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“The world clings to its old mental picture of the stock market because it’s comforting; because it’s so hard to draw a picture of 
what has replaced it; and because the few people able to draw it for you have no interest in doing so.” 

- Michael Lewis, author of the bestseller Flash Boys

SUMMARY OF EVA’S KEY POINTS

The second widespread US equity “Flash Crash” on August 24, 2015 was a wakeup call for investors.

•  In addition to the S&P 500’s 5% fall as the market opened, blue chip stocks and large “exchange traded funds” (ETFs) suffered 
enormous 20%+ drops before recovering almost all of their losses in a matter of minutes.

• As Jeff Dicks explained in our September EVA Chartbook (“Flash Crash 2.0”), this kind of price action is a sign that financial 
markets have changed in a fundamental way. 

The decline of “market making” activity has reduced daily trading volume on major stock exchanges and increased the 

risk of liquidity shortages in times of panic.

• Market makers play a critical role in keeping major financial markets liquid and, at times, have been the only parties standing 
between orderly sell-offs and disorderly crashes.

• By consistently taking the other side of trades – i.e. selling when the herd bought and buying when the herd sold – they 
once accounted for a tremendous share of daily trading volume on the New York Stock Exchange, the NASDAQ, and other 
exchanges.

• Because these firms either went out of business during the 2008 financial crisis or have been forced to operate at much lower 
levels of leverage to comply with new regulations, daily trading volume on the NYSE has been cut in half.

Dramatic changes in the mix of market participants has fundamentally changed the way US equity markets behave.

• As “real money” – including households, institutions, and market makers – has fallen in overall trading since the global 
financial crisis, “high-frequency traders” (HFTs) and ETFs have grown to account for nearly 70% of daily trading. 

• Because of that radical change in market participants, human emotions like fear and greed do not explain everything we are 
seeing in the markets today.

• Now we also have to think about computer programs, passive investment structures, and rules-based investment strategies 
that can collectively increase market fragility and compound selling pressure when markets turn.

• The result is a market where liquidity can dry up without notice and prices can overshoot even further than in the past in 
both directions.

While high-frequency traders account for the lion’s share of trading volume today, they are not market makers and have 

very little skin in the game.

• HFTs are investment firms that have replaced human beings with sophisticated computer programs designed to constantly 
exploit tiny inefficiencies in liquid markets. 

• By colluding with the exchanges and broker/dealers, HFTs have gained a small speed advantage over everyone else in the 
stock market, which allows them to receive, process, and act on information faster than you can even imagine.

• As we saw in the May 2010 “Flash Crash,” HFTs can disappear from the market when trading becomes disorderly, contributing 
to a collapse in perceived liquidity and a steep drop in prices.

In addition to contributing to the fall in trading volume and a rise in herding behavior, the ongoing migration from active 

investing to passive vehicles like exchange traded funds leaves some investors particularly vulnerable.

• ETFs are baskets of securities that trade on the open market and represent various markets, industries, geographies, or 
investment themes.

• As of year-end 2014, ETFs accounted for $2.6 trillion in total assets under management. 
• Because these funds trade on the open market, they are just as vulnerable – perhaps more vulnerable – to sharp dislocations 

given market makers’ limited risk budgets, HFTs’ tendency to withdraw from disorderly markets, and the potential for ETFs to 
continue trading when their underlying constituents are not.
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FIGURE 1: S&P 500—FLASH CRASH—AUGUST 24, 2015

Source: Evergreen GaveKal, Bloomberg 

RAGE AGAINST THE MACHINE

Monday, August 24 was a huge wake up call for US equity investors as the S&P 500 dropped nearly 5% at the open in what my 
colleague, Jeff Dicks, is calling the “Flash Crash 2.0.” 

