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Following on from the October 2006 article Alex Benjamin updates The Liquidity Mirage and looks into Risk.

The futuristic world of algorithmic trading where the Liquidity Mirage may create a domino systemic effect.

February 27th 2007 the Stock Market sell off was a foretaste of beware of what you wish for with regard to volatility

===============================================================================

It is frequently said that the London and the European trading hours are the most advantageous.  The ideal time location straddling the end of Asia and the beginning of the U.S. sessions but is this true anymore?

Globalization has created now 4 very distinct blocks:  Asia, Europe – dominated by London, the U.S., and right in the middle perhaps aptly named: the Middle East.

The internet spanning all these financial blocks has long ago shrunk the speed with which communication and therefore information pervades through the banks’ and brokers’ dealing rooms and now gives the retail market the opportunity to be a new and vibrant independent force.

Everything from the European Central Bank’s (ECB) news conferences broadcast live via your computer’s media player, to the U.S. Federal Reserve Bank’s (FED) governors words posted at the precise time of their speech means that the only difference between retail and institutional accounts is probably knowledge of market flow and ability to access research both of an economic background and actual pure number crunching capability where probability scenarios can be churned out at the touch of a button.  The final difference dividing the retail from the institutional accounts is the capability to link markets and products so that a single click can launch a multiple of orders across different exchanges and continents resulting in a deluge of orders that then is followed by a lull.  How often just when you think that it is the right time to put a trade on do you find that the market suddenly becomes inactive?

Since October 2006 there have been 3 very distinct Liquidity Mirage trades:

The first occurred in the Globex® starting in the so-called e-Mini® December futures contract and immediately spilling over into the big S&P500® as well as the Nasdaq and Russell 2000 contracts.  

The trade occurred at EST 18:26 on Sunday evening October 22nd 2006 as the new week began trading in the Asian hours. The real move began as the S&P500® December Futures contract reached up from 1375.70 to 1380.8 with a buy order lifting all the offers. Once the print in the big S&P500® contract traded 1380.8, which represented a trade 0.6 above the previous recent high of 1380.2, this triggered orders from CTAs (Commodity Trading Advisors) who had placed resting orders to sell and buy on stop based off their proprietary black box systems.  This created a domino effect that only came to a halt once sufficient movement in price had occurred with the relevant quantity to fill all the buy orders resulting in a massive surge of 25 figures taking the contract to 1399.  It should also be noted that due to the nature of orders being queued on a first come first served basis the resting buy on stop orders would have been filled on the very high of the move as the original market order had precedence over all other buy stops.  The Liquidity Mirage scenario stops therefore did not protect those who sought to limit their losses as they were likely filled with massive slippage on the high of the move after the initial buy order was totally satisfied.

By EST 18:31 the whole world had woken up to the trade and the market was back at 1377.4 having traded contracts with a face value of approx $350 mln and likely as not had transferred approximately 25 million dollars of equity from the losing accounts to those whom had correctly read the market move taking into account the moves that also occurred in the e-Mini™S&P as well as Nasdaq-100® and Russell 2000® indices. 

To put this into perspective let’s look at the numbers again relative to the e-Mini™S&P.  $350 mln of stock represents perhaps 0.0000035% of the un-leveraged hedge fund community, in other words it represents a tiny fraction and does not impact the bottom line in a meaningful way.  Now let’s look at the move.  $1,250 per contract multiplied by 5000 contracts (for the original order was for 5k equivalent of e-Mini™S&P contracts) equals $6.25 mln.  First $6.25 mln up then $6.25 mln down.  Let’s say this out loud: Twelve million five hundred thousand Dollars.  Broken down into minute detail this represents for many retail accounts a 225% ratio of the minimum margin required by many brokers and/or 25% of many retail account balances.  The move first up and then straight back down could have potentially wiped out 50% of many accounts.  The $12.5 mln, therefore, as such within the grand scheme of things was small but the effect on undercapitalized and/or over leveraged accounts was significant.
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The second Liquidity Mirage event occurred in the e-CBOT with the December 2006 mini-Gold contract.  November 12th 2006 within 2 minutes the contract traded from 626 down to 608.8 straight back to 626 during what can only be described as during broad daylight occurring just prior to the open of the U.S. session.  The difference between this trade and previous one above was that the S&P500® order was a market buy order for 5000 e-Mini® equivalent lots and the mini-Gold contract was a sell stop for 100 lots.  Either way both orders when launched take precedent over all other potential orders, as they automatically become market orders. IE Say you had a buy stop order in the e-Mini™S&P at 1382, this would have been executed only once the initial 5000 contracts had been entirely satisfied resulting in potential slippage for the 1382 buy stop of 17 points (as the high print was 1399).  The Gold order appeared to be confined exclusively to the mini contract whereas the S&P500® order impacted in the very same minute the Nasdaq-100® and Russell 2000® futures contracts albeit not to the same degree.  

