In the following article Alex Benjamin looks at the concept of liquidity not always being available creating massive financial risk and potentially creating the next event leading to systemic risk.
The Liquidity Mirage
The advent of easy hook-up and access to all via on-line or electronic connectivity in financial markets whether stocks, bonds, commodities or FX has created a concept of transparency and fairness of price.

Every organization from Government regulatory bodies down through the exchanges and brokers promote the opening up of financial markets by stating that electronic markets improve liquidity, create transparency and decrease dealing spreads.  They frequently continue by stating that opportunity and diversity of product allow ordinary people - the so-called retail sector of the market - to access at almost a single click as much information - and at very nearly the same time – as the institutional segment of the market.  They create and promote the concept of a level playing field.
Some of the points they make are very valid, however, they have failed to grasp that within the 23.5 hour day of trading that liquidity is not a given in the electronic world.  There are no guarantees that there will be a price that you the user; whether retail or institutional; whether bank trader or hedge fund manager deem fair at any given time of day or night to be able to negate risk or hedge exposure.  The exchanges in most instances have in place certain types of circuit breakers to deal with what Benjamin refers to as The Liquidity Mirage.  In some cases these are limit moves where trading is halted for a short period of time.  In others the exchanges have the power to cancel certain transactions on the basis of a disorderly market.
Let’s take a step back and go back to the North African or Middle East Souk.  These are the market places of ordinary people and ordinary goods where bargaining between the supplier or vendor and the buyer or customer is considered quite normal.  The roles adopted are that the customer approaches the vendor and asks “How much?”  A response is given, for example 1000 dirhams at which point you the customer feign shock horror at the exorbitant price and start the process of what is known in financial circles as price discovery.  You suggest 200 at which point we now have a buyer and a seller.  The only problem is how to agree the eventual price that will be deemed to be fair by both parties.  Should you at a later stage wish to re-sell the article then you will find that the very same original vendor will be quite pleased to take it off your hands for say 200 dirhams.  Being the only buyer you acquiesce however perhaps feeling aggrieved.  Herein lies the concept of value.  What appeared at one stage on purchase to be a good deal turned out later on to be an inflated price however in reality you were the victim of Liquidity Mirage.  
The open out-cry floors with their colorful jacketed locals or independent traders and clerks have in fact been the historic providers of liquidity.  The locals have risked their own personal capital for the opportunity to vie for the opposite side of the business for short term gain versus the banks and brokers or commercials.  These commercials have a longer term horizon in the nature of their transactions and the local operating as a market maker facilitates and profits short term from the order flow, helping to gauge the strength or weakness of the market place via multiple transactions, which moves the market in an orderly fashion.  The market will move to where the greatest number of buyers and sellers are satisfied for the given moment thereby creating a sense of value.  The electronic market does not have a market maker facility per see.  Every short term trader on the electronic side is broadly speaking reacting to price rather than creating the market.  These flippers for a penny do not have any concept of the infrastructure that is necessary to allow them to continue to flip at ever faster rates of speed creating unprecedented intra-day volatility.  The infrastructure of market makers (historically the locals) committed to maintaining an orderly market with a bid and offer or ask for a minimum quantity on a continual basis to all comers under whatever time of day or circumstances.  In other words guarantors of liquidity.  The advent of 23.5 hour electronic markets means that at times the bid and ask are very wide apart on minimal volume thereby creating a total lack of liquidity and/or even lack of transparency whereby a single order can have an exaggerated effect on price and therefore a detrimental effect on your wealth. This is an example of The Liquidity Mirage.