In one of those moments where you immediately know if you’re taking too much risk in your portfolio (you start feeling afraid 
of potential losses) or if you’ve adequately prepared for a correction (you start feeling excited for potential buying opportunities), 
it felt like the markets were coming unglued with blue chip stocks like CVS, General Electric, and JP Morgan down nearly 20% and 
then snapping back a few minutes later. Trouble is, not all investors snapped back so easily. Unlike the “Flash Crash 1.0” in May 2010, 
the exchanges have allowed all trades made that day to stick.

The scary/exciting thing is that these types of dislocations are now a natural element of the market landscape considering how 
the structure of market participants has changed in recent years. Human emotions like fear and greed are no longer the only forces 
behind market prices. In fact, human beings account for less than half of the trades that occur on the New York Stock Exchange. 
Now we have to think about computer programs, complex algorithms, passive investment structures, and rules-based investment 
strategies that collectively compound the selling pressure when markets turn.

So, you ask, what does this mean for my portfolio?

• The Evergreen GaveKal investment committee is increasingly concerned that a major correction is coming and believes that 
structural changes in the composition of market participants raise the odds of a more severe crash when that time comes.

• Furthermore, temporary dislocations in intraday trading can hurt emotional or ill-prepared investors and/or present 
enormous opportunities for those who have a plan in advance.

These insights argue for rethinking the investment process in five ways:

1. Know your risk tolerance and expect more severe volatility.
2. Don’t allow yourself to get forced out of positions when selling frenzies occur.
3. Have a plan to capitalize on wild price swings, knowing that the regulators may or may not cancel those trades. 
4. Watch for macro or policy breaking points that HFTs cannot anticipate.
5. Slow down and take a longer term view. There is opportunity in chaos!
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Trading no longer happens on the NYSE trading floor… not really. 

FIGURE 2A: CVS CORP—AUGUST 24, 2015 FIGURE 2B: GENERAL ELECTRIC—AUGUST 24,  2015

FIGURE 2C: JP MORGAN—AUGUST 24, 2015

Source: Evergreen GaveKal, Bloomberg 
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It happens here, within a network of computer servers and fiber optic cables.

Most investors still have no idea what these structural changes mean for their portfolios. At the same time that it has become 
virtually impossible to pick up small pricing discrepancies behind lightning-fast computer programs, markets have grown less 
efficient over longer-term horizons with the rise of new and different market players… not to mention far more prone to major 
dislocations in times of panic. 

As Mohammed El-Erian commented in a Bloomberg interview a few weeks ago, programmatic buying and selling amplifies the 
bi-polar swings in markets already driven by greed and fear. 

“I am not as much worried as I am conscious. One should not be surprised at a broader range of market 
overshoots—that is prices that end up at levels well beyond what would be warranted by fundamentals, 
whether it’s upward or downward.” 

With that, let’s examine just how markets have changed in recent years before thinking through an action plan for patient 
investors to manage the risks and capitalize on the opportunities that abound in a market dominated by computer programs and 
passive investment vehicles.

Un-Making the Markets

Investment banks like Lehman Brothers, Bear Stearns, Merrill Lynch, Bank of America, Morgan Stanley, and Goldman Sachs, 
among many others, have played a critical role over the years in keeping major financial markets liquid. By consistently taking the 
other side of trades—selling when the herd bought and buying when the herd sold—these so-called “market makers” accounted 
for a tremendous share of daily trading volumes on major exchanges in the process of grinding out modest, but relatively 
dependable, returns for their shareholders.  

Sometimes, these market makers were the only parties standing between orderly sell-offs and disorderly crashes. Yes, these 
levered behemoths often abused their place in the financial system by making more directional bets that sometimes went terribly 
wrong and threatened their ability to continue making markets. Yes, this kind of behavior contributed to the carnage we saw in 
2008. But nonetheless, market makers played a critical role in the financial markets when they did their jobs.

