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Equity Trading Practices and Market Structure:
Assessing Asset Managers’ Demand for Immediacy

BY NICHOLAS ECONOMIDES AND ROBERT A. SCHWARTZ

This paper summarizes the responses to a questionnaire sent to equity traders through
TraderForum of the Institutional Investor. The respondents manage in total a very significant
percentage of equity assets under management in the United States. The focus of the
questions was the extent of the demand for immediate execution of orders. We found that
the majority of traders are willing to trade patiently if this reduces execution costs. Many
traders indicate that they frequently delay trades to obtain better prices. Most respondents
indicate that they are typicaily given more than a day to implement a large order, that they
typically break up more than 20% of their large orders for execution over time, and that
they regularly take more than a day for a large order that has been broken into lots to be
executed completely. There is a generally positive view of alternative electronic trading
systems, such as Instinet and Investment Technology Group’s POSIT. The key motives for
trading on these systems are reduced market impact, lower spreads, better liquidity, and
anonymity. The respondents indicate that the key changes that would make alternative
electronic systerns more attractive are an increase in execution rates and more convenient
times of trading. The responses to the survey also show that alternative electronic systems
would be used more if the traders did not have soft dollar arrangements.

L. INTRODUCTION

Practitioners and students of the securities markets widely assume that traders
demand immediate execution of their orders. Indeed, a major function of tradi-
tional broker/dealer firms is to provide the services that result in trades being made
‘quickly. In volatile markets, an advantage of trading quickly is that opportunity
costs (i.e., the risk of an asset’s price “getting away” before a portfolio decision
is implemented) are reduced. However, higher direct costs (i.e., market impact,
bid-ask spreads, commissions, and other transaction costs) are generally incurred
when fast executions are obtained. Little information exists about the relative
importance professional asset managers attach to these two types of costs, and
about the tradeoffs they are willing to make between them. The current survey is
motivated by this lack of information. )

The results show that experienced participants often do not trade with maximum
possible speed so as to “nail down” a price, and that they do commonly work their
orders patiently over time. However, the very dynamics of the continuous market
appear to induce a demand to trade quickly. Based on the survey responses, we
conclude that traders would be even more willing to forgo immediacy of execution
if, by so doing, their direct costs of transacting could be further reduced.

Consequently, the survey findings have a major implication for market struc-
ture. Asset managers should be given the opportunity to delay their orders until
predetermined points in time at which they may trade with each other at reduced

Financial Markets, Institutions & Instruments, V. 4, N. 4, November 1995. ® 1995 New York University Salomon
Center. Published by Blackwell Publishers, 238 Main Street, Cambridge, MA 02142, USA, and 108 Cowlcy Road,
Oxford, 0X4 LJF, UK.



2 Nicholas Economides and Robert A. Schwartz

trading cost. The incorporation of an electronic call market would provide the
requisite environment. A call market is an environment that enables buyers and
sellers to meet at pre-determined points in time. We have elsewhere considered
the desirability of holding an electronic call three times a day, along with contin-
uous trading.! The call environment would provide a useful pricing device for
the broad market, while resulting in lower transaction costs (bid-ask spread and
market impact) for individual participants.

In recent years, increasing numbers of institutional investors are breaking out
of traditional molds to explore various proprietary trading systems (PTS). With
the exception of Instinet’s continuous market, the PTSs are crossing networks
(e.g., Instinet’s after hours cross and Investment Technology Group Inc.’s POSIT
system) and call markets that are capable of independent price discovery (e.g.,
the Arizona Stock Exchange’s AZX system). Nevertheless, immediacy continues
to be a major service provided by market centers such as the New York Stock
Exchange (NYSE) and Nasdaq. These market centers operate on the assumption
that participants want instant access to the market, and that they are willing to pay
the price for trading with immediacy.

However, little empirical evidence exists on asset managers’ demand for im-
mediacy. To assess this demand, 825 questionnaires were mailed to traders of
managed equity funds, and 150 responses were received. These respondents rep-
Tresent approximately $1.5 trillion in equity assets under management. In broad
sweep, the responses to the survey suggest that buy-side participants do trade
patiently in an attempt to control execution costs. The key results include:

e Two-thirds of the respondents indicated that they are willing to trade pa-
tiently to reduce execution costs (Table 2).

s Nearly half say they frequently do delay trades in an effort to obtain better
prices (Table 3).

e One-third would regularly or frequently accept a trading delay of one hour
for a $50 stock if they could save 25¢ per share in trading costs (Table 4).

e Nearly a quarter would regularly or frequently accept a trading delay of
three hours for a $50 stock if they could save 25¢ per share in trading costs
(Table 5).

e About one in five would regularly or frequently accept a trading delay of
one hour for a $50 stock if they could gain anonymity on a trade of 10,000
shares or more (Table 6).

