AUTOMATED TRADING IN THE

ENERGY MARKETS

By Ben Thacker, Baringa Partners

In the fast-paced, highly volatile financial markets it is
almost impossible to find any brokerage or asset
manager that does not employ automated and
algorithmic trading to some degree. The high volume of
throughput, the complexity of trading strategies and
structured instruments, and the fact that even a minute’s
delay can shave thousands of dollars from the value of a
deal have all driven automation to the heart of the
trading process.

Properly implemented, automated trading applications
offer low-latency, real-time, zero-touch processing of
thousands of orders per hour. These processes
significantly drive down transaction costs, using facilities

such as Direct Market Access (DMA) to create more
efficient activity in the markets. At the same time
advanced algorithms enable traders to respond to what-
if scenarios, execute correlated trades, split and route
orders to optimal destinations, and minimise impact on
the market.

However, despite the fact that many capital market
participants have made significant forays into the energy
markets, and now represent a sizeable number of
counterparties, the sophistication of technology used in
the financial sector - for even the most vanilla of trades
- has yet to make the transition.
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But now that could all be about to change. The markets
are developing and with banks and hedge funds taking
financial and physical positions in both energy and other
commodities - current crises notwithstanding - the
demand for automated and algorithmic trading
capabilities are growing. Increased liberalisation and
growing levels of liguidity only add to the clamour as
more and more players look to automate high volumes
of trades.

In fact, the current situation might best be described as
a narrowing breathing space before the technological
arms race. Incumbents are ditching the spreadsheets
that have sustained them so far, weighing up their
options and looking at how best to maintain competitive
advantage. Indeed, major capital market players can
already leverage their existing solutions into the
commodity markets, creating additional urgency for
other market participants.

But as with any major technological implementation,
wholesale and ill-considered adoption is unlikely to
prove successful. So what are the key points for market
participants to consider when looking at the options
they face?

Inspiration not Replication

The first point to remember is that the energy markets
cannot simply import the solutions seen in the financial
sector. Instead the finance markets should be seen as an
inspiration rather than a model to copy directly.

This is partly because of the underlying structure of the
energy market and the nature of major incumbents,
which mean that energy traders face unigue constraints.
Any initial similarities between financial and energy
markets hide important differences that have strong
implications for the deployment of new trading
solutions.

The various regulatory environments in which European
energy traders operate contrast strongly with the
relative homogeneity of the equity trading rules. And
although differences can be found among financial
trading processes, for example in clearing and
settlements, energy transactions are also subject to a far

greater number of variables including scheduling
deadlines, quality conversion calculations, system
balancing reguirements, and transmission and freight
concerns.

The nature of vertically-integrated energy traders means
that appetite for market risk will almost always be less
than that demonstrated in the financial sector. The need
to manage physical assets, a large customer base that
can approach tens of millions, and a valuable brand and
market identity that often incorporates a position as
national ‘champion’, all provide a great incentive to
adopt a ‘wait-and-see’ approach with regards to radical
changes in trading strategy. Even as liberalisation of
energy markets accelerates, and energy companies take
on more characteristics of financial traders, the approach
to new technologies and processes is likely to remain
markedly different due to differing market drivers and
organisational instincts.

Because the capital market institutions have greater
experience with these systems, at this stage it is the
non-physical participants in the energy markets who
hold all the cards. Currently, major European markets do
not currently appear to be affected by this head start.
But further liberalisation, volatility and liguidity will
almost certainly change the status quo.

The relationship between Algo and Auto
Trading

Algo and auto trading are not synonymous, and it is
important to understand the distinction. Automated
trading - or programmatic trading - can be applied to
any zero-touch, or straight-through processing. The
technology that supports it can generally accept market
instructions of several types, including open orders with
no expiry date/time and ‘fill-or-kill' orders, through to
more complex instructions, such as those with limited
windows or multiple orders with interdependencies.

Algorithmic trading refers to the more complex analytics
that process live market data and run routines of varying
sophistication to determine the trading action that
should be taken. Algorithms are frequently used to
identify market trends and behaviours, and can offer
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advanced analytics for live data well beyond the
capabilities of manual processes. They have the
advantage of an ‘impartial’ market view that is
unaffected by irrelevant factors, while being flexible
enough to codify very sophisticated understandings of
market behaviour.

In short, an automated solution enables the trade to be
executed with the lowest possibly latency, or delay, while
algorithmic trading attempts to define what should be
traded in the first place. In many ways, automated
trading is an extension of existing STP technigues, while
algorithmic trading is a realisation of trading strategies
that might otherwise be managed in spreadsheets or
even in traders’ heads.

For this reason, algorithmic trading represents a long-
term enhancement to a settled, embedded automated
solution. Basic strategies such as Volume Weighted
Average Pricing, or trend analysis using Simple Moving
Averages, can guickly be developed and customised to
offer unigue market metrics. Algorithmic trading can
therefore offer sophisticated decision-making
improvements. But in most cases immediate benefits -
and lower risks - can be realised through automating
strategies that are still manually directed.

The challenges of introducing new
Technology

The implementation process is no mean undertaking.
Because of the perceived unfamiliarity of these
applications and the elimination of human intervention,
scrutiny from internal risk managers is likely to be high.
A direct market-facing solution which has multiple
interfaces with key internal and external systems,
including scheduling and risk reporting applications,
must be fully understood and rigorously tested.

There are also behavioural risks to consider. Traders
must be clear about the behaviour of orders once they
have been entered in an automated application, and how
they will impact manually managed positions and trades.
Unless the chosen solution is straightforward and
transparent in its management of orders, there is a risk
that its users will fail to manage their trading activity
correctly.

Paradoxically, given the greater data complexity involved,
an algorithmic solution implemented in isolation creates
fewer operational risks. Since an algorithmic application
in isolation will not interface directly with external
systems, it is not specifically market-facing, and arguably
the unexpected behaviour of the application can be
considered a lower risk. But when algorithmic trading is
integrated with analytics and data, that requires greater
understanding of the potential output. Any set of
algorithmic logic must be heavily regression-tested on
the understanding that even testing against historical
data cannot capture future risk perfectly.

Concerns about how the technology will be used should
also be addressed. These systems should be, first and
foremost, considered a trader’s tool, rather than a
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