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THE BROUHAHA OVER FLASH BOYS

Inside This
Newsletter

BY MICHAEL LEWIS
You may have heard about the
60 Minutes interview with author
Michael Lewis, author of
Moneyball and The Big Short,
whose critique of Wall Street’s
practices offers evidence that
the stock market is “rigged” by
high-frequency traders (HFT),
abetted by stock exchanges
and Wall Street firms.
The charge is entirely true. The
practice is perfectly legal. And it
is also completely irrelevant to
you and anyone else who
practices patient investing.
What is high-frequency trading?
Not all HFT is the same. As with
many things, it is a double
edged sword. For example, email can be good and bad. As
a method to communicate, it is
positive and improves
productivity. Conversely, vast
amounts of e-mail (think spam)
are a negative. Some HFT
strategies react to short-term
mispricing and correct it. These
types of strategies serve as
market makers to keep the
markets liquid.

Alternatively, some HFT
strategies create the
mispricing and profit from it.
Example: A large order to buy
Microsoft at $50 is placed at
a first exchange. An HFT sees
the order and anticipates
that the stock price will rise.
So the HFT buys all shares
available at $50 at the
remaining exchanges a
millisecond before the order
arrives. Now the order can’t
be filled because the share
price now costs $50.01. Now
the HFT sells the stock at
$50.01 and makes one cent
on the sale. This happens in a
millisecond and depends on
the speed of transmuting
information along fiber optic
lines.
Things can go very wrong
with these strategies.
Examples are the $9 billion
trading losses at Morgan
Stanley with credit default
swaps from 2004-2006; or the
$7.2 billion lost by a Société
Générale trader over a few
days in 2008; or the $2 billion
“London Whale” losses in
2012. They, and many
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others, used their milliseconds’ speed
advantage to generate staggering losses,
proving that even the smartest operators
aren’t always raking in the profits.
To us, the questions are:
 Does it perform a function in the
marketplace?
 Who is getting hurt by this activity?



Does it impact us?

Does it perform a function in marketplace?
Yes, it does. Separating “good” HFT from
“bad” is difficult but important. One
prescription to “fix” HFT does not fit all and
could potentially do more harm than good.
The challenge is to allow HFT positive
strategies that improve liquidity and prices
but inhibit the negative ones.
Who is getting hurt by this activity?
Many day traders may be hurt by the
negative types of HFT. Professional traders
at hedge funds may be hurt if they don’t
have access to the fastest computer
servers. According to Morningstar, it may

not be a
coincidence
that hedge
fund
performance
has fallen
steeply from the
mid-2000s,
when HFT came
into prominence.
Does it impact us?
If you're invested for the long term, it really
doesn't matter how many times the stocks
you own inside of a mutual fund change
hands or at what price every few minutes.
It doesn't even matter whether stocks are
up or down in any given month or year, so
long as the underlying companies are
building their value steadily over time. Your
time frame is eons compared with the
quick-twitch traders, who hope to be in
and out of a stock in minutes rather than
decades. Mutual funds can specify a
price for which they want to buy a stock
(limit order) and if it isn’t available, not buy
it.
Continued on page 3
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Closing thoughts
Until April 9, 2001 stocks were traded in a
fraction of 1/16 of a dollar or 6.25 cents. It is
called a spread and was the smallest
amount a stock could trade. This spread
could produce gigantic losses or gains. The
SEC ordered that stocks trade in cents
instead of fractions. So instead of a spread
being at least 6.25 cents, the potential
spread is now one cent. This change has
benefited all investors. The older version of
high-frequency traders could make much
more money on spreads than current day
traders.
This is not a new topic in the industry but is
gaining widespread press because of
Michael Lewis’ book.
Below are excerpts of testimony by Gus
Sauter, Chief Investment Officer for
Vanguard, to the Securities and Exchange
Commission, June 2, 2010. While we have
not defined all the technical terms, we
think Mr. Sauter’s opinion is apparent.

market that benefits all investors.
Generally speaking, high-frequency
traders provide liquidity and ‘knit’ together
our increasingly fragmented marketplace,
resulting in tighter spreads that benefit all
investors.”
In 2012, Sauter wrote, “Net-net, we’re
better off with HFT than without. Individual
investors have benefited more than
institutional money managers.”
Michael Lewis’ book is a narrative. It needs
good guys and bad guys as it raises
awareness of some of the issues in HFT. But
the issues are too complex to fit into a
neat package. We think the wisdom as
seen in Gus Sauter’s statements from
someone who lives in the investment world
on a daily basis offers a realistic view on
the HFT topic.

