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Brussels, 30 September 2022 

ESMA’s CALL FOR EVIDENCE ON PRE-HEDGING 

EFAMA appreciates the opportunity to comment on ESMA’s Call for Evidence on pre-hedging.  This is an 
area where we have previously expressed views on in the ESMA 2019 MAR consultation.  We agree that 
a Call for Evidence is appropriate, and that a more in-depth examination of current market practices is 
useful.  EFAMA also believes that any resulting regulation should not have a negative impact on prices or 
hinder the availability of liquidity, but should aim to curb any pre-hedging activity that harms the client or 
disrupts the market. 

EFAMA would like to share the following general comments: 

- No illegitimate pre-hedging: We are opposed to any pre-hedging activity for illegitimate purposes 
such as front running, or where there would be no clear benefit from such transactions to the client 
trade, or indeed if as a result of pre-hedging there is an inadvertent price movement where the 
liquidity provider has not sought to minimize market impact. 

- Transparency: Under defined circumstances pre-hedging should be possible, but transparency 
toward the client is of paramount importance.  Brokers should be open and honest when they are 
pre-positioning themselves in anticipation of an order, post receipt of an RFQ. The transparency 
obligation should provide the client with execution choice. 

- Market Characteristics: Due to the different functioning of markets in different asset classes 
ESMA should carefully consider those differences and be wary of a “one-size fits” all approach 
when producing guidance 

o Legitimate pre-hedging driven by brokers trying to deliver best execution should be 
allowed, however the liquidity of the market should be taken into account.  Pre-hedging in 
an illiquid market may be justified, but less so in a very liquid market.  However, this should 
not lead to a binary liquid/illiquid approach.  The over-riding consideration should be the 
necessity to pre-hedge and client benefit, with liquidity being a factor in that consideration 
without introducing a prescriptive test. 

o For orders submitted via an RFQ platform, these cannot all be treated as inside information.  
We would argue that a two-way quote is unlikely to provide information that can be ‘front-
run’, but one-way quotes with size may be deemed inside information to the extent that the 
client is a large shareholder in a given name, and may indicate to the market that there is 
some significant unwind activity.  We can also think of scenarios where a two-way quote 
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could be considered precise information, i.e if there  is adverse news on a listed security 
subject to an RFQ, and a fund has a disclosed long position, a broker may be able to 
deduce the direction and size of the trade. 

- Global FX Code (“GFXC”) rules could be a useful starting point for key principles that would be 
compatible with underlying markets. 

- Liquidity Providers should only be allowed to pre-hedge when acting as Principal. In cases where 
a market participant is acting solely as agent, pre-hedging should be not be allowed. 

- Liquidity providers should be able to demonstrate the legitimate purpose of their pre-hedging 
activity. 

QUESTIONS 

Q1: Do you agree with the proposed definition of pre-hedging with respect to case (i) and (ii)? Please 
explain elaborating if both case (i) and case (ii) in your view can qualify as pre-hedging and 
providing specific examples on both instances. 

Yes, considering the underlying principle, we think that front running should be disallowed in whatever 
form and that SIs, in other words our providers, should adopt ( if not already done as per regulations ) 
an internal code of conduct to ban those practices and ensure that they have a framework in place to 
ensure that any pre-hedging is undertaken in a way that does not disadvantage clients and/or adversely 
impact the market. Such a framework should include a policy setting out the permitted parameters of 
pre-hedging, including how a provider cannot gain any material advantage either (i.e cannot trade on 
own account or against a client unless they already have an open order before receipt of the RFQ). 

 
Q2: Do you believe the definition should encompass other market practices? Please explain. 

No we cannot think of other market practices which should be encompassed by the definition. 

 
Q3: Do you agree with the proposed distinction between pre-hedging and hedging? 

Yes, hedging occurs post winning the trade whereas pre-hedging occurs when bidding for the trade by 
the SI and therefore before the execution of the underlying transaction that is being hedged.. 

 
Q4: Do you have any specific concerns with respect to the practice of pre hedging being undertaken 
by liquidity providers when the trading protocol allows for a ‘last look’? 