Nearly two-thirds regularly or frequently use limit orders (Table 8).
One-third report that 20% or more of their orders for a stock are larger than
the stock’s average daily trading volume (Table 15).

e More than two-thirds typically give more than one day to implement a large

order for a small cap stock (Table 16).

1See Economides and Schwartz (1995).
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e More than half typically give more than one day to implement a large order
for a large cap stock (Table 16).

e Approximately three out of five break up at least 20% of their orders for
100,000 shares or more for execution over a series of trades (Table 17).

e Close to half report that they regularly or frequently take more than one
day to completely execute a large order broken into lots (Table 18).

The picture that emerges is that immediacy is not commonly demanded by buy-
side participants, and that executions for large orders are generally not realized
within brief periods of time (a few hours or less). Respondents appear to be less
concerned about trading quickly than about controlling execution costs, the loss
of anonymity, and the information leakage that occurs when an intermediary is
contacted. Understanding this is essential for making proper decisions with regard
to the structure and regulation of our security markets.

We do not claim that immediacy is never demanded. For specific institutions and
specific situations, the advantages of rapid trading may indeed outweigh the costs
involved. Our objective, however, is not to assess the intensity with which most
asset managers, or even the representative asset manager, demands immediacy.
Rather, we wish to determine whether or not a meaningful number do handle a
substantial proportion of their orders patiently because immediacy is costly.

The paper is organized as follows. Section II discusses the relationship between
market structure and the demand for immediacy. In this section we also present
our reasons for believing that immediacy is not universally demanded. Section ITI
‘discusses the respondents willingness to accept trading delays. In section IV, we
present findings regarding trading practices, order size, and transaction costs. In
section V, we discuss attitudes towards the use of alternative electronic trading
systems. Section VI discusses the sample of respondents and their reasons for
trading. Section VII discusses the differences between active and passive traders
in their responses to the questionnaire. Section VIII contains our concluding
remarks. The Appendix presents the distributed questionnaire.

. II. MARKET STRUCTURE AND THE DEMAND FOR IMMEDIACY:
A REVIEW OF THE ISSUES

An understanding of participants demand for immediacy is key to designing the
trading structure of a securities market. In this section we review alternative market
structures, consider the relationship between market structure and the demand for
immediacy, and briefly review the literature. A major choice in trading design is
between a continuous market and a call market. A continuous market is open for
an extended span of time; e.g., at the New York Stock Exchange trading begins at
9:30 and continues until the 4 p.m. close. During this period, trades are made any
time two contra-side orders cross in price. The continuous market can be a dealer
market (quote-driven) or an agency/auction market (order-driven). Nasdaq in the
U.S. and SEAQ in the U.K. are dealer markets. Examples of the agency/auction
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market include the New York Stock Exchange, the Paris Bourse, the Toronto Stock
Exchange, and the Tokyo Stock Exchange.?

The continuous market has been widely studied by academic researchers. Much
of the microstructure literature has focused on the dealer market. Early analyses
include Garman (1976), Ho and Stoll (1980), Amihud and Mendelsohn (1980),
and Mildenstein and Schleef (1983).3 An analysis of the agency/auction market is
provided in Cohen, Maier, Schwartz, and Whitcomb (1986) and Schwartz (1991).‘

In contrast with a continuous market, orders are batched in a call market for
simultaneous, multilateral execution at a single price, the value that maximizes
the number of shares that trade at the call. Examples of call markets include the
opening procedure on most electronic exchanges (e.g., Toronto’s CATS, Paris’s
CAC, and Tokyo’s CORES), and on non-electronic exchanges such as the NYSE.
Pure electronic call markets include the Tel Aviv Stock Exchange, the Bolsa Mexi-
cana’s Intermediate Market, the Arizona Stock Exchange, and the Paris Borse (for
1859 liguid istues). Breviousty, non-elecuonic calls exisied in Tel Aviv, Paris, and
roughly 100 years ago at the NYSE. Call markets have received significantly less
attention than continuous markets in the academic literature. Studies of the call
market include Cohen and Schwartz (1989), Economides and Schwartz (1995),
Schwartz (1996), and Amihud and Mendelson (1985).