“Two of our core beliefs shared by
Vanguard and its clients are that
investment plans should focus on long-term
financial goals and that minimizing the
costs of investing is crucial for long-term
success.
…We think that much of the recent
controversy surrounding ‘high-frequency
traders’ and ‘dark pools’ reflects a general
lack of understanding of the benefits that
such participants bring to the markets. …
Based on decades of experience, it is our
belief that high-frequency trading and
dark pools contribute to a more efficient
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“50 REASONS WE’RE LIVING THROUGH THE GREATEST PERIOD IN WORLD HISTORY”
It seems so much of the press we
see concentrates on the negatives.
The local news is one shooting after
another. National media reflects
constant disasters and stories reported for their shock value. We hear
positive news doesn’t sell.
Morgan Housel of the Motley Fools
(a multimedia financial-services
company) wrote about this article,
excerpted here.
Expanding on my belief that everything is amazing and nobody is
happy, here are 50 facts that show
we're actually living through the
greatest period in world history.
1. U.S. life expectancy at birth was
39 years in 1800, 49 years in 1900, 68
years in 1950, and 79 years today.
The average newborn today can
expect to live an entire generation
longer than his great-grandparents
could.
2. A flu pandemic in 1918 infected
500 million people and killed as
many as 100 million. In his book The
Great Influenza, John Barry describes the illness as if "someone
were hammering a wedge into
your skull just behind the eyes, and
body aches so intense they felt like
bones breaking." Today, you can
go to Safeway and get a flu shot. It
costs 15 bucks. You might feel a little
poke.

3. In 1950, 23 people per 100,000

America each day, so this improve-

Americans died each year in traffic
accidents, according to the Cen-

ment means more than 200,000
infants now survive each year who

sus Bureau. That fell to 11 per
100,000 by 2009. If the traffic mortali-

wouldn't have 80 years ago. That's
like adding a city the size of Boise,

ty rate had not declined, 37,800
more Americans would have died

Idaho, every year.

last year than actually did. In the
time it will take you to read this article, one American is alive who
would have died in a car accident
60 years ago.4. In 1949, Popular Mechanics magazine made the bold
prediction that someday a computer could weigh less than 1 ton. I
wrote this sentence on an iPad that
weighs 0.73 pounds.
5. The average American now retires at age 62. One hundred years
ago, the average American died
at age 51. Enjoy your golden years - your ancestors didn't get any of
them.
6. In his 1770s book The Wealth of
Nations, Adam Smith wrote: "It is not
uncommon in the highlands of
Scotland for a mother who has
borne 20 children not to have 2
alive." Infant mortality in America
has dropped from 58 per 1,000
births in 1933 to less than six per
1,000 births in 2010, according to
the World Health Organization.
There are about 11,000 births in

7. America averaged 20,919 murders per year in the 1990s, and
16,211 per year in the 2000s, according to the FBI. If the murder rate
had not fallen, 47,000 more Americans would have been killed in the
last decade than actually were.
That's more than the population of
Biloxi, Miss.
8. Despite a surge in airline travel,
there were half as many fatal plane
accidents in 2012 than there were
in 1960, according to the Aviation
Safety Network.
9. No one has died from a new nuclear weapon attack since 1945. If
you went back to 1950 and asked
the world's smartest political scientists, they would have told you the
odds of seeing that happen would
be close to 0%. You don't have to
be very imaginative to think that
the most important news story of
the past 70 years is what didn't happen. Congratulations, world.
10. People worry that the U.S. economy will end up stagnant like
Continued on page 5

Connecting

your

finances

with

your

future
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(continued from page 4)

Japan's. Next time you hear that,
remember that unemployment in
Japan hasn't been above 5.6% in
the past 25 years, its government
corruption ranking has consistently
improved, incomes per capita adjusted for purchasing power have
grown at a decent rate, and life
expectancy has risen by nearly five
years. I can think of worse scenarios.
11. Two percent of American
homes had electricity in 1900. J.P
Morgan (the man) was one of the
first to install electricity in his home,
and it required a private power
plant on his property. Even by 1950,
close to 30% of American homes
didn't have electricity. It wasn't until
the 1970s that virtually all homes
were powered. Adjusted for wage
growth, electricity cost more than
10 times as much in 1900 as it does
today, according to Professor Julian
Simon.
12. According to the Federal Reserve, the number of lifetime years
spent in leisure -- retirement plus
time off during your working years -rose from 11 years in 1870 to 35
years by 1990. Given the rise in life
expectancy, it's probably close to
40 years today. Which is amazing:
The average American spends
nearly half his life in leisure. If you
had told this to the average American 100 years ago, that person