Unfortunately, market makers are unable to play that role today as a number of firms have either gone out of business (e.g. 
Lehman Brothers), been sold to stronger institutions (e.g. Bear Stearns & Merrill Lynch), or forced to operate at a fraction of their 
previous leverage (e.g. Goldman Sachs, Bank of America, & Morgan Stanley). As you can see in the chart below, the result has 
been a tremendous fall in trading volume on major exchanges like the New York Stock Exchange. In other words, the crisis and 
subsequent regulatory reforms have un-made the markets in a fundamental way.
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FIGURE 4: REAL US EQUITY VOLUMES MAY BE AT DECADE LOWS

Source: Credit Suisse: AES Analysis, Trading Strategy

What’s more, the composition of market players has changed dramatically, leading to greater volatility in daily trading volume. As 
the next chart from Credit Suisse illustrates, the decline of “real money” investors—including market makers, institutional investors, 
and households—has given way to more mechanical players like high-frequency traders (HFTs) and exchange traded funds (ETFs) 
which, together, accounted for nearly 70% of daily US equity volume by 2012.

As a brief aside, I wish I could show you more up-to-date data on the breakdown in trading volume; but that data is no longer 
publicly available. “Only the exchanges would know those numbers with accuracy,” explains Nanex’s Eric Scott Hunsader. “And they 
aren’t talking.” 

Considering the tangled relationships between exchanges, large broker/dealers, and HFT firms, I can’t say it’s a huge surprise 
the exchanges have gone silent. 

Source: The Macro Trader

FIGURE 3: NEW YORK STOCK EXCHANGE TOTAL VOLUME 
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Rise of the Machines

High-frequency traders are investment firms that have replaced human beings for sophisticated computer programs designed 
to constantly exploit tiny inefficiencies in liquid markets. Much like Nathan Rothschild—who supposedly gained an edge in British 
bond markets by learning of Napoleon’s defeat at Waterloo a day before anyone else—the advantage comes down to speed.

By constantly upping their processing capabilities, taking advantage of more efficient fiber optic cables across shorter distances, 
or locating their servers closer to the stock exchanges, the arms race between powerful firms has compressed the time advantage 
to milliseconds… but that’s still enough time for a computer program to gain the upper hand by receiving, processing, and acting 
on information faster than their human competitors.

 
Sometimes that means reacting to key economic releases faster than human traders, or acting on SEC filings before they are 

released to the general public, but most of the time it means buying securities ahead of investors and selling it to them at almost 
unnoticeably higher prices. As best-selling author Michael Lewis (whose resume includes Liar’s Poker, Moneyball, & The Big Short) 
explains in his 2014 blockbuster, Flash Boys, the markets are now effectively rigged to the point that slot machines offer better odds 
of success than short-term trading. It’s impossible to win that game consistently unless you are willing and able to spend billions of 
dollars on computer programs, hardware, and back-room deals with both the exchanges and broker/dealers.  

Aside from the obvious outrage that HFTs are imposing higher execution costs on average investors via a process that looks 
an awful lot like high-speed front-running (or at least unnecessary financial intermediation), what’s really troubling is that these 
players have very little skin in the game. It may look like HFTs are compensating for the fall in market making volume, but HFTs 
are not market makers. They make their money pennies at a time in the course of normal trading, but withdraw entirely when 
conditions deteriorate.

That’s exactly what happened during the first “Flash Crash” on May 6, 2010 when the S&P 500 collapsed by nearly 9% and then 
came roaring back in a matter of minutes. Once market makers had exhausted their abilities to absorb what other market participants 
were selling, a sharp fall in prices prompted HFT firms like Citadel to shut their systems down. Markets that appeared liquid one 
minute were suddenly gapping down the next and triggering both stop-losses and emotional selling. I remember watching the 
whole thing on a Bloomberg terminal as Accenture, alongside other blue chip stocks, dropped inexplicably from $40 at 2:47 PM EST 
to $0.01 at 2:48 PM EST and back to $40 by 3:00 PM EST. Those trades were eventually cancelled by regulators at the New York Stock 
Exchange, but not before sending a powerful warning to those of us who were paying attention. 

