Staff second quarterly report on corporate bond market liquidity

Summary
This report1describes developments in the liquidity and functioning of corporate bond
markets since May. In this update, we use the same measures of liquidity used in the previous
report for both primary and secondary market conditions. The main findings are:
1) Liquidity in the primary market - as indicated by the pace of primary corporate bond
issuance - continued to be robust in the U.S., on balance. Yields on corporate bonds
were up slightly from the time of the last report, on net, and remained at historically low
levels. Nonfinancial corporations continued to take advantage of low interest rates and
the strong investor demand for fixed-income securities, reportedly using one half of the
proceeds from issuance, in aggregate, to refinance existing debt. Corporate bond
issuance slowed somewhat in July and August, largely reflecting seasonal factors, and in
part, reflecting elevated volatility in the speculative-grade bond market. Issuance
rebounded in September, offsetting much of the weakness in prior months.

2) Measures that capture aspects of secondary bond market liquidity - the ability of and cost
to investors to easily buy and sell corporate bonds - showed mixed changes since the last
report. The average daily trading volume moved up noticeably for speculative-grade
bonds in July. However, trading volumes had retraced that move by late August,
consistent with reports of a widespread sell-off in the speculative-grade market, as

1This report has been agreed to by the staff of the Office of the Comptroller of the Currency, the Federal Reserve
Board, the Federal Deposit Insurance Corporation, the Securities and Exchange Commission, and the Commodity
Futures Trading Commission (collectively referred to as the Agencies). The Agencies have expressed no view
regarding the analysis, findings, or conclusions contained in this report.

evidenced by sharp outflows from mutual funds that invest in lower-rated bonds. The
fraction of very large secondary-market trades - trades that are at least $1 million in face
value - increased significantly for speculative-grade bonds around the same time of the
sell-off. More recently, both of these measures have returned to levels similar to those at
the time of the last report. In contrast, the estimated average round-trip cost of buying
and selling corporate bonds in the secondary market remained quite stable through the
summer and continued to hover near its pre-crisis level, consistent with reasonable levels
of liquidity in the face of substantial flows. Dealers’ inventories of high-yield corporate
bonds also held fairly steady amid the large swings in mutual fund flows, consistent with
market reports that the sales of bonds by mutual funds in response to the retail outflows
they experienced were quickly met by purchases from other types of institutional
investors.
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