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In the last article I wrote for The Market Mogul, about 

one month ago, I talked about the Good, Bad, and Ugly 

side of the Chinese situation.  

Well, since then, a few things happened. For instance, the 

Greeks got their longed-for agreement, Emerging 

Markets continued their lacklustre performance, investors 

remained braced for the upcoming rate hike by the Fed, 

who confirmed volatility won’t change their outlook, and, 

perhaps mostly importantly, China surprised with a 

devaluation of the Yuan and a further decrease in interest 

rates and reserve requirement ratios, as further attempt to 

revive its ever-deepening economy, in a move that is 

bound to foster the recent currency wars.   

Note also that a few things I wrote turned out to be true. 

Mainly the anticipated persistence in high volatility in 

Chinese markets, as well as the less expected contagion, 

resulting into a spill-over in world wide stock markets.  

In fact, the red dragon Saga reached a new high this week, with what would become in just a matter of hours 

“Black Monday”, due to the 8.5% tumbling of the Shanghai Composite, which many also compared to the 

1987 crash (despite a late move over the weekend allowing for the first time pension funds to invest in stocks). 

 

Now that China will be the centre of attention for a while, just as Greece was during the European turmoil, let 

me introduce you to the other elephant in the room, which goes by the name of: High Frequency Trading 

(HFT, hereafter). HFT is strongly debated among experts, and to this day, nobody knows exactly about its true 
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extent, merits and impacts. Some have even argued that the latter might be responsible for the unusually high 

volatility recorded lately. 

In fact, let’s come back to the aforementioned “Black Monday” when the DOW plummeted more than 1,000 

points on Monday, US markets entering into correction mode, and wild jumps in trading volume, with the New 

York Stock Exchange forced to resort to the little-used Rule 48, which is supposed to ensure orderly trading 

amid turbulent markets. However, this was quickly followed by “turnaround Tuesday” and a subsequent rally 

with European and American markets surging once more, and the Dow closing 619 points higher on 

Wednesday (of course this also coincided with a 5.4% increase in the Chinese index, which regained its critical 

3,000 mark). 

 

As to the involvement of HFT, saying that they are directly responsible would be a little farfetched, 

nonetheless, it is legit to wonder whether they have any kind of concrete impact.  

Regarding the latest market turbulence:  

"We don't cause volatility, as a market maker we're absorbing volatility and we 
think we soften it […] We're really just in the role of transferring risk from natural 

buyers to natural sellers.” 
– Kevin Lai, Economist, Daiwa Securities  

These were the words of Doug Cifu, co-founder of Virtu, one of the largest HFT firms publicly listed since 

April this year, at a CNBC interview. 

 

 

 

 

 

If we decide to start from the very beginning, according to Investopedia the definition of HFT is: 

“A program trading platform that uses powerful computers to transact a large 
number of orders at very fast speeds.” 

– Investopedia 

But of course, this is just one side of the story. Let us briefly review the historical evolution in the field.  
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HFT  THROUGHOUT  THE  YEARS  
 

Back in 1602, history’s first Stock Exchange was born in Amsterdam. This of course also coincides with 

history’s first recorded bubble, when investors were first introduced to irrational exuberance with the Tulip 

Mania. In the 17th century, the first traces of exploitation of arbitrage appear. In fact, none other than the 

Rothdschilds had found a way to exploit prices inefficiencies of the same security across countries, by using 

pigeons to acquire information before competitors. This spirit persists throughout the years, and we can thus 

refer to Bob Pisani’s great work on HFT in “Plundered by Harpies: An Early History of High-Speed Trading”, 

in which he mentions the 1790s, at a time when the Federal Government was considering taking over the old 

debt of the states, speculators, in order to acquire an informational advantage, rented fast boats to go South 

and purchase the state’s bonds (trading around 10% of par value). The passing of the 1790 Funding Act made 

sure that the bonds subsequently rallied.  

 

But we have to be in 1983 to truly understand that these will be markets dominated by machines. In that year, 

thanks to an investment from Merill Lynch, Bloomberg is created with the aim of becoming the first 

computerized system, providing real-time market data, as well as financial calculations and analytics.  

In 1987, we stumble upon the very interesting case of Thomas Peterffy. The latter was an options trader with 

a background in software engineering, who one day decided to switch a cable from his Nasdaq terminal back 

to his computer, which resulted in a fully automated algorithmic trading system, able to receive quotes and 

execute trades without the need of human intervention. The story tells that a Nasdaq official that dropped by 

his office was astonished to see a mere Nasdaq terminal and a computer instead of a whole team of traders.  

However, we have to wait until 1998 for the regulators to step in and pave the way for the HFT practice, by 

authorizing electronic exchanges. At the turn of the 21st century, HFT accounted for less than 10% of orders 

and still had execution times of several seconds.  

