copyright 2024, HSBC Bank plc, ALL RIGHTS RESERVED. No part of this publication may be reproduced, stored in a retrieval system, or
transmitted, on any form or by any means, electronic, mechanical, photocopying, recording, or otherwise, without the prior written permission of
insert issuing entity name.



