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Michael Lewis returns to Wall Street to report on a high-tech predator stalking the 
equity markets.
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High-frequency trading is often poorly understood. The name seems to give 
the impression of amoral traders using the speed of their computers to out-
maneuver the average retail investor. Michael Lewis capitalizes on this sen-
timent in his recent book Flash Boys, and blames the industry for “ripping 
off the retirement saves of the entire country through systematic fraud.” 
Lewis focuses his story on a group of former employees of the Royal Bank of 
Canada who set out to create an exchange that would protect average trad-
ers from becoming the prey of high-frequency traders. In the process, Lewis 
gives a detailed account of the industry’s origins and moral implications.

The Basics of High-Frequency Trading

Essentially, according to Lewis, high-frequency trading involves two forms of 
DUELWUDJH��7KH�ÀUVW�KH�FDOOV�´HOHFWURQLF�IURQW�UXQQLQJ�µ�+LJK�IUHTXHQF\�WUDG-
ers design programs to determine an investor’s likely course of action in the 
stock market and then try to make the trades ahead of that investor. Say, for 
H[DPSOH��D�SRUWIROLR�PDQDJHU�ZDQWHG�WR�EX\���������VKDUHV�RI�0LFURVRIW��
Doing so outright would drive up the price of Microsoft stock, costing the 
portfolio manager additional money. To prevent this from happening, bro-
kers will often break up large orders into many smaller ones and send them 
out to the various exchanges operated by banks and broker-dealers. Ideally, 
breaking up the order in this way would prevent the market from realizing 
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that such a large order is coming and would keep the price of Microsoft 
stock from rising too high. However, high-frequency traders have designed 
programs to discern the likely behavior of brokers based on the orders they 
send out. These traders use the speed of their computers to buy up Micro-
soft shares before the broker is able to, and then sell it back to the broker 
at a slightly higher price than he would have gotten without the presence of 
the high-frequency trader.

Lewis calls the second form of arbitrage used by high-frequency traders 
“slow market arbitrage.” The modern American stock market involves a few 
dozen individual exchanges, all listing the same stocks. When the price of 
a stock on one exchange moves slightly, it will take a few microseconds for 
the other exchanges to react. High-frequency traders use the speed of their 
computers to take advantage of this momentary mispricing by buying the 
stock on the exchange where it is slightly cheaper, selling it on the exchange 
where it is slightly more expensive, and pocketing the difference. 
Both of these forms of arbitrage came about with the recent deregulation of 
H[FKDQJHV��%HIRUH�WKH�����V��DOO�WUDGLQJ�ZDV�GRQH�RQ�WKH�1<6(�RU�WKH�1$6-
DAQ, but over time the Securities and Exchange Commission (SEC) has al-
lowed banks and broker-dealers to set up their own exchanges, often called 
“dark pools.” The banks and broker-dealers then sell access to their dark 
pools to high-frequency traders, who pay large amounts of money in order 
to get more information about the orders being placed inside each dark 
pool. The traders use this special access to gain more information about 
what investors are likely to do, allowing them to better perform both types 
of arbitrage.

Flash Boys focuses on a group of traders from the Royal Bank of Canada 
ZKR�OHIW�WKHLU�MREV�WR�IRXQG�WKH�,QYHVWRU·V�([FKDQJH��DOVR�NQRZQ�DV�,(;��LQ�
������,Q�RUGHU�WR�FRPEDW�WKH�´SUHGDWRU\µ�QDWXUH�RI�KLJK�IUHTXHQF\�WUDGLQJ��
WKH� ,(;�GHOD\V�DOO�RUGHUV�IRU�����PLFURVHFRQGV��ZKLFK�WKH\�KDYH�IRXQG�WR�
EH�HQRXJK�WLPH�WR�VLJQLÀFDQWO\�UHGXFH�WKH�DGYDQWDJH�RI�WKH�KLJK�IUHTXHQF\�
traders. These men (they are almost all men), thought that the behavior of 
the high-frequency traders was predatory and investors needed a way to 
avoid being taken advantage of.

