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Today’s Equity Markets

Insights for the Long-term Investor
by Jim McCaughan, Chief Executive Officer, Principal Global Investors

This paper explores some of the causes of equity market volatility, looks at the impact on investors, and
recommends actions regulators should take to restore trust in markets. Most importantly, it suggests strategies for
how long-term investors should best adapt to these unsettled conditions.
Since 2008, extreme volatility has become a defining characteristic of equity markets. At the time of writing, year-to-date
U.S. equity returns are notably flat for 2011, even though volatility has been consistently high, with much-too-frequent daily
moves of 3% to 5%. The “flash crash” of May 6, 2010 was an especially dramatic example of this volatility. In the United
States, the Dow tumbled 990 points in approximately five minutes. It then snapped back just as abruptly, recouping 543
points in less than two minutes.
This punishing volatility has understandably dissuaded many investors – including individual investors saving for retirement
– from putting their money to work. Also weighing on the minds of investors is the “lost decade,” a time period covering
roughly the first ten years of the current century when equity investments essentially netted zero returns. Both are
understandable concerns, but I would suggest that giving up on equities would be a big mistake. Ownership of equity can
be expected to give the highest return available to the retirement investor.
To find a solution, it helps to understand the problem. The long-term investor should start by recognizing how the structure
of equity markets has changed. Technology has radically transformed the speed and interconnectivity of markets. At the
same time, the number of exchanges has proliferated such that a significant percentage of trading volume now takes place
outside traditional exchanges. One problem is that while technology and market practices have been undergoing profound
changes, the rules that help ensure transparency and confidence have not kept pace. Transparency requires clear and timely
reporting of prices and transactions. Confidence rests on clear rules of conduct for market participants and appropriate
enforcement if those rules are broken.
In short, investors are confronted with a new market
landscape and the changes in equity markets are here to
stay. However, I believe that by understanding today’s
markets and working with a trusted advisor, the long-term
investor can mitigate the stress of investing and make wise
choices.

“Extreme volatility has become a
defining characteristic of equity
markets.”
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Navigating the New Market Landscape

What Should Investors Do?

Several elements define the new market landscape, and each offers
investors both opportunities and risks.

Investors have become understandably fearful of
the extreme fluctuations in portfolio values. In
some cases, their instinct is to abandon equities,
since following these chaotic valuation changes
seems like a road to madness.

