
AlternativChronicle got an 

email asking whether ETFs 
were safe investments for 
individuals. The concern was 
that ETFs were being target-
ed by a secretive group that 
use something called High 
Frequency Trading (HFT). 
The question implied that 
ETF unit values might be 
harmed by HFT activity and 
thus lead to lower returns. 

Having previously written 
about ETFs (Aug 2010) and 
owning them personally, I 
wanted a clear answer my-
self. So I did a little sleuthing. 

To begin, there is consider-
able controversy as to what 
impact HFTs have on securi-
ty prices. HFT firms trade 
securities using ultra-fast 
computers and very complex 
algorithms. Humans aren’t 
involved (other than those 
who write the code). HFTs 
can send thousands of trade 
orders to the market per se-
cond. They don’t care about 
a securities’ price level or 
valuation, and can take either 
side of the Bid or Ask spread. 
HFTs end their day holding 
no positions. Not surprisingly, 
both regulators and investors 
have expressed concerns.  

HFTs claim they add liquid-
ity to the market but their 
detractors question this and 
suggest they distort the price 
discovery system. What is 
100% clear is that HFTs gen-
erate immense trade vol-
umes. IIROC estimates that 
between 35-45% of the daily 
total TSX volume is done by 

HFTs. For the larger and 
most liquid securities on the 
TSX, this means 60-70% of 
the volume is done by HFTs. 

For further insight to ETFs, 
I called Prof. Pauline Shum 
at the Schulich School of 
Business who has written 
several papers on them. 
Based on her research, she 
was not aware of anything 
HFTs were doing that would 
impact long-term ETF perfor-

mance. I then 
contacted a 
hedge fund 
manager, a 
ETF executive 
and an rep at 
an electronic 
exchange. 

The explosive growth and 
popularity of ETFs these past 
few years means they are 
some of the most highly trad-
ed securities on the TSX. 
Since HFTs prefer liquid se-
curities, they do trade ETFs. 

At this point, let’s quickly 
go back and review ETF his-
tory. The world’s very first 
ETF was launched right here 
in Canada in 1989. It was 
called the Toronto Index Par-
ticipation Fund (TIP) and it 
traded throughout the day on 
just like a stock. In reality, it 
was a fund with 35 stocks 
that offered diversification 
and intra-day liquidity. In the 
1990s more ETFs were intro-
duced. Most were designed 
to be simple, low cost and 
transparent index replicators. 
Today, over 4000 ETFs exist 
worldwide covering a dizzy-

ing array of indices, sectors 
and strategies. Leveraged 
ETFs were developed in 
2006 using derivatives 
(swaps). The Bull version 
rises when the benchmark 
rises whereas the Bear ver-
sion will rise when it de-
clines. New and more com-
plex ETFs are being created 
daily and not all are suitable 
for the average investor. So 
today, ETFs are a trillion 
dollar plus industry. 

Conclusions: 

Whether HFT activity has a 
good or bad impact on ETF 
prices is unclear. Whatever 
impact is only felt at trade 
execution. So the potential is 
more pronounced for those 
trading large stock volumes 
or with great frequency. 

It’s also possible HFTs add 
liquidity when otherwise it 
might be scarce. This ena-
bles trading and is a good 
thing. If HFTs use their algo-
rithms to distort prices and 
get ahead of investors, then 
the impact is bad, even if the 
price impact is quite tiny. 

Most ETF investors who 
buy non-leveraged, broad-
market index based ETFs 
and own them for long peri-
ods (such as years) should-
n’t notice any meaningful 
performance impact from 
HFT activity (same as own-
ing a stock). For average 
investors, avoiding emotion-
based trading is a bigger key 
to long-term success. The 
HFT impact is just too small 
to lose sleep over.     
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Inside this issue: 

Excellence Coming to an End: 

We recently learned that Donald 

Coxe, veteran portfolio strategist and 

capital markets guru turned portfolio 

manager, will stop publishing his won-

derful market letter “Basis Points” at 

the end of 2012.  

Basis Points has been a one-person 

publication for 20 years.  

Having read his letter for much of my 

professional career and having had the 

pleasure of being on the podium to-

gether with Don at conferences, I can 

say that the industry will really miss his 

sharp wit, intellect and insightful views. 

Kudos to you Don for such fine writing 

over such a long time. It is/was une-

qualled and not likely to be repeated. 

What We Do: 

Alternativ Solution Inc. offers invest-

ment consulting services on capital 

market issues for institutional investors 

such as pension and endowment plans. 

We offer risk assessment of various 

product offerings, managers and strate-

gies. The firm also offers education to 

support Boards of Directors. 

ASI focuses on the asset side, working 

with clients to achieve better invest-

ment results while containing risk.  

Past projects included creating invest-

ment policies, asset mix audits, LDI, 

global and domestic manager search, 

infrastructure and portfolio transi-

tion….to name but a few. 

....Cheers, GMK 
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