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completely insane 
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Stocks 
 

I have removed the bearish S&P idea from the sidebar. The idea was a tactical 
short based on extreme readings in sentiment and the fact VIX and SPX both 
rallied in tandem last Friday. Now, the S&P 500 has dropped 90 handles off the 
Friday/Monday highs, somewhat relieving the sentiment situation and there is 
some bullish headline risk coming up with the Biden / Xi virtual summit tentatively 
scheduled for Monday. I don’t think my tactical bear thesis applies anymore. 
 

SNB speech 
 

Maechler and Moser of the SNB presented an interesting speech yesterday: 
“Structural change in the foreign exchange market: implications for the SNB”. You 
can read the full speech here, but I know you’re busy so let me boil it down for 
you. This is the intro: 
 

In recent years, new technologies, new players and new tools have 
substantially altered not only the outward appearance of these markets but 
also their inner workings, their underlying dynamics. Market participants 
and central banks must therefore confront the following questions: Where 
can innovations be exploited, what opportunities will they create, and how 
should any risks be managed? Where is ‘mere’ technological progress in 
play, and where do the ongoing changes have more far-reaching, 
fundamental consequences? 
 
Today, we wish to focus on the structural change – indeed the 
transformation – taking place on the foreign exchange (FX) market. The 
developments and challenges are particularly evident in the FX market, 
where trading activity has accelerated markedly in recent years. The FX 
market is now a so-called ‘fast-paced electronic market’ – high-frequency, 
electronic and complex. 
 

The speech documents a few well-
known and important trends in FX 
market structure. One, the market is 
increasingly fragmented as 
volumes move away from the 
primary market and toward multiple 
ECNs, HFTs, dark pools, and 
internalization. See chart at right, 
excerpted from the slides used by 
Maechler during the speech. The y-
axis is not labeled for some reason, 
but you get the idea. 
 
A second trend is a reduction of 
transparency due to internalization. 
As banks become more sophisticated in their ability to skew price and attract the 
other side of a trade without dealing externally, less information is available to 
other market participants and regulators. 
 

Friday, November 12, 2021 

http://bdonnelly@spectrafx.com
mailto:bdonnelly@spectramarkets.com
https://www.snb.ch/en/mmr/speeches/id/ref_20211111_amrtmo


  

 

 

 
 

SPECTRA MARKETS: LOOK FORWARD 
                           

2 Friday, November 12, 2021 

 
 
The slides from the speech also include a nice diagram summarizing the various tensions and tradeoffs faced 
by customers executing FX trades (see “Chart 4” below). Whether you choose to trade by algorithm, risk 
transfer, limit order, or at best, you must find the optimal tradeoff between conflicting factors. The three tradeoffs 
faced are diagrammed below and I will address them starting with the top of the triangle and moving clockwise. 
 
Tradeoff 1 (market impact vs. spread cost): The faster you execute, the larger your impact will be on the 
market. There is a nonlinear “time to transact” vs. “units executed” relationship, so if you try to sell 500 million 
EURUSD in 14 seconds, you are going to move the market much more than if you do that trade over 14 hours. 
This time vs. units relationship is not constant, and it’s hard to measure. It depends on time of day, volatility, 
and idiosyncratic factors such as the presence of nearby stop loss orders and behavior of correlated markets 
at the time of execution. This trade off is captured by the top of the triangle in the diagram below. 
 
Tradeoff 2 (execution probability vs. transaction costs): A risk transfer price has 100% chance of execution, 
but the executing bank or broker is compensated for market risk via spread. In contrast, a limit order can reduce 
transaction costs but is not guaranteed to be executed. If you seek to achieve lower market impact and spread 
costs by using limit orders, you reduce your execution probability. If you don’t get done, you may have to trade 
at a far worse price later on. You will sometimes see this type of situation: 
 
USDCAD is 1.2492/94. A market participant who hates to cross the spread leaves an offer to sell at 1.25001, 
then USDCAD drops to 1.2444/45 and they move their offer down to 1.2450. Spot goes to 1.2424 and they 
move their offer down to 1.2430. They get done on a small bounce. The client was trying to save a few pips by 
working a limit order and instead, they sold 62 pips below market. Sometimes, you’re better off hitting a bid. 
The skill, of course, is in correctly identifying those times. 
 