Liquidity Mirage frequently occurs just as a Government report is released or a major speech is made or a Government Bond Auction result is released.  Bandwidth, which simply put means that 3 large objects cannot squeeze through a smaller opening at the same time, is far too small for the growing level of transactions and the many varied diversified products some of which are just replications of each other.  When bandwidth capacity is reached, which is happening all too frequently, then what traders initially see is a frozen screen. . It may be frozen or blank or prices may appear to be backwardated IE: the bid is above the ask.  They may just have a screen that has prices moving but is so far behind the real action that as they attempt to transact they find that their order appears to be in limbo perhaps unfilled or in wait status.  They phone their broker and herein lies the 2nd area of Liquidity Mirage.  Their broker is not geared up to receiving a huge number of potentially panicked but more likely frustrated traders all screaming to know whether they have a position.  The broker is not able to tell them for several reasons.  He or she may not wish to make a definitive committed statement in case it turns out to be incorrect and leave themselves therefore financially liable.  It may also be simply that he or she is in exactly the same position as the customer in that they cannot tell due to the same bandwidth capacity affecting all their customers.  The broker tries to phone the exchange but the market control center at the exchange can only handle one situation at a time due to natural logistical people constraints.
By this time the market has moved several percent and many customers are effectively locked out from either taking advantage or just mitigating their exposure risk.  The opportunity loss is incalculable.  Forget the poor single market retail trader but instead consider a normal large hedge fund where on the release of the Government report wishes to dump stocks in 3 European markets and 2 US stock indices at the same time buying some bonds and trading several hundred million in FX.  As the world moves towards full electronic trading they - whether regulatory authorities or the exchanges - pay scant heed to the risks that that entails financially leaving many in a situation where they may have to sell the good to pay for the bad just so that they remain within margins.  This is where the systemic risk is at its greatest. With the move towards automated trading, which at the very same time aggravates the bandwidth this in fact rather than improving the liquidity factor diminishes it leaving orders fired off that risk managers cannot see and have little control over.
The 3rd area of Liquidity Mirage and possibly the most important one for most short term traders is the perception that there is always a bid and ask of 1 tic to allow short term scalping opportunities.  Nothing could be further from the truth as so many automated programs now rely on the last price to activate a trade that gains momentum as it trips through the book of bids or offers frequently triggering comments from traders both retail and commercial alike of “wow what happened there”.  Well what they witnessed were minor pockets of air where normal balanced trade was overwhelmed by a single order.  
Let us leave the 30 second chart brigade flipping for a tic for a moment and consider what happens in a slightly bigger time frame.  These pockets of air or Liquidity Mirages are occurring all too frequently and when the markets are trending show up regularly and of course manifest themselves mainly in the futures markets.  Recent examples over the past year were where a US investment bank fired off a huge order in the mini-Dow® creating a drop in one minute of 500 points representing a move of $2,500 per contract or in the mini Russell 2000 where a similar order created a drop of 14 points or $1,400 per contract.  Another example was this time in Europe where the German 5 year Bundesoblgation - Bobl for short - rose in a one minute bar by 50 tics or the equivalent of a drop of 13 basis points in yield representing EUR5, 000 per contract.  These occurrences that appear in minutia remind the author of previous moments in history like 1987 (The Crash) or 1990 (Gorbachev Crisis) or 1998 (LTCM).  The markets during those periods experienced extreme volatility for the very same reason.  Too many traders wanting to liquidate positions at the same time creating an unbalanced market.  The only way to resolve it was for price to drive to an extreme level where the volume could be overwhelmed in the opposite direction.  Kind of like a variation on the bad fill of a stop loss order.
Note that these type of Liquidity Mirages occur generally to the downside in stock indices and to the upside in bond market futures.  Either way the moves are far in excess of so called normal distributions and always occur in the direction of the path of least resistance and when the majority are positioned the wrong way. That is The Liquidity Mirage of the financial markets especially in futures and as volumes and volatility increases is likely to manifest itself more frequently and in ever larger proportions. 

The May 2006 drop in 5 or 6 days that wiped out the whole of 2006 trades in world wide stock markets, possibly led by the futures contracts, is a further example of the Liquidity Mirage. Multiple sell orders tripped stop loss selling which in turn triggered automated momentum system trades creating a slide that at times represented a disorderly market, reeling as if punch drunk, is a further example of the lack of liquidity creating The Liquidity Mirage.  One day there will temporarily be no counterparty to the opposite side and therein lies The Liquidity Mirage.
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