
Disclaimer:     The information provided in this trading education material is for informational and  
educational purposes only. It does not constitute financial, investment, or trading 
advice and should not be relied upon as such. Trading financial instruments, 
including but not limited to stocks, options, futures, and currencies, carries a high 
level of risk and may not be suitable for all investors. Before engaging in any trading 
activity, you should carefully consider your investment objectives, level of 
experience, and risk appetite. 



INTRODUCTION TO BROKEN LIQUIDITY IN 
TRADING

In futures trading, "broken liquidity" refers to a situation where the normal 
market conditions, characterized by ample liquidity and tight bid-ask spreads, 
are disrupted, leading to wider spreads, reduced trading volumes, and 
potentially increased volatility. Here's a closer look at broken liquidity in futures
trading:

Understanding Broken Liquidity

1. Normal Market Conditions

- Liquidity:  In normal market conditions, there are sufficient buyers and sellers 
willing to trade an asset, resulting in tight bid-ask spreads and smooth order 
execution.

- Efficiency:  Market efficiency is maintained, allowing traders to enter and exit 
positions with minimal price slippage.

2. Disruption of Liquidity

- Market Events:  Broken liquidity can occur due to various market events, such as 
economic releases, geopolitical developments, sudden news announcements, or 
unexpected shocks to the financial system.

- Illiquidity:  During periods of broken liquidity, trading volumes may decrease, bid-
ask spreads widen significantly, and price discovery becomes more challenging.



Causes of Broken Liquidity

1. Market Shocks

- Unexpected Events: Events such as geopolitical tensions, natural disasters, or 
unexpected central bank announcements can disrupt market liquidity, leading to 
heightened uncertainty and volatility.

- Flash Crashes: Rapid and extreme market moves, known as flash crashes, can 
occur due to algorithmic trading, triggering a breakdown in liquidity as liquidity 
providers withdraw from the market.

2. Regulatory Changes

- New Regulations: Changes in market regulations or trading rules can impact 
market liquidity by altering market structure, affecting the behavior of market 
participants and liquidity providers.

- Market Halts: Temporary halts or circuit breakers implemented by exchanges 
during periods of extreme volatility can disrupt liquidity by pausing trading activity.

Impact of Broken Liquidity

1. Increased Volatility

- Price Swings:  Broken liquidity often leads to increased price volatility, with prices 
experiencing larger and more erratic movements due to reduced order flow and 
liquidity depth.

- Slippage:  Traders may experience slippage, where trades are executed at prices 
significantly different from the expected price, resulting in unexpected losses or 
reduced profits.



2. Reduced Market Depth

- Wider Spreads:  Bid-ask spreads widen during periods of broken liquidity, making 
it more costly for traders to execute trades and reducing market efficiency.

- Lack of Depth:  Liquidity depth diminishes as market participants withdraw, 
leading to thinner order books and increased difficulty in executing large orders 
without significant price impact.

3. Uncertain Price Discovery

- Disrupted Price Formation: Broken liquidity can lead to distorted price signals 
and unreliable price discovery, making it challenging for traders to assess fair market 
value and make informed trading decisions.

Coping Strategies

1. Risk Management

- Position Sizing: Adjust position sizes to account for increased volatility and 
potential slippage during periods of broken liquidity.

- Stop-loss Orders: Implement stop-loss orders to limit potential losses in case of 
unexpected price movements.

2. Adaptability

- Flexible Trading Strategies: Be prepared to adapt trading strategies to changing 
market conditions, including reducing trade frequency or avoiding trading altogether 
during periods of extreme volatility and uncertainty.

3. Stay Informed

- Market Monitoring: Stay informed about market developments and news events 
that may impact liquidity and volatility, allowing for timely adjustments to trading 
strategies.



- Use of Market Data: Utilize market data, such as order flow analysis and market 
depth indicators, to gauge liquidity conditions and make more informed trading 
decisions.

Conclusion

Broken liquidity in futures trading refers to disruptions in normal market 
conditions, characterized by widened bid-ask spreads, reduced trading volumes, 
and increased volatility. This can occur due to unexpected market shocks, 
regulatory changes, or other unforeseen events. Traders need to adapt their 
strategies and employ robust risk management techniques to navigate periods of
broken liquidity effectively, minimizing potential losses and capitalizing on 
opportunities that may arise.