High frequency trading (HFT) is a controversial activity, and rightly so.
Advocates claim that it improves liquidity in the market while reducing
trading costs. However, the reality is that HFT funds have a history of
abandoning markets just when liquidity was needed the most – during
times of market stress. They are fair-weather liquidity suppliers – providing
liquidity only when it is not needed! These sudden withdrawals of
liquidity attributed to HFT funds contributed to the volatility surrounding
the 2010 flash crash and other mini crashes since.
The proprietary computer algorithms that typify HFT make it an opaque
process, but the underlying aims of HFT are really quite simple. When
there is a large order, HFT algorithms attempt to get in ahead of it and
profit from the market impact of that large order. There are two main
ways of identifying these opportunities. The first is through “sponsored
access,” exchanges giving information aimed at market makers to these
HFT funds. The second is through “pinging.” Much like the sonar operator
on a submarine emits a pulse of noise – a ping – and listens for echoes
to identify other vessels, HFT funds will routinely ping large numbers of
orders that are slightly off market prices to see which ones get executed.
This gives HFT funds an indication of where the large buy and sell orders
are, enabling them to get in or out of the market ahead of those large
orders. Not surprisingly, the vast majority of these pinged orders are
rapidly cancelled.
Viewed in this light, most HFT activity appears to be little more than
structured front running, where the profits come at the expense of longterm investors. Furthermore the large volume of orders, both executed
and cancelled, puts great stress on the trading and settlement systems;
this has contributed to the large volumes of failed settlements in recent
years.
What should be done? In regard to “sponsored access,” I applaud SEC
Chairman Mary Shapiro for adopting a rule that requires brokers and
dealers to have risk controls in place before providing customers with
access to the market. The rule also prohibits “unfiltered” or “naked”
access arrangements. A further reform worth considering would involve
restricting preferential market access to only those firms that have a
clearly defined market-maker obligation. To address “pinging,” exchanges
could impose a modest fee (“messaging tax”) for cancelled trade orders.
New trading venues have proliferated of late. Today, the New York Stock
Exchange (NYSE) and other traditional exchanges face competition from
entities like BATS Global Markets, Direct Edge, and other relatively new
entrants. To illustrate the magnitude of this competition, one recent
estimate is that less than 40% of trading in NYSE-listed stocks actually
occurs on that exchange, down from around 70% just five years ago.
There has also been growth in “off-exchange” trading venues and
without doubt, these are an important structural element in today’s
markets. Off-exchange venues include “dark pools,” veritable black
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I view this to be a mistaken reaction, and instead
recommend four approaches:
• Stay invested. Market volatility is a constant,
but, as we’ve described, markets today are
fragile and more prone to extreme short-term
volatility for structural reasons. Recognize that
fact and don’t withdraw from markets at the
wrong time. Start seeing setbacks as buying
opportunities.
• Educate yourself. When investing in ETFs, or for
that matter in any vehicle, take time to inform
yourself what you’re investing in. Examine what
you are buying, study how (and if) it aligns
with your investment needs and objectives,
appreciate the investment’s likely performance
under a range of market conditions, understand
the risks that are involved, and determine what
the investment really costs.
• Take advantage of active management and
fundamental analysis. Over the long term,
fundamentals drive performance and an active
manager that conducts rigorous analysis can
deliver significant alpha.
• Work with a trusted advisor. This has always
been important, but is even more so today.
The nil equity returns of the lost decade were
driven to a large extent by the high valuation levels
at the start of that period. Equity valuations now
are more reasonable, so prospects from here on
out should be better. Given the high underlying
return on equity capital, investors should stay
invested in equities, but find ways to cope with the
volatility.
Finally, volatility itself can quite rightly be seen as a
market inefficiency. Therefore, it should be possible
to exploit volatility to an investor’s benefit. Planned
rebalancing enables an investor to buy low and sell
high at the margin, thereby augmenting returns.
For an institutional investor, rebalancing around
a strategic asset allocation target can serve this
purpose. For the retail investor or plan participant,
target-date or target-risk funds are a way of
getting professional asset allocation services and
appropriate rebalancing.

holes of trading activity where trades are executed outside the
transparency and oversight of traditional exchanges. In these
dark pools, prices can be tested anonymously in high-speed,
electronic cat-and-mouse games.
In some ways, today’s markets are fragmented because of the
growth of exchanges and off-exchange venues. Paradoxically
though, markets are also more interconnected by being linked
electronically. Orders can be instantaneously routed and
rerouted without human intervention, allowing traders to take
advantage of momentary pricing differences. Under normal
circumstances, this helps traders achieve best execution, but it
also makes the system “fragile,” with disruptions in one venue
quickly spreading to others.
Exchange traded funds (ETFs) have been one of the most
successful innovations of the last 15 years, beginning with the
S&P 500-mimicking SPDR. The case for ETFs is that they provide
investors with diversification, the convenience of a vehicle that
trades like a stock (i.e., trades intra-day), and expense ratios
lower than typical mutual funds. When used appropriately,
ETFs can indeed do all these things. However, my view is the
long-term investor should exercise caution in venturing beyond
traditional ETFs – those that track relatively broad stock or
bond indices – and even then there are transparency issues
to consider regarding underlying holdings, real performance
relative to the index, and true costs.
It is important to recognize that recent developments have
taken ETFs into more dangerous territory. For example, growing
leveraged and short ETFs (which largely use derivatives rather
than the underlying securities) necessitate large orders at or
close to the close. In particular, an up day on the market can
itself create a large buying order and a fall creates a large selling
order. This seriously increases volatility, especially late in the
trading day. To make the situation worse HFT funds aim to
get in ahead of these orders to close. Another issue with these
more complex ETFs is they often don’t track very closely their
purported objectives.
Even where not leveraged, some ETFs based on investing in
illiquid assets are traded heavily in a way that can endanger
investors. For example, some small-cap ETFs trade many times
the amount of the actual underlying securities that is traded.
Indeed, for some of these funds, the gross short positions
have been a multiple of market cap. When this unwinds, it can
cause great instability in the underlying market. A Kauffman
Foundation report released in November, 2010 made a
compelling case that heavy shorting in ETFs holds significant
systemic risks.
Since ETFs are aimed, in part, at retail customers, greater
restrictions or information requirements on these vehicles
would be a very good move.
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“My view is the long-term investor
should exercise caution in venturing
beyond traditional ETFs.”

