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Follow the Bouncing Stock
Equity markets are more volatile than ever, and many observers say high-frequency trading is the 
reason.
Vincent Ryan - CFO Magazine

November 1, 2011

Although CFOs are not supposed to have their eyes fixed on their company's stock price, it was 

hard to look away from the train wreck of May 6, 2010. A sudden intraday drop in securities 

prices caused the Dow Jones Industrial Average to fall nearly 1,000 points within minutes. The 

prices of some stocks were massacred, falling to as low as a penny a share.

If the "flash crash" wasn't proof enough that the extremes of volatility in the equity markets 

have worsened, more evidence accrued this summer: in August stock prices fluctuated wildly 

for four days in reaction to Congress's handling of the federal debt ceiling and Standard & 

Poor's downgrade of the United States's credit rating.

The equity markets have become a lot more volatile on relatively 

normal days, too. The so-called fear gauge — the Chicago Board 

Options Exchange's Volatility Index (VIX) — has averaged 22.3 this 

year, compared with 15.5 in 2004, the year the method for calculating 

the VIX was changed. From 2008 to 2010, during the peak of the 

Great Recession, the VIX averaged 32.7, 32.1, and 28.9. This fall, the 

VIX spent a lot of time above 40.

What's behind the new volatility? While economic uncertainty and 

global debt crises cause large dips and jumps in indexes, regulators 

and institutional investors say high-frequency trading (HFT) is the 

culprit.
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HFT firms use superfast computers and networks to jump in and out of stocks, capitalize on other investors' moves, 

and, sometimes, illegally manipulate markets. They use algorithms instead of human intervention to decide when and 

where to invest. And HFT firms often locate their computer networks close to a trading network's servers, so they can 

"see order flow milliseconds faster than most normalized trading desks," says Ryan Larson, head of equity trading at 

RBC Global Asset Management. That allows them to jump in front of other investors' buy and sell orders, which can 

exacerbate the overall markets' ups and downs.

High-frequency trading is now estimated to account for more than 50% of trading volume in the equity markets. HFT 

firms have, in effect, replaced banks and other traders that used to make a market in stocks.

HFT traders have also driven out traditional "prop" firms that trade with their own money and are not highly 

automated. That has caused trouble in rocky markets. "When the market starts to get rough, sometimes you need some 

rational thought," says Dennis Dick, a trader and market-structure consultant at Bright Trading, a broker-dealer. 

"During the flash crash, when some stocks fell to a penny a share, the computers were 'hitting the bid' [that is, selling] 

thinking that was the best price, not realizing that it wasn't rational for a stock like Procter & Gamble to be trading at a 

penny."

They "Completely Walked Away" 

Why should issuers care about volatility? For starters, 

volatility curbs institutional and individual investors' 

enthusiasm for equities, leaving a good portion of the 

market's trading to short-term investors who act on 

market momentum and algorithms rather than an issuer's 

earnings and business prospects. Additionally, a yo-yoing 

stock price doesn't help a company when it's trying to 

raise additional capital or pinpoint when to buy back 

stock.

A high VIX also keeps private companies from listing: the 

index has to be around 15 for the market to be stable 

enough to price an initial public offering. Only 18 U.S. 

companies listed in the third quarter of 2011, a 33% 

decrease from a year earlier. It was the slowest quarter for 

IPOs in two years, according to Renaissance Capital.

Inside a company, the perception of disorderly markets 

affects employees, says Dick. "If you have a lot of 

employees with a lot of stock options and stock 

ownership, it doesn't help employee morale when your 

stock price isn't stable."

During periods of stability, HFT firms do help create market liquidity and narrow the bid-ask spread, allowing an 

investor to obtain its target price for a stock. But in downward, panicky markets, HFT traders may just contribute to 

the chaos. According to the official U.S. government investigation of the flash crash, HFT firms absorbed some initial 

selling pressure, but then "saw the order flow coming and completely walked away," says Larson.
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"Once you add a market-impact event, like a terrorist attack or a credit crisis, the high-frequency traders hit the 'off' 

switch, and all of a sudden there is no liquidity," observes Dick.

High-frequency traders claim they are an easy target of investors who have failed to adapt to the new trading 

technologies. "Anyone who thinks they are going to slow down [trading] is trying to defy the natural proclivity of 

technology and people," said William J. Brodsky, chairman and CEO of Chicago Board Options Exchange, at a Baruch 

College conference.

"I think the whole idea of electronic-trading firms exacerbating volatility just hasn't borne out to be true," says Adam 

Nunes, a business-development executive at Hudson River Trading, an algorithmic-trading firm.
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