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Is the spectre of illiquidity again  
stalking global bond markets?

Historically more attention has been paid 
to default risk than liquidity risk in the 
credit market. But the changing nature 
of both the market and its investors over 
the last five years has switched attention 
towards the latter. Regulatory limitations 
on banks’ proprietary trading activities – 
prompted by the “Volcker rule” – are said 
to have reduced the depth of market-
makers’ inventories at a time when ETFs 
and other index funds have steadily 
increased their market share. The worry 
is that this could create a liquidity 
squeeze at a moment of market panic.

In this article, we look at some of the ways of measuring 
liquidity and find cause for concern in some parts of 
the market. We conclude that investors need to tread 
carefully, particularly when using passive funds, which may 
unexpectedly expose them to active risk at times of market 
stress. Retaining the ability to pick and choose amongst 
different securities can be an important way of mitigating 
that threat and providing a smoother performance.

Market participants measure the state of liquidity in many 
ways. One is simply to look at the difference between the 
prices at which investors buy and sell, the bid-ask spread. 

This is typically wider for less liquid and infrequently-traded 
bonds, and tends to widen further as the transaction size 
grows (left-hand chart in Figure 1). When liquidity is low, 
both the bid-ask spread and the degree of price movement 
for larger-size trades worsen. 

A complementary measure analyses this “dispersion” for 
the overall market, measured as the difference in spreads 
between similar securities. When there is more liquidity 
in the market, issues tend to exhibit tighter dispersion 
than when liquidity is in short supply (right-hand chart in 
Figure 1). Wider dispersion can be due to the absence of 
arbitrageurs in the market and/or dealers not carrying 
sufficient inventories in specific bonds. 

Using a variant of this second measure, we can analyse 
the market in US Treasury bonds, one of the most readily 
tradable assets in the world. The most traded Treasury 
security is usually the most recently issued, known as the 
“on-the-run” bond. Because it is the most liquid, it tends to 
attract a higher demand, which in turn pushes its price up 
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Figure 1: The anatomy of illiquidity 
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The two should broadly represent the same factor: the 
compensation that an investor receives for underwriting 
the risk of the issuer defaulting. However, it is clear that 
there can be enormous differences. In 2008, for instance, 
investors were able to trade CDSs much more easily than 
cash bonds, reflected in the huge peak in the chart. This 
was largely due to the decline in risk-taking that occurred 
amongst dealers, when cash transactions attracted a 
premium. (CDSs, in contrast, trade on a margin basis and 
do not require full cash backing for an investment.) It 
is clear that, while there has been some tightening this 
year, this measure is not pointing to a major problem with 
liquidity in the US high-yield bond market. 

It would appear that, judging by these spread-based 
measures, all seems well in the bond markets. However, 
as we suggested earlier, another way to measure liquidity 
is to look at dispersion. In Figure 4, we have done this 
by calculating the standard deviation of spreads for an 
individual class of bond at any given date. 

A high figure would suggest that the dispersion for some 
bonds is much wider than for others, which could in turn 
point to an evaporation of liquidity in those parts of the 
market and/or a deterioration in credit quality for some of 
the bonds in the index. While this measure remains benign 
for Treasuries and high-grade bonds, the picture looks 
worryingly different in the high-yield spectrum, where the 
recent upturn is fast approaching the levels last seen in 
2008 and 2009. 

Figure 4: … but dispersion among bond issues is rising
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Logarithmic scale, base =10. Source: Merrill Lynch and Schroders, 14 October 2015.

To investigate this further, we turned to two other liquidity 
measures. The first is the Barclays Liquidity Cost Score 
(LCS), a widely-used approach that uses the “round-trip” 
cost of buying and selling a bond as a proxy for liquidity2. 
This allows comparison of different bonds on a like-for-
like basis by adjusting for the different duration of each 
security. Shown by the light blue line in Figure 5, this 
measure has been relatively flat over the last five or six 
years, even during episodes of market turmoil, such as the 
taper tantrum in the summer of 2013. The LCS therefore 
gives few grounds for concern just now.
2 Calculated by multiplying the option-adjusted spread duration by the  

bid-ask spread. 

and lowers the yield compared with other similar bonds. 
We can therefore test the liquidity of the market by looking 
at the yield differential between the on-the-run bond and 
the second most recently issued bond, called the first “off-
the-run” bond. As Figure 2 shows, the premium for liquidity 
in on-the-run bonds was extreme during 2008 and rose 
again somewhat more gently in 2010-2013, but has been 
falling in the past two years. It is now virtually non-existent, 
possibly as a consequence of the expansionary monetary 
regime seen of late. 

Figure 2: Treasury liquidity is actually improving 
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30 October 2015.

Of course, if there were to be a problem with liquidity in 
bond markets, it might not appear amongst widely-traded 
US Treasuries. A more likely source would be in areas 
where the normal amount of trading activity is lower, 
such as high yield. Figure 3 therefore looks at spreads in 
the US high yield market by recording the difference (or 
“basis”) between two distinct measures of default risk: one 
provided by credit default swaps (CDSs, a form of insurance 
against the issuer failing to make contracted payments), 
and the other represented by the option-adjusted spread 
(OAS) of the high-yield cash bond index1 over “risk-free”  
Treasury bonds.