Order cancellation became a significant issue after the May
2010 flash crash. NASDAQ and other exchanges agreed to
cancel trades on almost 300 stocks in the wake of the day’s
turmoil. Most of these were stocks that traded at a penny,
since there were selling orders and effectively no bid. It has
never been adequately explained why NASDAQ took the action
of canceling these trades. There have been other instances
of similar trade cancellation, on a smaller scale, since. At a
minimum, institutional investors and intermediaries should, as
fiduciaries, have appropriate order-management systems and
pre-trade compliance. It is important to note that The Financial
Times later estimated that, although ETFs account for about
30% of trading volume on U.S. exchanges on any given day,
they accounted for approximately 60% of “broken trades” that
were subsequently cancelled.
Some financial advisors are using ETFs with market stop-loss
orders. It appears this was one factor driving the cancelled
trades. The stop-loss limits were triggered, and in the absence
of a bid, the automatic system sold out the stock at a penny
a share. Use of market stop-loss orders is dangerous and
irresponsible, and financial advisors should stop using them. In
the absence of clearer explanations from NASDAQ, it appears
that their trade cancellations were protecting the incompetent
and irresponsible. In a market, this is intolerable because it
encourages bad conduct.

Agenda for Further Reform
The good news for the long-term investor is that regulatory
agencies are responding to the new market landscape. Their
actions thus far can be characterized as a solid start, but critical
work remains. As regulators in the United States, the United
Kingdom, and Europe consider their next moves, here are views
on some actions taken or under consideration:
In response to concerns about HFT activities, the SEC adopted
Rule 13h-1 under the Securities Exchange Act of 1934 on
July 26, 2011. The Rule identifies “large traders” and requires
them to register with the SEC and submit periodic reports. In
general, the rule identifies large traders as persons (or advisers)
who directly or indirectly exercise investment discretion and
purchase or sell more than 2 million shares or $20 million
during any calendar day; or 20 million shares or $200 million
during any calendar month of U.S. exchanged traded stocks
and options through a registered broker-dealer.

