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Abstract

We present a new measure of liquidity known as ““latent liquidity”’ and apply it to a unique corporate bond database.
Latent liquidity is defined as the weighted average turnover of investors who hold a bond, in which the weights are the
fractional investor holdings. It can be used to measure liquidity in markets with sparse transactions data. For bonds that
trade frequently, our measure has predictive power for both transaction costs and the price impact of trading, over and
above trading activity and bond-specific characteristics thought to be related to liquidity. Additionally, this measure
exhibits relationships with bond characteristics similar to those of other trade-based measures.
© 2008 Elsevier B.V. All rights reserved.
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1. Introduction

An investor holding a security or considering the purchase of a security is exposed to liquidity or, more
precisely, the lack of it. In this paper, our goal is to understand the determinants of liquidity and its cross-
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sectional variability in the context of relatively illiquid markets. While liquidity is easy to define in theoretical
terms, its empirical measurement in an accurate and reliable manner is difficult, except for markets that are
relatively very liquid. This is because most commonly used metrics of liquidity rely on transaction
information, such as volume and trading spreads, with relatively high frequency, which are unavailable when
the asset in question is illiquid.

In this paper, we propose a measure for liquidity that does not require such transactions data. Our measure
is simply the weighted average turnover of investors who hold a particular bond, in which the weights are the
fractional holdings of the amount outstanding of the bond.! We call this measure latent liquidity, because it
measures liquidity the way a typical sell-side dealer thinks about liquidity: it measures the accessibility of a
security in terms of the sources that currently hold the security. We apply this measure to one of the most well-
known, but illiquid markets in the world, the market for US corporate bonds. For bonds that trade relatively
frequently, we show that our measure has predictive power both for transaction costs and for the price impact
of trading, even after controlling for other liquidity measures such as the trading volume, and bond specific
characteristics that are thought to be related to liquidity, such as age, amount outstanding, issuer size, rating
class and coupon. Further, we analyze this new measure of liquidity to try to understand the determinants of
liquidity in the US corporate bond market.

Several theoretical justifications exist for our proposed measure of liquidity. The first is the inventory cost
argument in the early microstructure literature of Garman (1976), Stoll (1978), and Amihud and Mendelson
(1980), among others. This literature argues that the lower the trading frequency (or accessibility for any
reason) for a particular security, the higher the need for a dealer to keep an inventory of the security and,
therefore, the greater the transaction cost that the dealer needs to charge for providing the necessary inventory
and search services. The second and related insight offered by Amihud and Mendelson (1986) is that, in
equilibrium, securities with higher transaction costs and poorer liquidity are held by investors with longer
trading horizons, because they are able to amortize their transaction costs over longer periods of time. The
third is the insight from Vayanos and Wang (2005), who show that liquidity may get concentrated in some
assets endogenously in equilibrium, leading to lower search times and lower transaction costs in these assets.
The fourth is from the theoretical model of Duffie, Garleanu, and Pedersen(2005), in which they endogenize
transaction costs in a search-based framework for over-the-counter markets. They suggest that bid-ask
spreads charged by market makers are likely to be higher when agents have lower trading frequencies and
hence, fewer options to search. Taken together, these theoretical models suggest that bonds primarily held by
agents with higher turnover should have better liquidity for two complimentary reasons. High turnover agents
are attracted to securities with inherently lower trading costs, and the higher trading activity of these agents
improves the liquidity of the assets they hold.

These theoretical ideas make intuitive sense in the context of the actual corporate bond market. Corporate
bonds trade in a dealer network. Dealers rely on being able to access their buy-side clients’ holdings either
to purchase or sell bonds. If a bond is readily accessible, meaning a dealer can contact one of a number
of buy-side clients and obtain the bond easily, the bond can be thought of as potentially liquid, even
though it might not trade much. Specifically, we conjecture that if a bond issue is held primarily by investors
with high portfolio turnover (e.g., hedge funds), the bond could be thought of as being more accessible,
because it is easier for a dealer to contact one of the investors holding this bond, leading to lower search and
transaction costs. Furthermore, high turnover funds have a greater incentive to hold such highly accessible
bonds, because transaction costs are likely to be low when the bond has to be traded. Conversely, we
conjecture that if a bond issue is held primarily by investors with low portfolio turnover, such as long term
buy-and-hold investors (e.g., insurance companies), the bond is less accessible and, hence has higher search
and transaction costs.

A common feature of empirical research in liquidity is that it generally uses transactions data, such as
trading volume, trade count, or the bid-ask spread, to measure liquidity. This approach is feasible in markets
that are reasonably liquid and have relatively continuous trading activity. However, the most interesting
markets to study liquidity are those in which liquidity is a problem, such as the real estate market, or the

'We use the corporate bond market as an example of an illiquid market, but it should be clear that the liquidity concepts and measures
discussed here apply, more generally, to any asset or security traded in an illiquid dealer market.
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