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Summary

I Compute Roll (1984) illiquidity measure for bonds as in Bao, Pan, Wang (2011) using
Trace data from 2002-2012.

I Run cross-sectional panel regressions of firms’ illiquidity measures on various
characteristics (with bond and time fixed effects). They find:

(1) Illiquidity is higher for bonds that are riskier:

I lower bond prices
I higher credit spreads
I lower past industry returns
I lower stock returns.

I worse credit ratings.
I higher equity volatility.
I higher bond maturity.
I without collateral.

(2) Illiquidity is non-linear in price deciles: highest in lowest price decile.

(3) Sensitivity of bond illiquidity to bond price increases with equity volatility and
decreases with bond maturity.

⇒ ‘results confirm the notion that liquidity is determined by informational sensitivity of
debt contracts’ and support asym-info sec-design model of Dang, Gorton, Holmstrom.

(4) Illiquidity is increasing in downgrade since issuance holding fixed current rating.

⇒ ‘Strong support for Hanson and Sunderam (2013) hypothesis’ that ‘bonds issued at
higher ratings do not develop a robust information-gathering infrastructure.’
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Large literature on bond liquidity

I Many papers have shown that illiquid bonds have higher credit spreads
(Chen, Lesmond and Wei (2007), Houweling, Mentink, and Vorst (2005), Downing,
Underwood, and Xing (2005), de Jong and Driessen (2006), Sarig andWarga (1989),
Covitz and Downing (2007), Bao, Pan, Wang (2011))

I Also many papers that investigate determinants of bond specific liquidity-measures:
(Edwards, Harris and Piwowar (2007), Dick-Nielsen, Feldht̆ter, and Lando (2012),
Chacko, Mahanti, Mallik, Subrahmanyam (2008), Chacko (2005), Bao, Pan, Wang
(2011))

I Recently renewed interest in bond market liquidity post-Dodd-Frank by regulators and
academics (FINRA, IOSCO, NYFed, Blackrock, Bessembinder, Jacobsen, Maxwell,
Venkataram (2017), Anderson and Stulz (2017) )

I This literature documents that bond illiquidity increases with (risk):

I worse bond rating
I higher credit spreads
I longer bond maturity
I greater bond age

I smaller bond issue size

I smaller lagged equity returns

I higher equity volatility

⇒ need to appropriately reference the literature.
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Edwards, Harris and Piwowar (2007)

I EHR conclude (p.1442): The large differences between transaction costs of low and
high rated bonds are all highly statistically significant and are consistent with the
well-known and well-tested adverse selection theory of spreads.
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Bao, Pan, Wang (2008)
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Bao, Pan, Wang (2008)
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The evidence on liquidity and bond risk

I Fairly high consensus that higher bond risk leads to lower bond liquidity
(an exception is Chacko, Mahanti, Mallik, Subrahmanyam (2008)).

I Is it clear evidence in favor of asymmetric-information-security-design theory of bond
liquidity?

I Most micro-structure theories would predict such a relation:
I Inventory risk (Stoll (1978)),

I Limited risk-bearing capacity (or market power of intermediaries (Grossman-Miller (88))

I Adverse selection (Kyle (1985)).

I Search models (Duffie-Garleanu-Pedersen (2007)).

⇒ Need to test predictions that are specific to the Dang, Gorton, Holmstrom (2012)
model.
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The evidence on sensitivity of liquidity to price

Q? Is the evidence that sensitivity of illiquidity to price increases with equity volatility
and decreases with bond maturity specific to that theory?

I He, Milbradt (2012) propose model that combines a structural model of the
Leland-Toft (1996) where firms continuously have to roll over debt by issuing in a
secondary OTC market with search frictions of the Duffie, Garleanu, Pedersen (2005)
type. Their model generates:

I an endogenous bid-ask spread for bonds that is increasing in credit risk

I a credit-liquidity spiral: a bad shock to firm value increases the default probability,
which increases the valuation differential between H and L types in secondary market,
which increases the transaction costs, which lowers the bond value, which increases the
roll-over cost, which increases the default probability...

⇒ Could their model generate similar results?

⇒ Their model suggests that liquidity and bond price are jointly determined.
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The evidence on ratings

Q? Is the evidence that illiquidity is increasing in downgrade since issuance holding fixed
current rating ‘strong evidence for the information production hypothesis’ of Hanson
and Sunderam (2013)?

I Need to control for well-known ”ratings momentum”
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Figure 2: Upgrade-downgrade momentum (1996-2003 data). Source:

Moody’s, 2004.

⇒ Bonds with same current ratings that had larger downgrade since issuance are riskier!
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The evidence on ratings

I ‘Positive relation between bond illiquidity and change in credit rating is concentrated
in bonds around the cutoff between investment grade and speculative grade.

⇒ authors argue “ this is very consistent with asymmetric information theory of bond
liquidity”

I However, there are many institutional constraints that are likely to play a role as well.

⇒ Chen, Lookman, Schuerhoff, Seppi (2014) show that institutional trading behavior
(indexing. . . ) has large impact on price behavior around that cutoff.
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Is adverse selection a primary driver of bond liquidity?

I In adverse selection models, large (e.g., block) trades typically are done at a discount
relative to small trades (e.g., Kraus and Stoll (1972)).

I In search based models, large trades typically execute at favorable spreads (DGP
(2005)).

I Edwards, Harris, Piwowar (2007) and Bao, Pan, Wang (2008) find that illiquidity is
decreasing with trade size.

I Feldhütter (2012) finds evidence for price pressure in the difference between t-costs of
small and large trade that is consistent with search based frictions
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Is adverse selection primary driver of bond liquidity?

I Dick-Nielsen, Feldhütter, Lando (2012) find evidence that financial institution ability
to make markets in bonds is significant driver of bond liquidity
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‘Everybody worries about bond market liquidity’

I New regulatory environment
I Basel III capital and liquidity requirements for bank

I Dodd-Frank in the USA

I MIFIDII and MIFIR in Europe

I Dealer holdings of corporate bond has collapsed

⇒ move from ‘principal’ to agent model.

⇒ Widespread concern among practitioners and regulators that bond market liquidity
has decreased. (IOSCO report, Blackrock viewpoint, NYFed report, FINRA report).

I Academic research (Anderson and Stulz (2017, Bessembinder, Jacobsen, Maaxwell,
Venkataram (2017)) and NY FED Liberty Street Economics Research find that
price-based measures of liquidity have returned to pre-crisis levels, but that non-price
based measures of liquidity such as dealer capital commitment over various time
horizons, turnover, block trade frequency, and average trade size not only decreased
during the financial crisis, but continued to decline afterwards.

⇒ Institutional frictions affect bond liquidity
Discussion
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Evidence on bond liquidity factors unrelated to ‘information sensitivity’

I On-off the run Treasury spreads

I Spreads between KFW bonds and German Bunds

I Spreads between RefCorp bonds and US Treasuries
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Conclusion

I Interesting idea to test asymmetric information theory of bond liquidity

I Many findings are consistent with (or already) in the literature

⇒ needs to be better cited.

I Many findings do not seem specific to the asymmetric information security-design
models.

⇒ Should try to construct theory-specific tests (based on a specific model).

I Is it possible to identify firms are more/less likely to be information sensitive and
exploit variation in that dimension (tangible assets, small vs. big market cap, large vs.
small book to market, analyst coverage, predictable sales and dividends, etc...)

I There seems to be growing evidence that institutional frictions and market structure
are drivers of Bond market liquidity.

I Also substantial evidence that bond liquidity is driven by factors unrelated to
information sensitivity (On-off the run, KFW, RefCorp. . . ).
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