In comparison with continuous trading, the call market has distinct advantages
as a trading environment. These include enhanced price discovery, elimination of
the bid-ask spread, reduced market impact of large orders, superior handling of
limit orders and, in general, easier order handling and better market surveillance.
An often-noted disadvantage of call market trading is that it does not provide
immediate access to the market over an extended period of time.* However, this
is not a problem if call market trading is integrated with continuous trading.”
Nevertheless, if multiple calls are held during a trading day, one might question
whether or not a sufficient number of participants will postpone their orders so that
the intraday calls may be viable. Traders will postpone orders or not depending
on their demand for immediacy and on the price of immediacy in a continuous
market.

Clearly the sell side of the market has a vested interest in supplying immediacy.
1t is difficult in a continuous market for ultimate buyers and sellers to find each

2Continuous markets may also include a dealer, such as the specialist on the New York Stock
Exchange.

3For further discussion and references, see Schwartz (1991).

4Further references are provided in both of these books.

5For further discussion of call markets, see Economides and Schwartz (1995). The role of liquidity
in financial exchange is discussed in Economides (1993), (1995). For an analysis of positive size
effects of financial and other networks see Economides (1996).

SEconomides and Siow (1988) and Garbade and Silber (1976), (1979) analyze the cost of longer
waiting until execution and balance it with the benefit of participating in a more liquid market.
. TFor further discussion of the integration of call and continuous trading see Handa and Schwartz
(1996), Economides and Heisler (1995).
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other quickly without the services of broker/dealers. However, when a meeting
point in time is pre-specified (i.e., the time of a call), buyers and sellers can more
easily find each other without the services of intermediaries. The key question is,
“are buy-side traders willing to wait?” ‘

We anticipate that an appreciable number of them will answer “yes”. Cer-
tainly, the pace with which trading progresses in a continuous market is not in
harmony with the pace with which the underlying investment decisions are com-
monly made.? Institutional decision making with respect to fundamental infor-
mation takes time. Investment decisions commonly involve information gathering
and analysis, and the entire process can take place over a period of several days.
But once a decision has been made, an order is typically brought to a continuous
trading environment that accentuates the importance of minutes and even seconds.
Time is suddenly of the essence. Is it likely that the value of a decision made
over a period of a day or more can decay within the span of an hour or less?
Or, is the demand for immediacy generated endogenously by the dynamics of the
continuous market? Certainly part of the demand for immediacy comes from the
price dynamics of the continuous market. Rapid trading may be motivated by
knowledge of the order flow and by charting signals.

Regarding the fundamental determinants of share value, we distinguish two
types of information release: natural (e.g., an earthquake or fire) and managed
(e.g., an unemployment or earnings report). The introduction of a call market
would enable the pace at which managed information is released and portfolio
decisions are made to be better harmonized with the pace at which trading is
pursued. That is, both news releases and institutional investor portfolio decisions
could be timed with reference to the schedule of the calls.

The conventional wisdom is thatimmediacy is provided by a continuous market.
On the contrary, the continuous market may actually make it more difficult for
institutional investors to execute large orders at reasonable cost by the end of a
trading day. Data collected by the Plexus Group indicate that roughly 67% of the
orders given to buy-side trading desks are for more than half of the stocks’ average
daily trading volumes, and 40% of the orders are for more than the total average
daily trading volume for the stocks.” Orders of this size cannot be traded quickly
in the continuous market at acceptable levels of cost. The reality is that immediacy
is not always obtained in a continuous market.

It is also conventionally believed that intermediaries provide buy-side partic-
ipants with anonymity vis-a-vis each other. And they do. However, buy-side
participants are increasingly concerned about the loss of anonymity to sell-side
‘broker/dealers. It is also becoming apparent that anonymity can be provided by
an electronic trading system, and it certainly is characteristic of call market trad-

$The pace of trading in a continuous market has accelerated with the application of information
technology.
9See Wagner and Edwards (1993).
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ing. We expect that buy-side participants will be willing to forsake immediacy for
disintermediation and anonymity.

All things considered, picture an institutional investor who makes a portfolio
decision at 2 p.m. when a market call is scheduled for the 4 p.m. close. The
investor could avoid paying the price of intermediation and immediacy by waiting
two hours and trading at lower cost at the 4 p.m. close. By waiting, he or she
has effectively unbundled the act of “trading” from the “immediacy” of the trade.
If enough participants do this, they will naturally meet without the assistance of
intermediaries, and the intra-day calls will be viable.