Figure 3: The cost of insuring high-yield bonds is 
showing no signs of stress… 
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1  The option-adjusted spread makes allowance for the implied option embedded in 
the bond derived from changing interest rates and the risk that it may be repaid 
early (repayment risk).
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However, it may not capture the whole picture. To provide 
a more comprehensive view, we applied a much less used 
technique which involves estimating the effective bid-ask 
spread for every bond in an index3. When we adopted this 
approach we saw a marked rise in the bid-ask spread of US 
high-yield bonds from the end of 2014. 

Our various investigations do therefore appear to point to 
problems with liquidity in the high-yield market. However, 
as suggested earlier, the rise in dispersion could be due to 
a decline in the market’s view of the credit quality of parts 
of the market, rather than any diminution in liquidity. If 
so, it would affect all the bonds issued by a single issuer, 
whatever their maturity or size. To determine whether this 
hypothesis is reflected in the data, we conducted a similar 
exercise to the previous one in Figure 4, but measured the 
standard deviation of the option-adjusted spread by issuer 
rather than for the index as a whole. 

We then took an average of that measure across all 
issuers. The sharp rise (dark blue line in Figure 5) this year 
suggests that the market is indeed differentiating between 
similar issues from the same issuer, a sign that liquidity is 
deteriorating in some areas.

Figure 5: High-yield liquidity measures are diverging
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Source: Barclays, Merrill Lynch and Schroders, 30 September 2015.

As is clear from our charts, rapidly tightening liquidity 
can be a harbinger of wider problems in markets. That 
will prompt many readers to ask what the consequences 
of this might be for the high yield markets should we 
head into another credit crisis. Any answer will need 
to take account of several changes that have occurred 
since the crash of 2008–09. An important one that has 
been much commented on is the significant reduction 
in the inventories of bonds held by broker-dealers, key 
intermediaries in the fixed income market. Having peaked 
at $300 trillion, these inventories are now down to an all-
time low, despite the fact that the bond market has grown 
since then. Clearly, with broker-dealers only providing 
minimal capital to the market, their ability to make prices 
in size is much diminished, suggesting that there could be 
3  Roll, Richard, “A Simple Implicit Measure of the Effective Bid-Ask Spread in an 

Efficient Market”, The Journal of Finance, Vol. 39, No. 4, September 1984.

problems if all the trading moves in one direction during a 
crisis.

Another change in the market since the financial crisis 
of 2008-09 has been the rising share of the bond market 
taken by mutual funds and ETFs. Mutual funds have almost 
doubled their share of high yield debt outstanding over 
the past decade to about 25%, while ETFs have grown 
from almost nothing to more than 10% in the US (Figure 6 
overleaf). And this growth is not purely retail-driven. They 
are used across the investor spectrum: by market-makers 
for hedging purposes, and by investing institutions and 
asset allocators for more tactical trading purposes.

It would seem fair to assume investors in these vehicles, 
whether retail or institutional, are looking for the returns 
available from a high yield index, but in a more liquid 
format (mutual funds and ETFs generally offer daily 
liquidity). However, given what we have discovered about 
the market, it might be equally fair to question just how 
faithful passive versions of these vehicles can be to the 
index they purport to track and, moreover, just how liquid. 
If, as we suspect, some parts of the high yield market are 
already less liquid than they appear, it may prove hard 
for tracking products to provide proper index replication 
without compromising risk budgets. Investors may have to 
accept that, in the event of a sudden rush for the exit, some 
passive funds may not be able to realise assets quickly 
enough to meet demand.

Figure 6: Collective funds are now a force to be 
reckoned with
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Alternatively, such funds may have to become “closet active 
funds”: picking and choosing amongst bond issues for 
the most liquid, rather than those best able to replicate 
index returns. Either way, there is a danger that investors’ 
expectations may not be fully met with such products.  
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Conclusion
Liquidity remains an elusive concept. It may appear plentiful when measured in one way, while looking 
disconcertingly meagre when seen from a different angle. Some widely-used indicators can be helpful in gauging 
one aspect of liquidity, but they may also be instilling a false sense of security. Simply looking at average liquidity 
levels may not be enough to uncover backwaters of the bond market where trading has all-but dried up. By 
complementing them with other approaches it is possible to highlight those areas where investors may be more 
vulnerable in the event of a market seizure. Knowing where those risks lie is even more important now, when 
broker-dealer inventories have virtually disappeared. We would argue that an investor using an active manager 
able to deploy a range of liquidity tools is better equipped to manage such risks than someone using a more 
passive approach. Indeed, not only is the passive investor potentially exposed unwittingly to some degree of 
active risk, but the hoped-for liquidity may prove to be a dangerous chimera. Let the buyer beware. 

 By contrast active managers retain the option of screening 
for liquidity if they anticipate a rapid deterioration in the 
market situation.

In their own defence, passive index providers point to a 
number of mitigating factors. They say, for instance, that 
the index chosen for mutual funds is usually a subset of the 
wider index. This deliberately skews their holdings towards 
the liquid end of the market by restricting the universe 
available to them and imposing issuer caps. Moreover, most 
already use a “sampling” approach which helps them avoid 
being forced buyers or sellers of the entire index. However, 
it is also the case that, by using this sampling approach, 

depending on which bonds they select, the passive 
indexers could also inadvertently select less liquid or less 
“representative” bonds for each issuer, which will make it 
harder for them to truly represent benchmark returns. 

It is difficult to gauge the potential liquidity impact of 
large ETF and mutual fund redemptions on credit markets. 
Given the steady growth of these vehicles since the crisis, 
their resilience if the trend reverses is untested. However, 
we would argue that a potential dispersion between the 
returns on those vehicles and the underlying index may 
emerge in times of market stress.


