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This article explores the benefits of growing adoption of electronic RFQ platforms,
for structured and exotic products.

The last decade has seen electronic trading accelerate rapidly. In just a two year period the
foreign exchange market alone saw a 71% rise in electronic trading, according to a Greenwich
and Associates 2014 report, and statistics like this are spread across a broad range of asset
classes including derivatives. This growth is being driven largely by three factors; the drive for
increasingly elusive profitability, technology advancements, and regulations driving tougher

standards on transparency, execution, and reporting.

ICAP’s 2016 decision to spin off the firm’s voice broker division and focus on electronic trading
is endemic of many signals that electronic transformation of the capital markets is reaching
a new point in its evolution - a significant expansion into the OTC arena. A remarkable shift
given there was a time when most traders would have thought the electronic trading of OTC
derivatives would be impossible. The incentive? The real potential to capture operational
efficiencies by shifting these desks into a flow business model, allowing banks to focus key
staff on more critical customer service capabilities and opening up the capability to scale

additional volumes and revenues.

THE FORCES BEHIND ELECTRONIFICATION

Pre 2008 the world of OTC derivatives was in a state of momentum, but then came the financial
crisis. With it came the shuttering of prop desks; a significant regulatory regime from
Dodd-Frank, EMIR and Basel Il to MiFiD I, Il and FRTB; and a resulting strain on profitability.

“Profitability from trading fixed income, commodities and currencies, or FICC, has fallen from
70 per cent ($59bn) of the total global investment banking profit pool to 44 per cent ($26bn) in
just three years,” according to a Boston Consulting Group estimate cited in October 2016 by FT.

While these regulations differ in detail, the general direction is the same: to tighten control
over the trading, reporting and clearing of derivatives, and to bring transparency to a
previously opaque market to help prevent another crisis. Some elements of these regulations,
however, are proving to be a burden for banks.

Regulatory reform—specifically regulations targeting an increase of regulatory capital and
the Volker rule’s curtailing of proprietary trading—compelled banks to re-evaluate the way
they operated their trading businesses. Some closed desks that were trading asset classes
they viewed as too capital intensive and no longer viable to keep on the books for the long
term, thereby reducing their market making inventories.

Other banks, however, saw an opportunity for sustained differentiation in the wake of
the post-crisis new normal. Early adopter Tier 1 banks looked at automation as a way
of transitioning OTC desks from operationally intensive manual shops to efficient flow
businesses. Many had already upgraded their front office technology to electronically
trade vanillas, so by moving their exotics onto a similar platform, they could realize
the same benefits as they had with their vanillas.
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According to The Trade’s March 2017 article on JP Morgan’s investment in electronic trading,
Daniel Pinto, CEO of JP Morgan'’s corporate and investment banking (CIB] division, said that
changes in market structure could see a potential $5.5 billion in revenue move to electronic
execution. Speaking at the bank’s Investor Day, he also noted that 90% of its fixed income
execution, in terms of trading tickets, is done electronically.

BRIDGING BEYOND VANILLAS: THE EVOLUTION OF
ELECTRONIC OTC DERIVATIVES TRADING PLATFORMS

The trend towards the electronic trading of derivatives, which started in around 2006, was
first helped along the way by a number of regulated exchanges that purchased large existing
OTC electronic trading platforms (most notabily Deutsche Bérse’s purchase of 360T for 723M
EUR] to try to gain access to this enormous and lucrative market. This, in turn, prompted
traditional voice brokers to invest in their own electronic trading platforms in order to compete.

The electronification of the markets ushered in electronic RFQs platforms. Electronic RFQs
provides many benefits in the trade life cycle, such as autopricing, integration with current
workflows, straight-through processing (eliminates the need for re-keying data or manual
intervention), operational efficiencies, and regulatory risk reduction.

This began with single-asset-class platforms in the FX space, such as BARX, followed by
Velocity (Citi). These were initially with a single dealer, though over time some have expanded
into multi-dealer (FXALL, EBS, Currenex and others) to support best execution protocals and
greater market access. And the single-asset-class systems have also branched out to become
multi-asset-class systems.
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However, while many electronic OTC derivatives trading platforms evolved to support
multi-asset-class client demands, most remained in liquid vanilla markets. The industry
began to see greater opportunity in the application of electronification to more complex
exotics and liquid markets (FX options, interest rate options, swaptions, structured products),
however, technology didn’t have the capabilities to address these challenges.

Recently fintech players with deeper expertise in these complex products have been able
to make great advancements, namely Numerix. As the industry continues to move toward
electronification of illiquid markets, Numerix has taken a leading position addressing
electronic RFQ for exotics and structured products, as well as leading the way in extending
these capabilities to complete cross-asset coverage and deliveringng the flexibility of both
single- or multi-dealer capabilities through it's Oneview Distribution product.

BENEFITS OF 3RD PARTY ELECTRONIFICATION PLATFORMS

To stay competitive, private banks are contending with the growing need to service clients with
speed and accuracy, and to keep pace with demands for bespoke products. The adoption of
these platforms is expected to continue to take off in the coming year for mid-tier institutions
and the benefits of partnering with a vendor are precisely what is making that possible.

Key benefits include:

¢ Speed is About Capturing Flow - Best execution guidelines require the buy side to source
just three quotes. If you're not quote 1, 2 or 3, you're not in the game regardless of your
price. Therefore, being faster can actually improve margins because it's not about best price,
it's about fast price. The electronification of RFQs allows banks to price out to customers
quickly, accurately and profitably, factoring in XVAs.

Extend Opportunity Beyond Tier 1 - 3rd party platforms extend the benefits of automation
to banks of all sizes at considerable scale, and put in place the opportunity for ambitious
players to take a stronger place in the market, create multi-dealer market places, and do
so in a way that isn’t cost prohibitive.

Automation at the Enterprise or Desk Level - Often institutions have loss-leader desks

that must be maintained as a core part of their business. When automation is done through
a 3rd party, multi-asset system, institutions are able to select a range of desks to support
and sustain these loss-leader type pieces of their business, often at considerably better
profitability either through increased volume capabilities or decreased operational demands.

Better Allocation of Human Capital - Autopricing enables traders to handle multiple RFQs
per day by avoiding the manual pricing process. And, with less manual workflows in the

RFQ process, human capital can be liberated to handle higher value work, such as focusing
on client service and building relationships where the human touch can be a differentiator.

Reduced Risk — The automated processing and settlement of trades reduces the need for
manual processing and thereby lowers operational risks. How? It takes the potential for
human error out of the equation, keeps transparent records, and standardizes the process
with repeatable results for identical transactions.
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e Operational Efficiency is Scale for Flow — Automatically generating pricing can also help
trading desks scale to demand—i.e., make more markets, capture more flow, and generate
more revenue.

e Ability to Handle More Complexity - Another key impact of automation is the facilitation of
the operational complexity that usually results from multi-asset trading, thereby providing
the sell side with the ability to deliver efficient trade activity and trade management across
all asset classes.

MOVING FORWARD

We are at a unique point in history for banking. Amid an avalanche of regulation, profitability
and capital demands are forever changing the landscape. Banks must now strategically evolve
in this new normal. This will mean leaving old ways, old technology and old processes behind.
For the exotic and structured products part of the banking business, this means the continued
evolution away from manual processes toward electronic ones. The most vital argument

for this is that armed with powerful capabilities to respond faster and at scale to market
demands, banks will be able to create true flow businesses that are operationally efficient,
more accurate and fully transparent.
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