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Today’s stock market
is a high-revving engine
machined to very
tight tolerances with
a highly sophisticated
lubrication system.

Executive Summary
Comparing the stock market to a high-performance engine, ISSG Senior Investment
Strategist Bob Jaeger warns against confusing speed with liquidity in today’s
changing markets. Reliable liquidity, he argues, comes from long-term investors
with strong enough nerves to withstand price volatility; not high-frequency
traders with microsecond investment horizons. Moreover, leverage is the enemy
of liquidity, since it forces investors into short-term thinking and momentumdriven behavior.
Everything you need to know about market liquidity you can learn from the
engine of your car. The first big lesson is that lubrication isn’t everything. You
also need fuel, air, electricity, and strong engine parts, to name just a few essential
elements. The second big lesson is that speed isn’t everything. We all want high
horsepower, but horsepower has two dimensions: it’s torque (force × distance, as
when a force is applied at the end of a lever) times revolutions per minute (RPMs).
Automobile racing engines are high-revving engines that often have relatively
little torque at low RPMs; tractor trailers and tugboats have slow-turning engines
that deliver enormous amounts of torque with each revolution.
Today’s stock market is a high-revving engine machined to very tight tolerances
with a highly sophisticated lubrication system. And it’s very temperamental.
The lubrication system is prone to failure, so the engine sometimes seizes up
dramatically, as in the “flash crash” of May 2010. And sometimes the engine
just runs out of gas, as when all the buyers disappear at once. And even when
it’s running normally, it doesn’t have as much torque as we’d like.

1	The ISSG is part of The Bank of New York Mellon, a principal banking subsidiary of BNY Mellon.
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The most important
form of liquidity
comes from long-term
investors who have
strong nerves, i.e.,
they can withstand
price volatility. The
high-frequency trader
with a microsecond
investment horizon
isn’t really willing to
“take the other side
of the trade.”

Torque relates to size, not speed. On a “normal” day, bid/offer spreads are tight
and you can do small trades at a price pretty close to the last trade. To improve
liquidity, you can try to get the smaller trades done faster, or you can try to get
larger trades done without incurring a painful price penalty. In automotive terms,
you can boost horsepower by making the engine turn faster or by increasing
the torque. When market engineers focus exclusively on executing small orders
at faster and faster speeds, the result is a high-revving engine with not nearly
enough torque.
We think of liquidity as a short-term phenomenon: “short-term liquidity” sounds
redundant, and “long-term liquidity” sounds like a contradiction in terms. However,
short-term traders are an unreliable source of liquidity. The most important form
of liquidity comes from long-term investors who have strong nerves, i.e., they
can withstand price volatility. The high-frequency trader with a microsecond
investment horizon isn’t really willing to “take the other side of the trade.” He’s
willing to hold the hot potato for a fraction of a second, but true liquidity comes
from investors who are willing to grasp the potato for a longer period. Short-term
investors can deliver high RPMs, but not torque.
We believe the best possible source of liquidity is a long-term investor with no
leverage and a contrarian investment philosophy. The worst possible source of
liquidity is a short-term investor with high leverage and a momentum philosophy.
Contrarian investors are hard-wired to buy when everyone else is selling, so
they are obvious sources of liquidity. Momentum investors are liquidity sinks.
Leverage is the enemy of liquidity, since high leverage forces investors into
short-term thinking and momentum-driven behavior. High leverage can mean that
you have weak nerves and no staying power: you’re worried about margin calls
and other surprises that would force you to transact. And high leverage can spawn
momentum trading. When your position is moving against you, the margin call
forces you to sell into a falling market or buy into a rising market.

ZEN AND THE ART OF LIQUIDITY MAINTENANCE

2

The investment business
has evolved toward a
perilous concentration
of power: never before
have so few decided
so much on behalf
of so many.

These facts about liquidity have important consequences for both investors and
regulators. Since contrarian thinking is an essential source of liquidity, the herding
instinct is a prominent threat to liquidity. The investment business has evolved
toward a perilous concentration of power: never before have so few decided
so much on behalf of so many. And those few think increasingly alike. Large
institutional investors constantly compare themselves with other members of
their “peer group,” which encourages mimicry and herding. The best antidote
is to ask: How am I different from others of my peer group, so that I might buy
what they’re selling and sell what they’re buying?
As for regulatory matters, the so-called Volcker Rule rightly attempts to curtail
various proprietary trading abuses, but ideally it would be crafted carefully so as
not to impair the ability of broker/dealers to commit capital in order to provide
liquidity to customers. Additionally, various kinds of financial transaction taxes
(“Tobin taxes”) have been proposed. Critics complain that such taxes would
“throw sand into the wheels of commerce.” Again, any such tax would ideally be
designed to avoid unintended consequences that would be harmful to ordinary
investors. However, some of the anti-tax rhetoric is based on the conviction that
anything that slows markets damages liquidity. That conviction confuses liquidity
with speed. If we want markets with more horsepower, what we need is not higher
RPMs but more torque.
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