The Moral Implications of High-Frequency Trading

Front-running is when a broker buys a stock before a big investor, allowing 
WKH�EURNHU�WR�SURÀW�IURP�WKH�LQFUHDVH�LQ�SULFH�RI�WKH�VWRFN�WKDW�KDSSHQV�ZKHQ�
a big order is placed. This behavior is clearly both immoral and illegal. The 
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broker is using non-public information (the investor’s intention to buy the 
VWRFN��WR�SURÀW�DW�WKH�H[SHQVH�RI�KLV�FOLHQW��+RZHYHU��D�WKLUG�SDUW\�XVLQJ�SXE-
lic information to make an educated guess about an investor’s intentions is 
reasonable, and in fact quite common. The price of stocks are routinely bid 
up when the market suspects the underlying companies are likely targets 
for takeovers. In this case, speculators used public knowledge and their own 
intuition to try and predict the movement of the stocks’ prices, which is not 
LOOHJDO�RU�LQ�DQ\�ZD\�D�IRUP�RI�WKHIW��7KLV�LV�VRPHZKDW�VLPLODU�WR�WKH�ÀUVW�W\SH�
of arbitrage utilized by high frequency traders, what Lewis called “electronic 
front-running,” as the traders are trying to predict the behavior of investors 
based on their actions in the market. The question of whether or not these 
actions are immoral boils down to what type of information are they using, is 
it public, and how did they get it?

Rather than recognizing this issue, Lewis indicts the entire industry. 
+LV�ERRN�LV�SHSSHUHG�ZLWK�DFFXVDWLRQV��VXFK�DV�´WKH�86�ÀQDQFLDO�PDUNHWV�
had always been either corrupt or about to be corrupted.” He even claims 
“the stock market at bottom was rigged. The icon of global capitalism was a 
fraud.” The book is mostly incendiary and over-the-top, with little discussion 
of the nuances of the industry. We are not given any reason to believe that 
other investors could also perform the same type of arbitrage if they had 
the appropriate hardware and software. What makes high-frequency trading 
so morally wrong? Lewis does not give us a discussion of why he thinks it is 
bad; we are left to take his accusations at face value. 

For example, there should be little doubt in most people’s minds that the 
second type of arbitrage used by high-frequency traders, “slow market arbi-
trage,” is actually good for the market. Mispricings between exchanges are 
LQHIÀFLHQW��DQG�LQHIÀFLHQF\�FRVWV�WKH�HFRQRP\�PRQH\��+LJK�IUHTXHQF\�WUDG-
HUV�UHGXFH�WKLV�LQHIÀFLHQF\�E\�FRUUHFWLQJ�PLVSULFLQJV��)URP�WKH�GD\V�RI�WKH�
earliest arbitrageurs correcting the price of gold between Paris and London, 
WKLV� W\SH� RI� WUDQVDFWLRQ� KDV� EHQHÀWHG� WKH� HFRQRP\� E\� SUHYHQWLQJ� DVVHWV�
from becoming too expensive or too cheap in different locations. A transac-
tion at a price that is “too cheap” or “too expensive” means someone is be-
LQJ�´ULSSHG�RIIµ��WR�XVH�/HZLV·V�WHUP���7KLV�LQHIÀFLHQF\�WDNHV�YDOXH�RXW�RI�WKH�
economy, costing all of society.