Tradeoff 3 (market risk vs. footprint): This risk was vastly underappreciated when clients first started using 
algorithms. There is a lot of fancy quantitative analysis that will show you a TWAP costs less than a risk transfer, 
but when you are selling 200 USDCAD over 30 minutes and you start your TWAP at 1.2580 and then two 
minutes in, the market is 1.2565/66, you understand market risk can dwarf transaction costs. 
 
This is why I have always believed that a one-size fits all execution strategy is suboptimal (e.g., firms that go to 
systematic, 100% TWAP execution). Execution strategy should be situationally dependent, and not rigid. A 
standard execution strategy can be used most of the time, but there should be room for judgment because even 
the best VWAP models don’t always take all relevant factors into account. 
 
For example, if your standard 
approach is to TWAP and it’s 9:55 
a.m. and you need to sell 185 
AUDUSD. And Powell is speaking 
at 10:00 a.m.…. A 10-minute 
TWAP is probably not optimal! 
This is an extreme example but 
there are plenty of reasons why 
every execution system should 
have manual supervision, input, 
and override. 
 
If you ever have any random FX 
execution questions. I’m here for 
you! 
 
Have a crystal-clear day. 
 

good luck ⇅ be nimble  
 

1 Round number bias. 
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https://science.howstuffworks.com/environmental/earth/geology/mexico-giant-crystal-cave.htm  
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Markets and Trading Commentary Disclaimer 
 
This material has been provided by Spectra Markets, LLC (“Spectra Markets”). This material is confidential and 

therefore intended for your sole use. You may not reproduce, distribute or transmit this material or any portion thereof 

to anyone without prior written permission from Spectra Markets.  

This material is solely for informational and discussion purposes only. Spectra Markets is not a registered investment 

advisor or commodity trading advisor. This material should not be viewed as a current or past recommendation or an 

offer to sell or the solicitation to enter into a particular position or adopt a particular investment strategy. Spectra 

Markets does not provide, and has not provided, any investment advice or personal recommendation to you in relation 

to any transaction described in this material. Accordingly, Spectra Markets is under no obligation to, and shall not, 

determine the suitability for you of any transaction described in this material. 

To be clear: Your individual circumstances have not been assessed. You must determine, on your own behalf or 

through independent professional advice, the merits, terms, conditions, risks and consequences of any transactions 

described in this material. Securities described in this material may not be eligible for sale in all jurisdictions or to 

certain categories of investors. This material may also contain information regarding derivatives and other complex 

financial products. Do not invest in such products unless you fully understand and are willing to assume the risks 

associated with such products. Neither Spectra Markets nor any of its directors, officers, employees, representatives 

or agents, accept any liability whatsoever for any direct, indirect or consequential losses (in contract, tort or otherwise) 

arising from the use of this material or reliance on information contained herein, to the fullest extent allowed by law. 

The opinions expressed in this material represent the current, good faith views of the author at the time of publication. 

Any information contained in this material is not and should not be regarded as investment research or derivatives 

research as determined by the U.S. Securities and Exchange Commission (“SEC”), the U.S. Commodity Futures 

Trading Commission (“CFTC”), the Financial Industry Regulatory Authority (“FINRA”), the National Futures Association 

(“NFA”) or any other relevant regulatory body. The author is currently employed at a trading desk. The opinions may 

not be objective or independent of the interests of the author. Additionally, the author may have consulted with various 

trading desks while preparing this material and a trading desk may have accumulated positions in the financial 

instruments or related derivatives products that are the subject of this material. 

Spectra Markets does not guarantee the accuracy, adequacy or completeness of the information presented in this 

material. Past performance and simulation data do not necessarily indicate future performance. Predictions, opinions 

and other information contained in this material are subject to change continually and without notice of any kind and 

may no longer be true after the date indicated. Any forward-looking statements speak only as of the date they are 

made, and Spectra Markets assumes no duty to and does not undertake to update forward-looking statements. 

Forward-looking statements are subject to numerous assumptions, risks and uncertainties, which change over time. 

Actual results could differ materially from those anticipated in forward-looking statements. The value of any investment 

may also fluctuate as a result of market changes. 

Spectra Markets is affiliated with Spectra FX Solutions LLC, an introducing broker that is registered with the NFA; 

Spectra FX Solutions LLP, which is a registered entity with the U.K.’s Financial Conduct Authority; and SpectrAxe, 

LLC, a swap execution facility that is currently in the process of registering with the CFTC. The disclosures for Spectra 

FX Solutions LLC and Spectra FX Solutions LLP related to the separate businesses of Spectra FX can be found at 

http://www.spectrafx.com/. 
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