“The good news for the long-term
investor is that regulatory agencies
are responding to the new market
landscape.”
These large traders must obtain a unique identification number
and provide it to their registered broker-dealers. Registered
broker-dealers must comply with monitoring, recordkeeping
and reporting requirements with respect to registered large
traders and persons who such broker-dealers know or have
reason to know are large traders.
The SEC enacted Rule 13h in order to monitor “large trader”
activity and to aid them identifying and analyzing market
developments, the impact of different types of trading in the
market and understand the impact of new trading technologies
on the market, among other reasons. Rule 13h provides
transparency and is effective, yet relatively unobtrusive.
Short selling, and its alleged effect in creating market
instability, has provoked a lot of commentary in recent years.
At various points and in different countries, short selling has
been banned, especially for bank shares and government
bonds. I am against blanket bans on short selling, since the
practice can provide valuable price discovery information.
Like many activities, however, it needs appropriate regulation
and disclosure to prevent abuses. As an example, consider the
practice of “naked” short selling (short selling a stock without
actually borrowing it). The SEC has regulations in place to
protect investors against abusive naked short selling, and these
must be aggressively enforced.
Sometimes, moves against short selling can have perverse and
unintended consequences. The moves in Europe to stop short
sales of government bonds and to undermine the CDS market
by preventing declaration of a Greek default have definitely
contributed to the speed with which the contagion has infected
Italy and Spain. If an investor cannot hedge their investment
(by short selling), they are much less likely to invest in the first
place. The gapping up of Italian yields, in particular, seems to
have been accelerated by the actions against short selling.
A financial transaction tax, or Tobin tax, has been widely
proposed as a way of damping down financial “speculation.” A
Tobin tax would be a small percentage tax, imposed essentially
on all financial transactions. This type of proposal has been
made by Germany and France, though it looks more like a way
to try to damage the financial capital of London, rather than an
attempt to dampen speculation.
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Transaction taxes are quite common in various markets around
the world. Once in place, they have surprisingly little impact
on activity by investors, though they make a lot of difference
to short-term traders and to intermediation in markets. Much
depends on the details of how these taxes are imposed. They
work best where there is an effective local monopoly on
trading, and where there would be heavy cost in moving away,
e.g., lost liquidity.
An example is the U.K. equity market, where “stamp duty”
is imposed on all stock purchases. This is only imposed at
registration, so rapid buying and selling generally avoids
the tax. Thus, market makers and other rapid traders usually
benefit. This is the opposite outcome of what most proponents
of financial transaction taxes appear to desire. Another example
is Brazil, where there is a transaction tax on local equities.
Since mutual funds are exempt from this tax, there has been
huge growth in mutual funds, including single-stock funds
that actively trade the given stock and yet are able to avoid the
transaction tax. So the design of the tax is extremely important.
An important issue is that highly mobile businesses will migrate
from any country imposing such a tax to ones that don’t. If the
European Union were to impose a Tobin tax, expect business to
move to New York, Zurich, and Dubai. Because of the difficulty
in attaining any sort of international cooperation, expect a lot of
talk and most likely little action.
The uptick rule applied to short sales of NYSE-listed stocks for
decades. Essentially this prohibited short selling unless there
was two-way activity in the stock. The rule was introduced in
the 1930’s to stop the practice of selling into a plummeting
market. The idea was that short selling – especially for bank
stocks – removed confidence and created bank runs when there
was no other reason for such a run. After a study of short-sale
data, the SEC abandoned the uptick rule in 2007. We believe
this was a mistake; however, the problem now is finding
another method of controlling short selling. Reintroducing the
uptick rule at this time is impractical. As noted above, over the
last decade the majority of trading in NYSE stocks has moved
away from that exchange to other venues, and the uptick rule
is ineffective in the absence of a reliable consolidated tape of
equity transactions.
The fact that only a consolidated tape would make a revival
of the uptick rule realistic is just one argument for the greater
transparency a consolidated tape would bring. I contend
technological and social changes will be just as important as
regulatory change in determining the future of trading systems.
Consider in this light that the Internet has created a generation
that expects full information on all decisions. Trading is likely to
be no different, and a consolidated tape would help fulfill that
expectation and rebuild trust. Demand for a consolidated tape
seems inevitable and it would be a good thing if regulators were
to take a lead.

Resistance to transparency has come from some investors
who wish to keep proprietary trading strategies private. Such
sensitivity seems feigned, since trading strategies rapidly
become quite well known among market insiders. Technological
and social changes seem likely to accelerate this. To counter the
notion that markets are becoming an insiders’ game, and to
get greater public confidence in markets, clearer disclosure is
essential.

available information. Transaction and position reporting in the
derivative markets would have made the problem much clearer
at that earlier stage. My point here is that opacity in trading can
do a lot of damage to the economy and to market participants.
Although the key focus of this paper has been on equities, the
argument for greater transparency – and soon – extends more
broadly.

Too Important to Wait!
When the subprime crisis first started nearly five years ago, most
informed observers thought that it would not be too serious.
Market opacity was partly to blame for that sad miscalculation.
The standard argument was that US$1 trillion of bad mortgages
in a US$14 trillion economy should be fairly easily absorbed.
The problem was that five to six times that amount of exposure
existed through the derivatives markets. So the harm to banks
was actually far greater than could be seen from publicly

“…opacity in trading can do a lot
of damage to the economy and to
market participants.”
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