would have considered you
wealthy beyond imagination.
13. We are having a national discussion about whether a $7.25-perhour minimum wage is too low. But
even adjusted for inflation, the minimum wage was less than $4 per
hour as recently as the late 1940s.
The top 1% have captured most of
the wage growth over the past
three decades, but nearly everyone has grown richer -- much richer
-- during the past seven decades.
14. In 1952, 38,000 people contracted polio in America alone, according to the Centers for Disease Control. In 2012, there were fewer than
300 reported cases of polio in the
entire world.
15. From 1920 to 1949, an average
of 433,000 people died each year
globally from "extreme weather
events." That figure has plunged to
27,500 per year, according to Indur
Goklany of the International Policy
Network, largely thanks to
"increases in societies' collective

"War really is going out of style," he
says.
17. Median household income adjusted for inflation was around
$25,000 per year during the 1950s.
It's nearly double that amount today. We have false nostalgia
about the prosperity of the 1950s
because our definition of what
counts as "middle class" has been
inflated -- see the 34% rise in the size
of the median American home in
just the past 25 years. If you dig into
how the average "prosperous"
American family lived in the 1950s, I
think you'll find a standard of living
we'd call "poverty" today.
18. Reported rape per 100,000
Americans dropped from 42.3 in
1991 to 27.5 in 2010, according to
the FBI. Robbery has dropped from
272 per 100,000 in 1991 to 119 in
2010. There were nearly 4 million
fewer property crimes in 2010 than
there were in 1991, which is amazing when you consider the U.S.
population grew by 60 million dur-

adaptive capacities."

ing that period.

16. Worldwide deaths from battle

19. According to the Census Bu-

have plunged from 300 per 100,000
people during World War II, to the
low teens during the 1970s, to less
than 10 in the 1980s, to fewer than
one in the 21st century, according
to Harvard professor Steven Pinker.

reau, only one in 10 American
homes had air conditioning in 1960.
That rose to 49% in 1973, and 89%
today -- the 11% that don't are
mostly in cold climates. Simple improvements like this have changed
our lives in immeasurable ways.
Continued on page 6
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(continued from page 5)

20. Almost no homes had a refrigerator in 1900, according to Frederick
Lewis Allan's The Big Change, let
alone a car. Today they sell cars
with refrigerators in them.
21. Adjusted for overall inflation, the
cost of an average round-trip airline
ticket fell 50% from 1978 to 2011, according to Airlines for America.
22. According to the Census Bureau, the average new home now
has more bathrooms than occupants.
23. According to the Census Bureau, in 1900 there was one housing
unit for every five Americans. Today,
there's one for every three. In 1910
the average home had 1.13 occupants per room. By 1997 it was
down to 0.42 occupants per room.
24. According to professor Julian
Simon, the average American
house or apartment is twice as
large as the average house or
apartment in Japan, and three
times larger than the average
home or apartment in Russia.
25. Relative to hourly wages, the
cost of an average new car has
fallen fourfold since 1915, according to professor Julian Simon.
26. Google Maps is free. If you think
about this for a few moments, it's
really astounding. It's probably the
single most useful piece of software

ever invented, and it's free for anyone to use.
27. High school graduation rates
are at a 40-year high, according to

erage American household now
spends less than half as much of its
income on food as it did in the

Education Week.

1950s. Relative to wages, the price
of food has declined more than

28. The death rate from strokes has
declined by 75% since the 1960s,
according to the National Institutes
of Health. Death from heart attacks

33. As of March 2013, there were
8.99 million millionaire households in

has plunged, too: If the heart attack survival had had not declined
since the 1960s, the number of
Americans dying each year from
heart disease would be more than
1 million higher than it currently is.
29. In 1900, African Americans had
an illiteracy rate of nearly 45%, according to the Census Bureau. Today, it's statistically close to zero.
30. People talk about how expensive college is today, but a century
ago fewer than one in 20 Americans ever stepped foot in a university. College wasn't an option at
any price for some minorities because of segregation just six dec-

90% since the 19th century, according to the Bureau of Labor Statistics.

the U.S., according to the Spectrum
Group. Put them together and they
would make the largest city in the
country, and the 18th largest city in
the world, just behind Tokyo. We
talk a lot about wealth concentration in the United States, but it's not
just the very top that has done well.
34. More than 40% of adults
smoked in 1965, according to the
Centers for Disease Control. By
2011, 19% did.
35. In 1900, 44% of all American jobs
were in farming. Today, around 2%
are. We've become so efficient at
the basic need of feeding ourselves
that nearly half the population can

ades ago.

now work on other stuff.