FIGURE 5: S&P 500—FLASH CRASH—MAY 6, 2010

Source: Evergreen GaveKal, Bloomberg 

VIRTUAL ADVISOR
The Evergreen6



S E P T E M B E R  18,  2015

SEPTEMBER 18, 2015

Popular explanations—like a “fat finger” trade or, more recently, a single day trader spoofing (i.e, submitting fake orders) from his 
mother’s basement—have painted the Flash Crash as a one-off event, rather than a logical consequence of structural changes. But 
it’s not a freak event. Global financial markets have changed in recent years and these sudden stops are product of that new system.

While we can only guess at HFT’s current trading share of major markets today, we know these programs accounted for nearly 
60% of total equity volume in the US, 40% in Europe, and 30% in Japan when the Flash Crash struck in 2010. 

And we know that the TABB Group, one of the leading providers of HFT-related intelligence, projected the computers’ trading 
volume would rise toward 70% in the US and Europe, and over 30% in Asia, by 2015.

FIGURE 6: HIGH FREQUENCY TRADING GOES GLOBAL

Source: TABB Group, BCG

FIGURE 7: PERCENTAGE OF EQUITY TRADING VOLUME FROM HIGH-FREQUENCY TRADING

Source: Celent, TABB Group, Credit Suisse Advanced Execution Services
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Assuming this trend has continued—as a world of evidence from odd trading patterns to mini-flash crashes across all asset 
classes suggests it has—the global spread of high-frequency-trading represents a massive change in the investment landscape. 
The majority of trading volume in markets around the world now comes from computer programs that only provide liquidity when 
it is not needed. 

Exchange Traded Free Fall

Another major shift in market structure has come with the rise of typically low-cost, passive investment vehicles like exchange 
traded funds (i.e. investment funds that trade on the open market like individual securities).

As you can see in the charts above and below, the share of investors in passive vehicles has more than doubled in recent years 
as total assets in ETFs have risen from roughly $800 billion in 2008 to $2.6 trillion in 2014. 

FIGURE 8: SHARE OF PASSIVELY MANANGED EQUITIES

Source: EPFR, Nomura Quantitative Research 

Source: Evergreen GaveKal

FIGURE 9: THE RISE OF EXCHANGE TRADED FUNDS (ETF) 2003-2014
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As my friend Ben Hunt explained in a recent note (“Season of the Glitch”), a growing share of household and institutional investors 
are “allocating” to passively managed baskets of securities designed to represent various markets, industries, geographies, or 
investment themes, rather than “investing” in fractional shares of real companies generating real cash flows. (We should note that 
investing in ETFs can be an effective way to express a variety of market views over time, but like all tools, we have to understand 
their limitations. While ETFs do trade like individual securities on public exchanges, liquidity is not always a guarantee.)

It should come as no surprise that this migration from active investing to passive vehicles (1) further reduces trading volume in 
individual securities, as less “real money” moves in and out of those markets on a daily basis, and (2) enables herding behavior as 
sudden shifts in sentiment or market momentum can trigger stampedes out of entire markets. 

While such systemic risks certainly raise the odds of sharp dislocations across major financial markets in their own right, ETFs 
—even ETFs that usually boast $1 billion or more in daily trading volume—are also subject to the same problems we are seeing 
in individual securities.  And they are just as vulnerable to flash crashes given market makers’ limited risk budgets, high-frequency 
traders’ tendency to withdraw from disorderly markets, and the potential for ETFs to continue trading when their underlying 
constituents are not.

Just a few weeks ago—on Monday, August 24—we saw a number of typically high-volume ETFs fall as much as 50%, but unlike 
the Flash Crash in 2010 the stock exchanges DID NOT cancel trades made during the brief collapse. While prices recovered over the 
course of the morning, investors who sold into the panic—either as a function of emotion or pre-arranged stop-losses—incurred 
heavy losses. On the flip side, investors who were prepared to pounce on the opportunity have captured sizeable returns.