It is worth noting that we do not typically observe such practice for other markets. A “last look” as 
described by ESMA in items 14 and 15 is a widely-spread practice in the FX market and can be 
legitimate: 

• when it is not possible for the liquidity provider to perform credit checks before trading (for 
example if a trading platform doesn’t allow pre-allocation or for voice trading in which case pre-
allocation is impractical) 
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• when there is an unusual communication delay between the trading platform and the parties to 
the transaction which means the quote is not valid anymore  

This being said one could think that there is some degree of abuse by some market participants as 
rejection due to market moves during the “last look” window is unfortunately rarely symmetrical (almost 
always benefit and at the discretion of the market maker). 

 
Q5: What is your view on the arguments presented in favour and against pre-hedging?  

Difficult to answer as of course information from the RFQ process could be used to draw conclusions in 
regards to effect on prices but at the same time not all price movements against client transactions can 
be explained by abusive pre-hedging activity from liquidity providers included in an RFQ.  

That said, we agree with the argument that competitive RFQs can lead to detrimental price impact for 
clients if multiple RFQ participants pre-hedge without certainty of winning the trade, eg for RFQs for an 
ETF. There is very limited reason for this practice to be acceptable 

Furthermore, we agree with the argument that pre-hedging can result in lower bid-offer spreads for 
clients. This can be beneficial and can make pre-hedging legitimate. As a general principle we believe it 
is important to focus on the benefit for the client – a lower bid-offer spread would not be beneficial if it is 
offset by larger price slippage – so focus on client benefit is the more important principle 

 
Q6: In which cases could a foreseeable transaction enable a conclusion to be drawn on its effect 
on price? 

We agree that one-way quotes have an element of preciseness, in particular where there is a reasonably 
expectation that the underlying transaction will go ahead. Although it may be less apparent for two-way 
quotes, the direction on the possible impact on the price should be irrelevant in determining whether 
information is precise.  Per Article 7 (2) of MAR, information shall be deemed to be of a precise nature if 
it indicates a set of circumstances which exists or which may reasonably be expected to come into 
existence, or an event which has occurred or which may be reasonable expected to occur, where it is 
specific enough to enable a conclusion to be drawn as to the possible effect of that set of circumstances 
or event on the process of the financial instruments or the related derivative financial instrument, the 
related spot commodity contracts, or the auctioned products based on the emission allowance.   

 

Q7: Do you agree that an RFM when the liquidity provider could discover the trading intentions of 
the sender on the basis of their past commercial relationship, the market conditions or the news 
flow should be considered as precise information? 

Yes.   
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Q8: Please provide your views regarding the criteria for the identification of RFQs that could 
potentially have a significant impact on the price of the relevant financial instrument. Is there any 
other criterion that ESMA should take into account? 

We believe that size of the trade versus available market liquidity and overall risk of the trade should be 
taken into account and recognise that this should be on a case-by-case basis 

If a RFQ is based on a potentially sizeable transaction vs the underlying liquidity or if the overall risk 
transfer of the trade is large, then its execution may have a market moving effect and thus this information 
is confidential. 

 
Q9: Does the GFXC Guidance describe all the possible cases of risk management rationale that 
could justify legitimate pre-hedging? If not, please elaborate 

The GFXC Guidance is a valid basis for considerations. There are some general principles which should 
be respected no matter the underlying asset class (such as only principal trading benefitting from pre-
hedging possibility or transparency and control requirements). This being said due to the different 
functioning of markets a“no one-size fits all approach”, should be adopted and an in-depth analysis of 
different practices and functioning of RFQ process should be undertaken.  

 
Q11: Can pre-hedging be considered legitimate when the market participant is aware, on the basis 
of objective circumstances, that it will not be awarded the transaction? 

No, in that instance pre hedging may be considered to be front running. GFXC Principle 11 and FMSB 
Standards may be helpful starting points here, where the former refers to a “reasonable expectation” of 
the transaction going ahead and the latter to “legitimate expectations” to take on market risk.  

