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Paper Summary

Study of the profitability of a class of intermediaries (HFT)
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What this paper does well

Interesting data set
Order level trading data in the e-mini
Id tif i ti i t i f tiIdentifying participant information

The instrument being studied is important
S&P 500 e-mini

Good job of identifying different participants
HFT (including subgroups)
Opportunistic, fundamental, small, other intermediaries

Focus on profits and link these to our understanding of market 
efficiency
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What this paper could do better

Story…
What is economically important about these results?
G t f th k t ffi i tGet away from the market efficiency story
More later

Give us more context for trading in S&P 500 e-minis
This is a huge and important market and it isn’t being stressed enough in 
the paper
E i i d f l ti h d i i i ti tE-minis are used for speculation, hedging, passive investing, asset 
management, risk-management…

HFT profiting from traders with different motives may not be a bad thing
A th fiti /l th i t di i th t d t t ti (iAre they profiting more/less than intermediaries that pre-date automation (in 
this market)?

Sharpe ratios may not be a good measure given we do not observe 
costs and these may be wildly different for HFT versus others
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Hasbrouck and Sofianos – JF 1993

Hasbrouck and Sofianos look at the 
trading and profitability of NYSEtrading and profitability of NYSE 
specialist

Important because specialists were p p
highly regulated monopolist

Regulation removed their monopoly, 
traditional specialist firms are almost non-
existent

S i li t fit i th h t t dSpecialists profit in the short term and 
lose over longer periods (profits from ST 
information and spread)
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Harris and Schultz JFE 1998

SOES Bandits arbitrage 
prices on SOES and Island 
and Instinet (ST-and Instinet (ST
Information)
These SOES bandit profits 
look similar to HFT^A 
profits
A lot of small gains and 
more mass in tails than we 
would expect (normal)would expect (normal)
Their story revolves around 
the structure of the 
different markets 
(NASDAQ, Island, and 
Instinet)
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Hau: Location Matters (JF 2001)

Hau formulates 5 hypotheses to explain trading profits
Financial center (Frankfurt)
J i t lt d hi di t (F i )Joint culture and geographic distance (Foreign)
Pure geographic (Austria, Switzerland)
HQ proximity
I i i l i f l (L ll)Institutional economies of scale (Large versus small)

Most relevant finding: He finds evidence of an informational advantage 
due to HQ proximity to traders for HF (intra-day) trading.
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Dvorak: Do Domestic Investors Have an Information 
Advantage? JF 2005

Similar setup to Hau
Two most relevant findings

Those closest to the market (locals) had the highest intraday 
profitability
Trade initiation ratio had no explanatory power
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What can you focus on?

One clear story is to simply characterize their profits (mostly done) and 
compare these results to what is extant in the literature

Sh th t HFT fit ll d th t fit ll t tiShow that HFT profit overall and that profits are small on a per transaction 
basis
Aggressive trading appears to increase their profitability

You can study these profits in relation to sources of ST information (OF MacroYou can study these profits in relation to sources of ST information (OF, Macro, 
Liquidity)
…

Expand on Table 9 (see next slide)
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BBK – Table 9
Combine profits 
and losses
Add variables 

l ti t th threlating to the other 
investors identified
Do HFT profit more 
from OT whenfrom OT when 
volatility is hi/low
Why no liquidity 
variables

Too many logs 
difficult to interpret
Probits would be 
helpful to let us 
know when HFT 
are trading
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Overall

Interesting paper

Needs to work on the story

I think a clean/clear profitability paper is a significant contributionp y p p g
Other variables relating to inventory are interesting
Profiting from trading of other investors (front-running, momentum)
Flesh out where the profits come from not only whop y

Minor points
Are profits stationary? The spectral suggests noAre profits stationary? The spectral suggests no.
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