FIGURE 10A: POWERSHARES S&P 500 LOW VOLATILITY ETF FIGURE 10B: ISHARES CORE S&P 500 ETF

FIGURE 10C: VANGUARD DIVIDENT APPRECIATION ETF

Source: Evergreen GaveKal, Bloomberg 
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Danger AND Opportunity? 

So, you ask, what does all this mean for my portfolio?

My colleagues and I on the Evergreen GaveKal investment committee are increasingly concerned that a major correction is 
coming and the structural changes we’ve just outlined certainly raise the odds of a 1987 or 1929 style free-fall when it finally occurs. 

That said, we also have to be on guard for temporary but extreme turbulence in intra-day trading which, even in isolation, 
present enormous dangers and opportunities. 

This insight argues for rethinking the investment process in a variety of ways.

(1) Know your risk tolerance & expect severe volatility.

Considering that emotional selling in panics can do as much damage to your overall portfolio as an unmitigated equity correction, 
getting in touch with your emotions has never been so important in the investing process. It’s absolutely critical to choose a 
strategic asset allocation framework that matches your risk tolerance… and then stick to it through thick and thin. 

(2) Don’t allow yourself to get forced out of positions when selling frenzies occur.

Stop-losses can get you into serious trouble during flash-crashes—especially stop-losses without a downward limit. In a flash 
crash scenario, a number of investors have found themselves not only stopped out of their positions, but at far lower prices than 
they had planned. 

(3) Have a plan to capitalize on wild price swings, knowing that the regulators may or may not cancel those trades.

In the event that the exchanges allow trades made during a flash crash to stand, these temporary dislocations can provide 
excellent buying opportunities… the kind of buying opportunities we would normally only see in a meaningful equity correction. 
If, for example, I have an opportunity to buy the S&P 500 low volatility ETF at a 50% discount, that more than restores the valuations 
I would need to take a risk on that asset. That said, the only way you can ever hope to capitalize on these kinds of opportunities is 
to have a watch-list of securities you would like to buy and at what prices. The trades may not stand at the end of the day—that 
depends on the exchange on a day by day basis—but trying is certainly worth the effort. We learned an important lesson on this 
front over the past few weeks and stand prepared to buy into this kind of sharp weakness when and if the moment arrives.

(4) Watch for macro or policy breaking points that HFTs cannot anticipate.

Isn’t it interesting that the Flash Crash 1.0 in 2010 and the Flash Crash 2.0 just a few weeks ago both occurred against the 
backdrop of unexpected macro or policy events? In 2010 it was the realization that Greece might default on its sovereign debt 
and wreck Europe’s banks. This time it was China’s decision to un-anchor its currency, which stoked fears of an imminent collapse 
across much of the emerging world. In both cases, something happened to spark a sudden change in sentiment that the HFTs could 
not have anticipated. Watching for these macro breaking points may give you an edge in trying to anticipate the next air-pocket 
moment.

(5) Slow down and take a longer term view. 

You cannot expect to beat the machines at their own game, so play a different game. I firmly believe that if we slow down, allow 
ourselves to think, and do the hard work to understand where the world is going, we can add tremendous value through both asset 
allocation and security selection over time. The returns on macro and company research can be tremendous in a complex world 
where a huge number of investors are moving into passive structures. 

While the markets have changed—and will continue to change—in enormous ways, thoughtful investors who are patient enough 
to take what the market gives them without levering up, and disciplined enough to raise their cash positions when valuations 
are high, have an opportunity to capitalize on both major turns in the market cycle dominated by central banks AND temporary 
dislocations in a market dominated by computer programs. 