The third occurred on February 12th 2007 in the Euronext Liffe exchange with the CAC40 March contract, which opened at GMT 7am/EST 2am and within one minute had plunged almost 100 points from the previous settlement representing Euro 1,000 per contract as a little over 200 contracts changed hands on a market order.
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This is how the domino effect and therefore the potential systemic risk trips one order into another forcing a market move, which appears to be an aberration.  But what if the move continues creating a meltdown (for no-one in authority ever seems to care about the opposite effect) via a domino effect of markets not being correlated but linked via algorithmic auto-traded systems.

In the early 1980s Artificial Intelligence (AI) became fashionable following the advent of the birth of the PC.  Mid to late 1980s many 10s of millions of U.S. Dollars were spent by investment bankers on the Super-Cray computers to investigate whether markets were random walk or chaos or even like fractals had repetitious patters.  In the early 1990s value at risk (VAR) became the established risk methodology.

AI is no better than a linear best-fit scenario akin to using regression channels and in reality is a grandiose concept of optimization.

Super-Cray took the money and gave nothing for being a computer it was looking for precision (It could not distinguish the difference between the words there and their) despite the fact that there are repetitious patterns precisely because we are human and although we occasionally learn from our mistakes (although history suggests otherwise) the patterns we create are never quite the exact same due to the complexity and flexibility of the human mind.

VAR is in fact a subjective input of crash scenario standard deviation (STD) used by institutions to calculate their risk at which they become obliged to operate to mitigate disaster.  What is generally not understood is that once one gets past 4 STDs the probability odds of arriving at 5, 6 or even 7 STDs increases exponentially creating the domino systemic risk that Central Banks (CB) have been worrying about for years.  If this concept is too difficult to grasp think what happens when a market exceeds say a 3% move and ask yourself does it carry on to 5% or 6% and if it’s a commodity it’s not then unusual to result in a 10% move.  In some ways this is also the reason behind why markets frequently trend in a one-time dimensional trend for multiple days without the normal ebb and flow of two-way risk. 

THE TREND IS YOUR FRIEND OR IS IT?

That’s the background so now what of the foreground?

Today (and now I want you to sit down before you fall over laughing at the simplicity) is for Java and C++ Programmers who can take the data warehouse – for that is what the market is now – and input previous known reference points being: Open, High, Low, Close.  At that point the human really only knows how to program the trend is your friend and so the Algorithmic Auto-Trade Black Box currently mainly being stress tested in futures markets are using the data warehouse data from Annual, Quarterly, Monthly, Weekly, Daily, and then depending on markets the break down in various Minute (or should that be minute as in small – go tell the computer to understand the syntax) segments to establish buy and sell orders.  The majority are set to be go-go-mo-mo break out trades.

So the question, therefore, is what has changed in 30 odd years and how have things advanced.  Not a lot it would seem except that we can now compute in mille-seconds and this is likely the reason why the markets globally have so much noise in the intra-day price action volatility, which is not reflected in terms of optionality volatility.  Add in a spice of various types of momentum indicators, fibonacci extensions, moving averages, the 6 or so standard candlestick formations together with a reflection of either seasonality or open position analysis via the commitment of traders report and there you have it.

What has been noticeable in the last 2 years is that each seasonality factor appears to have been faded in the short-term crush volatility environment that we now trade in where risk premia is at a low level.  The markets do not allow you to stay with a position for any length of time in that they punish you for overstaying your welcome.  They, additionally, whoosh through several layers of prices as the algorithms kick in and either do not recover as they normally would have done in yesteryear or else they recover and rather than find resistance they reverse equally quickly.  It is noticeable in many charts that the last 2 years we have witnessed many more series of 10-14 day straight advances (and/or declines) and even weeks for that matter without the normal ebb and flow of two way short term versus long term risk capital takers (AKA the old floor locals who took the opposite side and genuinely created facilitation of trade).  In other words the market is now full of price abusers that favor the large funds who can set up 20 machines and fire off 20 orders for 20 million knowing that if they hit the button 2 or 3 times that the platforms will then do their bidding as they find out the competition all have the same trade.  This means that if you are not on board a move just before it starts it then becomes difficult to get involved afterwards.