1. RESPONDENTS’ WILLINGNESS TO ACCEPT A TRADING DELAY

“The archetypal role of a dealer is to provide the liquidity that enables investors to
trade with immediacy. “Immediacy,” however, is a vague concept. For retail-sized
orders, it could mean the ability to trade within a few minutes. Large institutional
orders, however, would incur unacceptably large execution costs (bid-ask spread
plus market impact) if executed so quickly. An asset manager seeking to buy
100,000 shares of a stock that on average trades 200,000 shares a day, might
consider an execution obtained within an hour or even a day to be immediate. This
section of the paper contains our findings with regard to various issues concerning
the patience with which a respondent is willing to seck a trade.

The first issue we address concerns the meaning of immediacy itself: how
quickly must a trade be made to be considered immediate? Respondents were also
asked what they would be willing to pay for immediacy, and how frequently they
doin fact delay a trade in an attempt to obtain a better price. Respondents were also
asked about their willingness to accept a trading delay to reduce their trading costs
or to gain anonymity. The extent to which index options and/or futures are used
so that shares may be traded more patiently in the cash market, and the frequency
with which limit orders are used also are reported here.

TME IN WHICH YOU CONSIDER A TRADE TO BE IMMEDIATE

With regard to the meaning of immediacy, we asked respondents if they would
consider a trade to be immediate if it executed within a stated period of time
(Table 1). The majority (71%) answered that a trade must be realized in under 10
minutes to be considered immediate. Only 3% answered “within 2 hours,” and
6% said “within one day.”

‘WILLINGNESS TO TRADE PATIENTLY TO REDUCE EXECUTION COSTS

Having established a sense of what the respondents consider “immediacy” to be,
the questionnaire asked about the respondents’ willingness to trade patiently if
their execution costs could be reduced by doing so (Table 2). A total of 67%
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Table 1: Time In Which You Consider A Trade To Be Immediate

Number of Respondents | Percentage of Respondents
Under 10 minutes 107 71.3
1 Hour 1 3
2 Hours 4 2.7
1 Day 9 6.0
Other 7 4.7
No Answer 1 0.7

Table 2: Willingness To Trade Patiently To Reduce Execution Costs

Number of | Percentage of
Respondents | Respondents
5 (Very Willing) 51 340
4 50 333
3 34 227
2 6 40
1 (Not at All Willing) 6 4.0
No Answer 3 20

indicated that they would be willing or very willing to delay a trade if it reduced
their costs. Only 8% said they would not be willing.

THE FREQUENCY WITH WHICH A TRADE IS DELAYED TO OBTAIN A PRICE MORE
FAVORABLE THAN THE CURRENT MARKET PRICE

Willingness is one thing; the perception of how frequently a trade is delayed is
-another. Therefore, the questionnaire asked how frequently traders in fact delay a
trade in an attempt to obtain a price that is more favorable than the price currently
prevailing on the market (Table 3). The vast majority (77%) of respondents said
they delay trades in hopes of finding a better price for 25-75% of their trades.
Only 11% said they “never” or “rarely” delay a trade for a better price. The
preponderance of the respondents perceive it desirable to trade patiently.

WILLINGNESS TO ACCEPT A TRADING DELAY OF ONE HOUR FOR A $50 STOCK
IF YOU COULD SAVE 25¢ PER SHARE IN TRADING COSTS

Evidence on the demand for immediacy was also obtained by asking respondents
whether they would be willing to accept a trading delay of one hour if, by so doing,
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Table 3: The Frequency With Which A Trade Is Delayed To Obtain A Price More
Favorable Than The Current Market Price

Number of | Percentage of
Respondents | Respondents
Never 3 2.0
Rarely
(1-24% Trades) 14 9.3
Sometimes
(25-49% of Trades) 62 41.3
Regularly
(50-74% of Trades) 53 353
Frequently
(75-100% of Trades) 16 10.7
Don’t Know/Not Sure 1 0.7
No Answer 1 0.7

Table 4: Willingness to Accept A Trading Delay Of One Hour For A $50 Stock If
You Could Save 25¢ Per Share In Trading Costs

Number of | Percentage of
Respondents | Respondents

Never 24 16
Rarely

(1-24% Trades) 13 8.7
Sometimes

(25-49% of Trades) 29 19.3
Regularly

(50-74% of Trades) 22 14.7
Frequently

(75-100% of Trades) 27 18.0
Don’t Know/Not Sure 19 12.7
No Answer 16 10.7

they could decrease trading costs by 25¢ a share for a $50 stock (Table 4). One
in four respondents said they would “rarely” or “never” delay a trade for an hour
to reduce costs. On the other hand, more than half said they would be willing to
delay a trade to reduce costs on some or all of their trades.
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