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Spot FX trading volumes in the first quarter of 2014 dropped 25-30% from the same period last
year.  From a macro-economic perspective, the reasons are relatively clear.

In 2013, FX trading volumes were inflated by a surge of activity in the first quarter brought on by
uncertainty surrounding ongoing concerns about the Euro-zone crisis and the debt-ceiling stand-off
in Washington DC. The market lost that momentum as those crises subsided, and 2014 has to date
lacked similar market-moving events. The crisis in the Ukraine and continued concerns about
slowing economic growth in the emerging markets are certainly important to watch—but neither has
sparked the levels of volatility required to trigger a surge of FX trading activity comparable to 2013.

Two of the historically biggest sources of FX trading volume—hedge funds and central banks—have
also slowed their trading activity in 2014. Hedge funds in Q1 2014 delivered their worst aggregate
quarterly performance since the onset of the global crisis and have trailed the S&P in performance
for the past 12 months.  This weak performance has reduced hedge funds’ appetite for FX risk and
dampened their trading activity.

Many central banks, particularly in Asia, have slowed or halted their “diversification” of assets out of
USD, diminishing what had been a steady driver of FX trading volumes. Interventions by the Bank of
Japan, which last year triggered waves of trading activity as they weakened the yen, are also having
less of an impact this year.

More than a Cyclical Change?

While this combination of market forces has clearly dampened FX volumes, they are not FX specific. 
A similar drop in fixed income volumes and revenues suggest these factors are at play across the
capital markets.  That said, Greenwich Associates believes there are other FX specific factors at play
that could signal this FX volume slump to be more than just a cyclical downturn.

Sell side trading resources have thinned out considerably over the past months.  An investigation
into improprieties in the setting of FX benchmarks has resulted in the suspension of a sizable
number of sell-side traders.  Additionally, front-office resources, including heads of sales, are
spending a disproportionate amount of time on regulatory issues such as compliance and meeting
with policy makers.  This is all time and resources that used to be focused on generating more
trading volumes, and hence revenues, from clients.

To further complicate things, in what amounts to a wholesale re-thinking of longstanding FX sales
and trading market practice, sales people and traders are becoming less comfortable sharing with
clients trade ideas and market color based on their view of the activities of other clients and the
market as a whole.  With regulators particularly sensitive to any activity that even appears improper,
trading desk employees do not want to create any perception that client confidences are being
breached.  This new reticence is weakening what has traditionally been a strong driver of direct
voice trades to top brokers.
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Greenwich Associates estimates that top FX dealers manage about 80% of their risk with internal
algorithms (which closely mirrors client electronic trading percentages). With the vast majority of
risk hedged electronically, sell-side traders are unlikely to be able to influence the direction of the
market materially.  And with sell-side proprietary trading desks mostly defunct due to the Volcker
Rule, big bank control over FX market volumes and direction is undergoing change beyond cyclical
norms.

To that end, these changes and the current slowdown in trading activity are raising the question of
whether the spot FX market might be in the midst of a more secular shift. With resources tight and
capital even tighter, a major change in the FX business model could very well be in the works.  An
equities-like environment in which most trades are done on an agency basis and executed via
exchange is now within the realm of possibility. If trading evolves along those lines—and if, as part
of that process, clients become more circumspect about trading with the leading FX dealers—the
market’s competitive landscape could change meaningfully. That is not to say the top tier won’t
remain the top tier, but it does open the door for new entrants to provide liquidity and services
where the big dealers no longer can do so profitably.

Dealers that have focused on their electronic strategies as their willingness to commit capital has
declined would also be beneficiaries of such a change. Greenwich Associates is advising its sell-side
clients to invest in their electronic platforms in order to take advantage of a potential shift to
agency-style trading. Even still, trading ideas presented to clients will continue to generate profits
and dealers are strongly advised to maintain a solid flow of intellectual content as such. Low touch
does not mean no touch. And lastly, providing clients with access to FX derivatives will also remain a
strong profit generator, despite the impact regulations are set to have on product selection.  Helping
clients execute these trades efficiently through a deep understand of the market structure and
changing cost structure will also prove a competitive advantage over time.
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Coalition Greenwich, a division of CRISIL, an S&P Global Company, is a leading global provider of
strategic benchmarking, analytics and insights to the financial services industry.

We specialize in providing unique, high-value and actionable information to help our clients improve
their business performance.

Our suite of analytics and insights encompass all key performance metrics and drivers: market
share, revenue performance, client relationship share and quality, operational excellence, return on
equity, behavioral drivers, and industry evolution.

About CRISIL

CRISIL is a leading, agile and innovative global analytics company driven by its mission of making
markets function better. It is majority owned by S&P Global Inc., a leading provider of transparent
and independent ratings, benchmarks, analytics, and data to the capital and commodity markets
worldwide.

CRISIL is India’s foremost provider of ratings, data, research, analytics, and solutions with a strong
record of growth, culture of innovation, and global footprint.
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It has delivered independent opinions, actionable insights and efficient solutions to over 100,000
customers through businesses that operate from India, the U.S., the U.K., Argentina, Poland, China,
Hong Kong, and Singapore.

For more information, visit www.crisil.com
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This Document is prepared by Crisil Coalition Greenwich, which is a part of Crisil Ltd, a company of
S&P Global. All rights reserved. This Document may contain analysis of commercial data relating to
revenues, productivity and headcount of financial services organisations (together with any other
commercial information set out in the Document). The Document may also include statements,
estimates and projections with respect to the anticipated future performance of certain companies
and as to the market for those companies’ products and services.

The Document does not constitute (or purport to constitute) an accurate or complete representation
of past or future activities of the businesses or companies considered in it but rather is designed to
only highlight the trends. This Document is not (and does not purport to be) a comprehensive
Document on the financial state of any business or company. The Document represents the views of
Crisil Coalition Greenwich as on the date of the Document and Crisil Coalition Greenwich has no
obligation to update or change it in the light of new or additional information or changed
circumstances after submission of the Document.

This Document is not (and does not purport to be) a credit assessment or investment advice and
should not form basis of any lending, investment or credit decision. This Document does not
constitute nor form part of an offer or invitation to subscribe for, underwrite or purchase securities
in any company. Nor should this Document, or any part of it, form the basis to be relied upon in any
way in connection with any contract relating to any securities. The Document is not an investment
analysis or research and is not subject to regulatory or legal obligations on the production of, or
content of, investment analysis or research.

The data contained in the Document is based upon a particular bank’s scope, which reflects a bank’s
data submission, business structure, and sales revenue Reporting methodology. As a result, any data
contained in the Document may not be directly comparable to data presented to another bank. For
franchise benchmarking, Crisil Coalition Greenwich has implemented equal ranking logic on
aggregate results i.e., when sales revenues are within 5% of at least one competitor ahead, a tie is
shown and designated by = (where actual ranks are shown). Entity level data has no equal ranking
logic implemented and therefore, on occasion, the differences between rank bands can be very close
mathematically.

The data in this Document may reflect the views reported to Crisil Coalition Greenwich by the
research participants. Interviewees may be asked about their use of and demand for financial
products and services and about investment practices in relevant financial markets. Crisil Coalition
Greenwich compiles the data received, conducts statistical analysis and reviews for presentation
purposes to produce the final results.
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BE RELIABLE. CRISIL COALITION GREENWICH DISCLAIMS ALL REPRESENTATIONS OR
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ALL OR ANY OF THIS DOCUMENT. CRISIL COALITION GREENWICH ACCEPTS NO LIABILITY
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