Therefore we agree that where a liquidity provider cannot reasonably assume that they will win an RFQ 
they should not be allowed to pre-hedge 

 
Q12: Can you identify financial instruments that should/should not be used for prehedging 
purposes? Please elaborate 

We can agree on pre- hedging for legitimate purposes , subject to some degree of control that can be 
exercised by and evidence delivered to the client.   This should involve a demonstration that steps have 
been taken to manage any conflicts of interest and impact on the price of the relevant instrument are 
appropriately considered.  If those conditions are fulfilled, we see no rationale to limit instruments being 
used. 

 
Q13: Please provide your views on the proposed indicators of legitimate and illegitimate pre-
hedging. Would you suggest any other? 

Generally, we agree with the proposed indicators of legitimate behavior and that pre-hedging should only 
be used for risk management purposes with the Liquidity Provider acting as Principal, where there is a 
likelihood of the underlying transaction going ahead and when it is in the interests of the client to do so. 
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While liquidity can be a relevant factor for whether pre-hedging is legitimate, we would recommend 
against a binary liquid/illiquid approach. The principle to demonstrate that pre-hedging is necessary and 
in the client interest seems more appropriate. Liquidity may be one way for the liquidity provider to 
demonstrate client benefit but this does not need to be in regulation as a binary and prescriptive indicator 

 
Q14: According to your experience, can express consent to pre-hedging be provided on a case-by-
case basis in the context of electronic and competitive RFQs? If yes, how? Do you think the client’s 
consent to pre-hedging should ground a presumption of legitimacy of the liquidity provider’s 
behaviour? 

As per Q12, under such circumstances, we would not go electronic and we would adapt our RFQ process 
to the specificity of the trade being contemplated to preserve confidentiality and  leave some room for 
our counterparty to recycle the risk; Alternatively, disclosure to clients (i.e in Terms of Business) by the 
liquidity provider that it may undertake pre-hedging activity could be appropriate. 

 
Q15: Could you please indicate which are in your view the pre-hedging practices that appear to be 
conducted mostly in the interest of the liquidity provider and which may risk to not bring any benefit 
to the client? 

Generally, we do not see any room for pre-hedging practices where the benefit to the client transaction 
could not be demonstrated.  

For example, when the buyside asks for a risk price on a program trade, they will give up some 
information such as ‘FTSE250 basket $100mln, 200 names’. If you ask a number of brokers for a price 
and expose direction, there is a possibility that some brokers may pre hedge their risk to you by trading 
futures. 

 
 
Q16: Do you think it would be feasible for liquidity providers to provide evidence of (i) their 
reasonable expectation to conclude the transaction; (i) the risk management needs behind the 
transactions; (iii) the benefit for the client pursued through the transaction and (iv) the client’s 
consent? If no, please indicate potential obstacles to the provision of such evidence. 

Liquidity providers should make sure that their employees respect an internal code of conduct, and be 
in a position to provide evidence to their clients. Such obligations should be systematically integrated in 
trading agreements and could be provided through formal due diligence processes or attestation 
arrangements where permissible.  

 
Q17: Do you believe that the liquidity of a financial instrument should be considered as an indicator 
in determining whether pre-hedging may be illegitimate behaviour? Please elaborate. 

Yes, as indicated in our answer to Q8 and Q13. 
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Q18: According to your experience does the practice of pre-hedging primarily take place in what is 
described as the ‘wholesale markets’ space or does this practice take place also with respect to 
order / RFQs submitted by retail or professional clients? 

EFAMA members submit RFQs as professional clients and cannot comment on retail space. We refer to 
our answer to Q 12. 

ABOUT EFAMA 

EFAMA, the voice of the European investment management industry, represents 27 member 
associations, 58 corporate members and 26 associate members. At end Q4 2021, total net assets 
of European investment funds reached EUR 21.9 trillion. These assets were managed by more 
than 35,000 UCITS (Undertakings for Collective Investments in Transferable Securities) and 
more than 30,000 AIFs (Alternative Investment Funds). At the end of Q3 2021, assets managed 
by European asset managers as investment funds and discretionary mandates amounted to an 
estimated EUR 31.3 trillion.  

More information is available at www.efama.org 
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