Liquidity is frequently the reason given why markets have defied gravity.  The concept that liquidity is driving price at times is at odds with reality as has been demonstrated with the Liquidity Mirage examples and to a degree with the recent (Feb/March 2006) Stock and Bond market moves.  Institutional liquidity frequently is about changing and alternating from one asset class like the fixed income markets to another like the stock markets.  As the dual auction process interacts between the buyer and seller it’s not liquidity that drives prices but different perceptions of value, momentum and ultimately risk appetite.  Liquidity accentuates the price action rather than being the cause.  Prices already in a rising arc together with the belief of further increase in price and therefore eventually value is what drives markets higher.  The day that the bear returns and rather than higher lows / higher highs permeating through the bull structure but lower highs / lower lows will demonstrate that no matter how much liquidity exists will not stop the move back to lower value.  This is likely to be a abject lesson dealt especially in commodity markets where the long only index tracker type of pension/long term time horizon fund who have no understanding of the asset in which they invest may find that higher prices only attracts higher planting and acreage and ultimately yields that result in their investment being a wasting asset rather than an appreciating one. 

NEED TO EXIT POSITIONS:

Risk appetite is determined by the ability to withstand loss balanced by the opportunity advertised by rising or falling prices.  Once a fund finds that it has become caught in a pincer movement of loss and withdrawal by its investors then liquidity is at a premium as was evidenced by Amaranth, the fund that got caught in the energy markets in H206 losing $6 billion in 2 weeks.  This is where another version of the Liquidity Mirage kicks in whereby it is a need to exit positions at any price, as investors demand the return of their money or what is left of it.  

VOLATILITY:

One way to monitor risk appetite is via volatility pricing in options.  In the equity markets the VIX is a measure of the standard deviation of daily percentage change of the S&P500®.  When it starts to reverse what has been a 4 year decline from 35%-40% to around 10% then pay attention to a possible market reversal.

INSERT 2 CHARTS. 

6. vix.png 

7. sp.png

MORE RISK NOT LESS LEADS TO RELENTLESS TRENDS LEADS TO IMBALANCE:

Diversification used to mean less risk. Invest in 10 penny stocks and one good one will pay for the rest but as more and more product becomes not just inter-dependant but correlated so the diversification actually leads to not less but increased risk whereby stability actually creates an imbalance.  Note any market that goes nowhere for some time in a flat trend-less choppy box followed by a breakout that has everyone asking why?  Then a re-rating occurs that drives the market in a one time frame directional move that lasts for days if not weeks never pulling back sufficiently to allow a risk-free entry and consequently forcing the brave to fore-sake trade location to be on board the trend.  This one time frame directional market can be as frustrating to the trader as a liquidating market.

One should perhaps consider that 50 years ago that equity mutual funds turned over their portfolios at an average rate of 17% per year, today and more especially across the last 15 years the level of turnover has increased to 91%.  This is likely to increase dramatically over the next 5 years.  Herein partially lies the explanation for the whoosh trade.  The trade that trends directionally for days on end without any pullback making those on the wrong side of the squeeze waiting for the exit but never being granted that opportunity.
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Investors are clamoring for 9-10% returns whereas the reality is that returns average something closer to 6-7% over the long term meaning fund mangers need to step outside of indexing and passive investment and return to active investment.  This in turn leads to a need by fund managers and traders to take on more risk in order to out-perform their benchmarks.  This in turn can lead to potential instability but more importantly can lead to market abuses of manipulation as the need to produce positive actual returns out-weighs the risks taken.

There is a feeling from many in authority that the electronic world creates a better audit trail.  I contend in fact that it becomes far easier to hide manipulative practices and becomes more difficult to prove with the sheer enormity of transactions that it becomes a needle in a haystack.  Those in authority if ever called upon to investigate anything would not even know where to begin to look or even what to look for. The Liquidity Mirage will continue until eventually a crack appears in the systems.  By that time it may very well be too late for the authorities as the avalanche and domino effect unleashed of orders will take precedent in managing risk.  In other words it will be shoot first and ask questions afterwards.
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