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DMA Back In Play
As many of our investors may recall from our conversations and letters, one of the State
Council’s main objectives this year is to improve financial market functioning via
improved supervision, less-restrictive policies, and, naturally, to further open financial
markets. We got the first taste of this in February, when Yi Huiman, the new head of the
CSRC, outlined some initial plans. One policy stood out to us—the desire to revive direct
market access (DMA), which will once again open the door to high frequency trading
(HFT) in China.
This policy, which we expect may be approved later this year, will allow us to execute a
suite of methods to increase our excess returns. In this monthly, we will discuss high
frequency trading in the A-share market, how Jasper Capital already capitalizes on HFT
to generate alpha signals, and how we plan to implement HFT, once approved, to
implement more advanced transaction cost models.

History
The history of high frequency trading in China is similar to that of any other crisis-era
policy; a severe overreaction made without all the information that has led to
unintended consequences. In response to the market rout of 2015, Beijing severely
overreacted by literally pulling the plug on DMA connections, effectively eliminating
algorithmic trading in A-shares. This has made the market’s mechanism for price
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formation less efficient, compounding the negative liquidity effects already existing
from the ban on short-selling. This structural shortcoming in market liquidity creates
disadvantages vis-à-vis other markets, such as creating systemically higher transaction
costs.
But people will find a way, and the industrious culture of onshore capitalism indeed has.
These days, “HFT” trading consists of trading an existing long book intraday and never
going below starting position sizes. These “HFT” variants performed well last year, with
some firms returning upwards of 30%. However, as in nature, the consequence of speed
is size. Most of these funds cannot scale and top out at less than $10 million.

Application
Jasper does not engage in high frequency trading. Rather, we have deconstructed the
behavior of various specialist funds to develop signals predicated on minute-level trade
flows and tick-level data combined with other sources to forecast the patterns of these
institutions, which include HFTs. Various permutations are thusly derived taking
momentum and mean-reversion tendencies of these iterations into consideration. Yet,
as with almost everything in the A-share market, the consistency of signal performance
predicated on market technicals and trade flows at a certain frequency relies heavily on
volumes, as demonstrated in the chart below where we compare onshore exchange
turnover ratio to the precision of Jasper HFT signal (measured as a modified adjusted Rsquared between the signal and model returns).

Hence, as trading volumes increase the ability for our signal to accurately predict
expected returns increases, enhancing our return profile. It has the added benefit of
providing a diversifying alpha signal to our library and integrated model. As the chart the
below demonstrates, the predictive ability of another one of Jasper Capital’s HFTderived alpha signals has incrementally improved since the start of the year as we
continue to fine-tune it.
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For example, we have taken our methods a step further by taking these HFT signals, and
their components, as inputs into machine learning models to develop lower frequency
signals, which are proving quite robust in backtesting. We hope to deploy these signals
in the coming months.
We continue to develop newer signals from these recently created signals given the
Chinese market is rapidly evolving with more participants entering the onshore market.
This begets the question of how long one can expect HFT signals prove resilient and,
most importantly, profitable? Using the experience of the U.S. market, there is an
equilibrium level that is eventually found. TABB Group’s annual data going back to 2006
on high frequency trading volumes on the New York Stock Exchange (NYSE) suggests
that an equilibrium level can be found in the 51% +/- 3% of average daily trading volume
range. So, HFT in China has more room to run, but its path will by no means be linear,
compelling us to continue to evolve our signals to ensure that we capitalize on as many
opportunities as possible.
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But we foresee HFT algorithms having a more fixed position as a method in our
transaction cost models to reduce slippage. Currently, we can expect to experience
around 10 basis points in slippage versus daily volume-weighted average price when
trading A-shares onshore due to the inefficiencies mentioned at the start. Our
experimentation with higher frequency trading algorithms for order execution has
dramatically reduced these frictions. Furthermore, Jasper’s experimental market neutral
strategy that employs algorithmic trading strategies showed a positive contribution to
excess return from slippage, illustrating that we can not only limit costs but effectively
have positive contributions to returns from these techniques.
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