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SUMMARY

• Examine the role played by bond funds in providing 
liquidity 

• Create a measure of liquidity supply/demand based on 
dealer inventory cycles

• The measure is persistent
• Funds with more liquid bonds and more stable flows are 

more likely to supply liquidity
• Predicts abnormal returns
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WHY SHOULD WE CARE?

• Liquidity provision by dealers has declined
• e.g., Schultz (2017) finds that the Volcker rule had an 

impact
• The SEC seems to care
• Do mutual funds supply liquidity in this dealer market?
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OUTLINE

Main Comments:
• Measure
• Data
• Dealers
• Alphas
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COMMENT 1: LS MEASURE

DEALER: BUY SELL

FUND 1 BUY BUY

FUND 2

BUY SELLFUND 3

BUYSELLFUND 4

SELL SELL

SUPPLY LIQUIDITY

DEMAND LIQUIDITY

TO DEALERS

FROM DEALERS

These seem like more 
“standard” definitions
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COMMENT: LS MEASURE (CONTINUED)

• Inventory & inventory cycles seem to be measured at 
the aggregate level.

• I guess this is okay since dealers can trade with each 
other (inter-dealer trades)

• Still, might want to include a justification
• Do we see a lot of inter-dealer trades near the peak (or 

trough) of a cycle?  
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COMMENT 2: MUTUAL FUND DATA

• Mutual funds are active in the corporate bond sector
• Good candidates to fill the role of liquidity suppliers
• On the other hand, we have to rely mostly on quarterly 

or monthly holdings to infer trades.
• Liquidity suppliers are likely to be very active.
• Can you validate that holdings data provide similar 

results to trade-level data?
• Active ETFs are too few and too new
• Ancerno has very little bond data
• What about insurance companies?
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WHO OWNS CORPORATE BONDS? (FED FLOW OF FUNDS DATA 2017)

Insurance Companies
38%

Mutual funds
25%

Banks/Finance/GSEs
11%

Private Pension funds
9%

Publ ic Pension Funds
7%

Households
5%

ETFs
5%
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COMMENT 2: MUTUAL FUND DATA

• NAIC requires disclosure of transactions by insurance companies
• Less active than bond funds, on average, but some variation

• Data from 2010: about 12% of dollar volume and 8% of trades were round-trip 
within quarter
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COMMENT 3: DEALERS

Some of these dealers are actually 
primarily management companies:

What happens if their funds are 
excluded?
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COMMENT 4: ALPHAS

• Trading style predicts future alpha.
• How much of this alpha is driven by active trading vs 

buy-and-hold.
• In other words, is the alpha attributable to the trades 

associated with liquidity supply?
• If not, what about the trading style can explain the 

abnormal returns?
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OTHER COMMENTS

• Include direct measure of liquidity for bond 
portfolio when examining determinants

• Examine determinants of LS and LD separately
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