Now that machines are magnifying the typical swings—and sudden shifts in human emotions are triggering extreme reactions 
amongst the machines—being a contrarian is an even lonelier experience than it used to be—but that loneliness also has the 
potential to be far more profitable over the long haul. 
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WORTH WRAY
Chief Economist
To contact Worth, email: 
wwray@evergreengavekal.com

Unlike the well-known value manager who went on CNBC a few weeks ago claiming that he was ready to buy, but had no cash, 
you have to be willing to sit with what can be uncomfortably high cash levels during frothy phases in order to capture outsized 
returns. Of course, if it were easy then everyone would be a contrarian. 
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O U R  C U R R E N T  L I K E S  & D I S L I K E S

      This report is for informational purposes only and does not constitute a solicitation or an offer to buy or sell any
      securities mentioned herein. This material has been prepared or is distributed solely for informational purposes only
      and is not a solicitation or an offer to buy any security or instrument or to participate in any trading strategy. All
      of the recommendations and assumptions included in this presentation are based upon current market conditions
      as of the date of this presentation and are subject to change. Past performance is no guarantee of future results. All
      investments involve risk including the loss of principal. All material presented is compiled from sources believed to 
be reliable, but accuracy cannot be guaranteed. Information contained in this report has been obtained from sources believed to be reliable, Evergreen Capital Management LLC makes 
no representation as to its accuracy or completeness, except with respect to the Disclosure Section of the report. Any opinions expressed herein reflect our judgment as of the date of 
the materials and are subject to change without notice. The securities discussed in this report may not be suitable for all investors and are not intended as recommendations of particular 
securities, financial instruments or strategies to particular clients. Investors must make their own investment decisions based on their financial situations and investment objectives.
“The specific securities and ETFs identified and described do not represent all of the securities purchased, held, or sold for advisory clients, and you should not assume that investments 
in the securities were or will be profitable. CVS Corp, General Electric, JP Morgan, Accenture, Vanguard Dividend Appreciation ETF, iShares Core S&P 500 ETF and Powershares S&P 500 
Low Volatility ETF are used to illustrate examples of market volatility.  You should not assume that an investment in any of these securities  was or will be profitable.  ECM currently holds 
CVS, General Electric and JPMorgan, and purchases it for client accounts, if ECM believes that it is a suitable investment for the clients considering various factors, including investment 
objective and risk tolerance.”

WE’RE NEUTR AL ON

I M P O R TA N T  D I S C LO S U R E S

No changes this week. 

WE DON’ T LIKEWE LIKE

• Large-cap growth (on a deeper 
pull back)

• International developed markets 
(on a deeper pull back)

• Canadian REITs

• Intermediate Treasure notes

• BB-rated corporate bonds (i.e., 
high-quality, high yield)

• Cash

• Publicly-traded pipeline 
partnerships yielding 7%-12% 
(MLPs)

• Intermediate-term investment 
grade corporate bonds, yielding 
approximately 4%      

• Gold-mining stocks

• Gold

• Intermediate municipal bonds with 
strong credit ratings

• Long-term municipal bonds

• The Indian stock market

• Long-term Treasury bonds

• Most cyclical resource-based stocks

• Large-cap value

• Short-term investment grade 
corporate bonds

• High-quality preferred stocks 
yielding 6%

• Long-term investment grade 
corporate bonds

• Short yen ETF

• Emerging market bonds (local 
currency)

• Short euro ETF

• Blue chip oil stocks

• Emerging bond markets (dollar-
based)

• Bonds denominated in renminbi 
trading in Hong Kong (dim sum 
bonds)

• Canadian dollar-denominated bonds

• Real Estate Investment Trusts 
(REITs)*

• Small-cap value

• Mid-cap value

• Small-cap growth

• Mid-cap growth

• Floating-rate bank debt ( junk)

• Lower-rated junk bonds

• Emerging stock markets

*However, some small and mid-cap 
issues look attractive (and are becoming 
even more so)
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