Well today, the numbers speak for themselves: HFT expanded to 35% of market trades by 2005, 56% by 2010, 

up to more than 70% today (for firms that make up just about 2% of the trading firms in the U.S). The execution 

speed also went from second, to mili seconds, microseconds in 2010 and nanoseconds subsequently in 2012.  

 

You may wonder, if it is so widely used, where is the controversy coming from?  

One of the pillars of the critic arises from a number of market events including the infamous ‘2010 Flash 

Crash’, which also sparked a response by regulators from across the world, who called for measures to curb 

HFT practices. In this flashback, we revisit the 6th of May 2010, when the DOJA fell, within minutes, by the 

largest daily amount ever recorded (around 9%), only to recover in about 15 minutes.   
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This brings us to Naving Singh Sarao, a 36 year old 

British futures trader, who somehow was 

considered to have played a critical role in this 

event and is now facing 380 years in jail for this and 

22 other counts for criminal market behaviour in the 

past 5 years.  

Besides being a skilled trader, Mr Sarao was 

presumably a master in the art of “spoofing” 

(discussed later), which consists in entering and 

immediately cancelling possibly hundreds of 

orders, in order to manipulate prices.  

 

Although truthfully, few are the ones who believe 

that a man could single-handedly make trillions of dollars momentarily vanish. Besides, it is not a mystery 

that HFT firms quickly cancel about 95% of the orders they make (up to 99% for some ETFs). Moreover, 

records regarding the timing of his trades show that he stopped minutes before the crash took place. Whether 

he is being used as a scapegoat or not: 

“The idea that a trillion-dollar crash was caused by $200m of cancelled trades 
raises more questions than it answers” 

– Ben Rose, criminal defence lawyer at Hickman Rose 

 

The other pillar of the critic comes from the book published by Michael Lewis, in March 2014, titled Flash 

Boys, which includes among other things allegations that the markets are “rigged” by HFT firms.  

The hero, Brad Katsuyama, through which the story is narrated, went on and founded, with a group of former 

executives of Royal Bank of Canada, his own trading venue, called IEX Group. The latter is designed to be an 

alternative trading system with the aim to eliminate the timing edge of HFT, by introducing a trading 'speed 

bump' (an automatic delay of 350 microseconds) reducing the competitive advantage of HTF firms. 

  

The fact that IEX has already attracted about 1% of stock-trading volume in the US, and that it was widely 

appraised by firms in the industry, including Goldman Sachs, seemingly throwing a monkey wrench in the 

works by promoting a direct competitor to its HFT clients, makes us wonder.  

 

portrait  of  NAVING  SINGH  SARAO,    
the  accused  trader  
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Of course the topic remains highly debated. We have two Nobel laureates on one side, with  

Joseph Stiglitz who argues that HFT is socially useless, and Michael Spence who believes that it should be 

banned. On the other side, even the Flash Boys hero, Brad Katsuyama, who has long been critical of HFT, 

said on CNBC’s “Squawk on the Street”: 

"I think that some high-frequency traders provide a value to the market if you're 
trading an ETF against the underlying stocks, that's an arbitrage that will exist 
until the end of time".           – Brad Katsuyama 

 

Before moving to the alleged pros and cons, let’s first understand the different types of players and strategies 

of the HFT universe.  

Typically, we can find 3 distinct types of HFT firms. The first (and biggest) consists of the independent, 

proprietary firms (mostly use private money). Then we have the broker-dealer proprietary desks (mainly 

separate arms of traditional broker-dealer firms, unrelated to their client businesses). Finally, the third type 

are, as you may suspect, Hedge Funds.  

 

Turning to the strategies implemented, we can categorize them in several buckets. We have the “Market 

Making” strategy that basically turns the bid-ask spreads into profits by generating daily buy and sell (limit) 

orders continuously and automatically. This is followed by the “Statistical Arbitrage” (favoured by Hedge 

Funds) whose aim is to take advantage of momentary pricing inefficiencies among various asset classes and 

securities. Also, the “Momentum Ignition” strategy (perhaps the trickiest one, and echoes the “spoofing” in the 

2010 “Flash Crash”) which consists in executing and cancelling a large number of orders, aiming to ignite 

rapid market movements. Finally, we find those who try to leverage their advantages, in terms of structure, 

technology or location in order to obtain market data before others.  

 

This of course gives us a more comprehensive picture of HFT, completing the initial definition provided by 

Investopedia. In fact, in theory, if we stick to the Efficient Market Hypothesis, why is it not obviously more 

efficient to have markets composed of algorithms rather than people? 

 

However, in order to understand what all the fuss is about, we need to cover the Good, Bad, and Ugly side of 

HFT.  
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THE  GOOD  
 

Just like there was a reasonable rationale behind Credit Default Swaps when they were created, HFT is also 

supposed to have its merits. These include increased liquidity, believed to be generated by the high number of 

trades entered by HFT firms (also considering that they make up more than half of the equity turnover volume). 