31. The average American work
week has declined from 66 hours in

36. One of the reasons Social Security and Medicare are underfund-

1850, to 51 hours in 1909, to 34.8 today, according to the Federal Reserve. Enjoy your weekend.
32. Incomes have grown so much
faster than food prices that the av-
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37. In 1940, less than 5% of the adult
population held a bachelor's degree or higher. By 2012, more than
30% did, according to the Census
Bureau.
38. U.S. oil production in September
was the highest it's been since 1989,
and growth shows no sign of slowing. We produced 57% more oil in
America in September 2013 than
we did in September 2007. The International Energy Agency projects
that America will be the world's largest oil producer as soon as 2015.
39. The average American car got
13 miles per gallon in 1975, and
more than 26 miles per gallon in
2013, according to the Energy Protection Agency. This has an effect
identical to cutting the cost of gasoline in half.
40. Annual inflation in the United
States hasn't been above 10% since
1981 and has been below 5% in
77% of years over the past seven
decades. When you consider all
the hatred directed toward the
Federal Reserve, this is astounding.
41. The percentage of Americans
age 65 and older who live in poverty has dropped from nearly 30% in
1966 to less than 10% by 2010. For
the elderly, the war on poverty has

42. Adjusted for inflation, the average monthly Social Security benefit
for retirees has increased from $378
in 1940 to $1,277 by 2010. What
used to be a safety net is now a
proper pension.
43. If you think Americans aren't
prepared for retirement today, you
should have seen what it was like a
century ago. In 1900, 65% of men
over age 65 were still in the labor
force. By 2010, that figure was
down to 22%. The entire concept of
retirement is unique to the past few
decades. Half a century ago, most
Americans worked until they died.
44. From 1920 to 1980, an average
of 395 people per 100,000 died
from famine worldwide each decade. During the 2000s, that fell to
three per 100,000, according to The
Economist.
45. The cost of solar panels has declined by 75% since 2008, according to the Department of Energy.
Last I checked, the sun is offering its

47. According to AT&T archives and
the Dallas Fed, a three-minute
phone call from New York to San
Francisco cost $341 in 1915, and
$12.66 in 1960, adjusted for inflation.
Today, Republic Wireless offers unlimited talk, text, and data for $5 a
month.
48. In 1990, the American auto industry produced 7.15 vehicles per
auto employee. In 2010 it produced 11.2 vehicles per employee.
Manufacturing efficiency has improved dramatically.
49. You need an annual income of
$34,000 a year to be in the richest
1% of the world, according to
World Bank economist Branko Milanovic's 2010 book The Haves and
the Have-Nots. To be in the top half
of the globe you need to earn just
$1,225 a year. For the top 20%, it's
$5,000 per year. Enter the top 10%
with $12,000 a year. To be included
in the top 0.1% requires an annual
income of $70,000. America's poor-

services for free.

est are some of the world's richest.

46. As recently as 1950, nearly 40%

50. Only 4% of humans get to live in

of American homes didn't have a
telephone. Today, there are 500

America. Odds are you're one of
them. We've got it made. Be thank-

million Internet-connected devices
in America, or enough for 5.7 per

ful.

household.

Full text: http://www.fool.com/
investing/general/2014/01/29/50reasons-were-living-through-thegreatest-period.aspx
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YOUR INCOME TAX DOLLAR AT WORK
Your income taxes are
divided among several
broad budgetary
categories. A surprisingly
large chunk is spent on the
military (27%) and militaryrelated veteran's benefits
(5.1%). Another 22.7% goes
to various forms of
healthcare for U.S.
residents, including the rest
of the Medicare bill plus
Medicaid. 13.9% of your
tax money goes to pay
interest on Uncle Sam's
debt--paid out to Treasury
bill and bond holders every
six months. Unemployment
benefits take up another
9.8%.

various agencies such as
the FBI and immigration
services. A total of 4%
goes to housing programs,
community development
and block grants, while
education gets a 2% slice
of the pie--for programs like
Head Start, and also the
Pell Grants for college

students. Less than 2% is
spent on scientific research,
international affairs,
transportation and energy.

In the "Everything Else"
category on the
government spending pie
chart, a surprisingly low
4.5% is spent on running the
government, including

Jill D. Hollander

Brian Pon

21 Tamal Vista Blvd.#105 . Corte Madera, CA . 415.924.1091  2608 Ninth Street #302 . Berkeley, CA 94710 . 510.849.4667

