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P rogram trading has
been around for well
over a decade. A hy-

brid — algorithmic trading
— has garnered the atten-
tion of brokers and fund
managers in recent years.

Algorithmic trading uses
computer systems to auto-
mate buy and sell decisions
for stocks based on preset
rules.

The goal is to get the best
price and often make or
beat a particular bench-
mark return.

Some types of algorith-
mic trading formulas take
large orders and divide
them up into smaller parts
to try to get the best price
without forcing big moves
in the stock’s price.

Those on the sell side of
the equity market — broker-
ages that sell stocks to cli-
ents — have long been at
the cutting edge in using
various program trading
tools.

Those on the buy side —
mutual funds, hedge funds
and other institutional in-
vestors who invest in
stocks — have been slower
to embrace the new sys-
tems.

That’s changing.

Adding Up
A survey earlier this year

by Financial Insights and
Bank of America Securities
of 60 of the top buy-side in-
vestment management
firms found that 67% used
algorithmic trading.

It was most popular
among large-cap fund man-
agers, 60% of whom use al-
gorithmic trading com-
pared with 45% of small-
cap funds and 40% of mid-
cap funds.

But while more and more
investment managers have
the systems available, only
5% of all trades in the over-
all stock market are execut-
ed algorithmically. The
study’s authors estimate
that number will grow to
20% by 2007.

Ian Domowitz, managing
director and global head of
research at Investment
Technology Group, says the
use of algorithmic trading
has exploded in the past
two years.

His company, which pro-
vides technology-based
trading services to institu-
tional investors and bro-
kers, has long had systems
that make trades based on

various volume-weighted
criteria.

“But as the buy side has de-
manded more and more
control over the orders and
as price pressures have in-
creased, the combination
has promoted the growth of
demand for these types of
things,” he said.

Algorithmic trading is
often used to take advan-
tage of periods of increased
liquidity in a stock to try to
get the best price.

Cutting Costs
“The current interest in al-

gorithms comes from the
fact that their purpose has
changed,” Domowitz said.

“Algorithmic trading as
we talk about it today has to
do with liquidity searching
and getting the trade into
the market in a computer-
ized fashion to reach cer-
tain types (of returns).”

The funds and brokerages
that use algorithmic and
other program trading sys-
tems savor them because
they cut their transaction
costs by mechanizing part
of the process and can help

them buy and sell stocks at a
better price.

They also help traders be
more productive.

“We deal with big institu-
tional investors, and a (fund
manager) might be han-
dling 100 or 200 or even
1,000 stocks at a time,” Do-
mowitz said. “So you want
to automate to let you figure
out which (stock trades) re-
quire individual attention.”

ITG’s clients are a mixed
bunch, but the majority are
investment management
firms such as mutual and
hedge funds.

Peter Forlenza, managing
director and global head of
equities at Bank of America,
says various factors have
boosted the development
and popularity of algorith-
mic trading.

It traces its roots to pro-
gram trading systems for
benchmarktrading.Thesys-
tems based trades on aver-
age price ranges set ahead
of time were originally used
for overseas customers who
often weren’t available dur-
ing the hours the stock mar-
ket was open in the U.S.

“Then people woke up to
the fact that we can have
the computer do this,” For-
lenza said.

Next came arbitrage trad-
ing — which involves trad-
ers trying to make gains
basedon short-termfluctua-
tions in a stock’s price.

That also contributed to
the rise of algorithmic trad-
ing.

“What really got (algorith-
mic trading) to explode was
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Algorithmic Advantage
Investment firms use algorithmic trading because it:

Source: Financial Insights’ survey of head equity traders at 60 of the top investment management firms, pension funds and hedge funds in the U.S.
 (survey was done for Banc of America Securities)
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the advent of statistical arbi-
trage trading and people
running statistical arbi-
tragemodels,which take ad-
vantage of different short-
term signals that comput-
ers could spot in the trading
volume patterns,” Forlenza
said.

The next step in the evolu-
tion was the advent of deci-
malization.

Along with algorithmic
trading, that made it easier
to split up trades into small-
er chunks.

The combination has
helped bring down the size
oftheaveragetrade.Accord-
ing to data from the New
York Stock Exchange, the
average trade size on that
exchange is 338 shares com-
pared with 1,187 shares in
2000 and 2,082 in 1999.

In recent years, brokerag-
es have come up with differ-
ent algorithmic programs
suited to different institu-
tional clients depending on
the trading needsand strate-
gies of their particular fund
or investment style.

“In order for your algo-
rithms to be the ones used,
you had to come up with dif-
ferent algorithmic strate-
gies tailored to specific cli-
ents,”Forlenza said.

“A large-cap value manag-
er will trade very different-
ly than a small-cap growth
manager at the same com-
plex, sonaturally those port-
folios of stock are going to
trade very differently.”

Despite all the bells and
whistles, human decision-
making is still a vital compo-
nent.

“Algorithmic trading is
still a means of execution,
and now it’s become a core
strategy,” Forlenza said.
“But at the end of the day,
brokers are still going to be
valued for their advice and
their knowledge and their
capital.”

He added: “We have our
traders operate algorithms,
as opposed to the algo-
rithms operating all trad-
ing. The machine can’t do it
all. You still need traders
who can understand pat-
terns in the market and re-
spond to them.”
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