$V�IRU�WKH�ÀUVW�W\SH�RI�DUELWUDJH��´HOHFWURQLF�IURQW�UXQQLQJ�µ�WKH�PRUDOLW\�
of this type of action depends on the information used. It is clear from Lew-
is’s discussion of this topic that the banks and broker-dealers running dark 
pools went out of their way to give high-frequency traders an advantage. The 
�����GLIIHUHQW�RUGHU� W\SHV�DQG�SULYLOHJHG�DFFHVV�JLYHQ� WR�KLJK�IUHTXHQF\�
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traders were meant for them to have an additional advantage over more tra-
ditional investors. But is this advantage unfair? It would be unwise to argue 
WKDW�LQYHVWRUV�SXUFKDVLQJ�UHVHDUFK�UHSRUWV�RQ�VSHFLÀF�VWRFNV�KDYH�DQ�XQIDLU�
advantage; even though they are paying for information that is not generally 
known to the public, the research report is based on public information and 
everyone has the opportunity to buy it. Is the access to dark pools more 
similar to the purchasing of additional research, or is it more like traditional 
front-running? Unfortunately, Lewis refuses to engage in this debate and 
indicts the entire industry without analyzing the moral implications of what 
they are doing. To him, this is pure theft, plain and simple. While it is prob-
DEO\�ZLVH�WR�PDLQWDLQ�D�KHDOWK\�VNHSWLFLVP�RI�WKH�ÀQDQFLDO� LQGXVWU\� LQ�WKH�
wake of the recent crisis, Lewis’s bold accusations need more honest and 
impartial analysis to be truly believable.

Some institutional investors even go so far as to endorse high-frequency 
trading. Clifford Asness and Michael Mendelson, two employees of the in-
vestment fund AQR Capital Management, recently penned an opinion piece 
in the Wall Street Journal in support of the industry.� They argue that high-
IUHTXHQF\�WUDGLQJ�KDV�ORZHUHG�WKH�FRVWV�RI�LQYHVWLQJ�DQG�WKDW�´D�PRUH�HIÀ-
cient market shouldn’t be mistaken for an unfair one.” The speed necessary 
to be a successful high-frequency trader, they write, isn’t in order to defraud 
the average retail investor, but to “get ahead” of other high-frequency trad-
HUV�� 7KH� DYHUDJH� UHWDLO� LQYHVWRU� DFWXDOO\� EHQHÀWV� EHFDXVH�RI� WKH� UHGXFHG�
costs of trading. They argue: “But there has been one unambiguous win-
ner, the retail investors who trade for themselves. Their small orders are a 
perfect match for today’s narrow bid-offer spread, small average-trade-size 
PDUNHW��)RU�WKH�ÀUVW�WLPH�LQ�KLVWRU\��0DLQ�6WUHHW�PLJKW�KDYH�LW�ULJJHG�DJDLQVW�
Wall Street.”

If high-frequency trading is so morally wrong according to Lewis, it would 
seem that he should have some policy implications. What should the govern-
ment do? Should high-frequency trading be banned? Unfortunately, there 
is no discussion of these questions in the books. It seems, though, that 
the market can solve this problem (assuming it is a problem). Exchanges 
OLNH� ,(;�FDQ�PDNH�PRQH\�E\�SURYLGLQJ� LQYHVWRUV�D�SODWIRUP� WR�DYRLG�KLJK�
frequency trading, so that only those who don’t care or want to interact with 
high-frequency traders have to. Additionally, much of what seemed to anger 
Lewis was actually caused by the operators of the dark pools—the banks 
and broker-dealers. The privileged access and many types of orders they of-

�� $VQHVV��&OLIIRUG�DQG�0HQGHOVRQ��0LFKDHO��´+LJK�)UHTXHQF\�+\SHUEROH�µ The Wall Street Journal, 
$SULO���������
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fered are now being heavily scrutinized thanks to Lewis’s book. This sort of 
attention tends to be more powerful than many forms of SEC regulation. The 
banks operating dark pools interact with thousands of clients beyond just 
high-frequency traders, and any anger from them would powerfully pressure 
WKH�EDQNV�WR�GLVFORVH�PRUH�DQG�EHKDYH�EHWWHU��7KH�ÀQDQFH�LQGXVWU\�KDV�D�
way of setting things to their advantage when no one is looking, meaning 
that this type of public oversight is good for the industry. Lewis’s book, de-
spite its somewhat audacious accusations and unbalanced portrayal, will do 
more to illuminate that shadowy world of dark pools than any government 
intervention. Y