Note only, HFTs are also supposed to be buying when the price is below trend and selling when the price is 

above trend. Such arbitrage mechanism should also, in principle, make sure price fluctuations are reduced. It 

is also believed that they contribute to the narrowing of spreads. In fact, the activity produced by the algorithms 

is such that the prices of securities is updated more frequently and accurately. Also, despite the improvement 

in market efficiency is debatable, we can say that HFT bring us closer to the implied by traditional finance, 

whereby participants are able to instantaneously process and incorporate new information into prices. Finally,  

 

regardless of the consequences, the surge in HFT activity has translated, almost unilaterally, into an increase 

in trading volumes, resulting into higher revenues and transactions fees for both Exchanges and Electronic 

Communication Networks (ECNs).  

 

 

THE  BAD  
  
Now, turning to the darker side of HFT, we find those who argue that HFT negatively impacts Institutional 

Investors. They do this through the abusive practice of “front-running”, by detecting repetitive trading patterns 

of institutions, and buying securities they target in advance and selling them back to them at higher prices.  

 

Additionally, contrary the the claim of improved liquidity, some argue that it the additional liquidity is an 

illusion, and it is the “activity” on exchanges that has increased, and holding positions for just a few seconds 

can in turn increase volatility. From an ethical point of view, the practice of placing orders and immediately 

cancelling them, with the sole purpose of triggering buying signals from other algorithms, is questionable.  

 

Furthermore, the smaller Investors clearly face a competitive disadvantage and should perhaps focus on the 

fact that at least, the HFT firms entering trades only for the liquidity rebate will add no value to their long term 

approach.  

 

 



 7 

THE  UGLY  
  

Turns out the common phrase “Nobody is perfect” also applies to non-humans. What happens when 

the automatic algorithm has an anomaly, and therefore the software starts taking automatically 

wrong decisions? A clear example took place on August 1, 2012 which brought Knight Capital 

Group close to insolvency when It lost $400 million in less than one hour, lead by bad orders across 

150 different stocks. Again, no worries as the company was eventually bailed out, and introduced us 

to a possible “too fast to fail” era. 

Another aspect of HFT firms which is often overlooked is that they started to gain popularity when 
exchanges began offering incentives for companies to add liquidity to the market. In fact, a strategy 
that was purposely left out before is the “Liquidity Rebate Trading”. For instance, the Supplemental 
Liquidly Providers (SLPs) are a group of the New York Stock Exchange whose aim is to add 
competition and liquidity on the exchange. Said incentives consist of a fee or rebate paid by the 
NYSE to the firms for providing liquidity ($0.0015 per trade, as of 2009 … Imagine that multiplied 
by millions of trades per day). [Note that Katsuyama’s IEX is hoping to distinguish itself from 
others by not paying such fees for orders received].  

Additionally, it is perhaps ironic to mention that the SLP was introduced just after the 2008 collapse 
of Lehman Brothers, when liquidity turned into a major concern for participants; introducing a new 
weapon in order to find peace in the markets.  

 

AN  UNCONTROLLABLE  TECHNOLOGICAL  DISRUPTION?  

Despite the claim that uneven access to light-speed execution ability is eroding trading fairness, an 
even more advanced network of military-technology based lasers has been installed to link 
international exchanges. An example is the $300 million investment in 2012 to build a transatlantic 
cable to shave 0.006 seconds off execution times, between New York and London.  

However, even one of the pioneer in the field, Thomas Peterffy, who we mentioned earlier, questions 
the utility of pursing this willingness to fight each other for nanoseconds.  

“Whether you can shave three milliseconds off the execution of an order has 
absolutely no social value” 

– T. Peterffy told NPR’s Planet Money 
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We could say that potential for future global disruption is increasing as HFT is moving into 
international markets, and beyond equity and into futures and other assets. No industry seems to be 
immune, and after all, even Michael Lewis recognizes that: "distinguishing between good HFT and 
bad HFT is impossible."  

As far as the future is concerned, the invisible hand will probably be needing an extra hand in order 
for HFT market to be sustainable in the long run.  It will either be up to the Exchanges to react, 
perhaps following the footsteps of IEX Group. The other possible way is that the regulators 
intervene to do the dirty work. The latest example comes from Italy (and I say this with a touch of 
patriotism), who became the first country to implement a levy on HFT, encompassing a 0.002% 
charge on equity transactions lasting less than 0.5 seconds.  

Obviously, we can suppose that, just like laws regarding Taxation, people will find ways to 
conveniently circumvent them. In fact, Thomas Peterffy’s experience, who is now billionaire, is 
instructive: after visiting his office and consulting the rulebook, the Nasdaq official affirmed that the 
rules required trades to be entered via a keyboard. Of course Peterffy found a way to get the 
authorization to trade again … His team responded by building a robot typist.  
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