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SUMMARY

e Examine the role played by bond funds in providing
liquidity

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

e 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?

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

impact

e The SEC seems to care
e 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  SUPPLY LIQUIDITY TO DEALERS
FUND 2 SELL SELL ~ DEMAND LIQUIDITY FROM DEALERS
FUND 3 BUY SELL} These seem like more

FUND 4 SELL BUY “standard” definitions
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COMMENT: LS MEASURE (CONTINUED)

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

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

e Still, might want to include a justification

e 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

e 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.

o Liquidity suppliers are likely to be very active.

e (Can you validate that holdings data provide similar
results to trade-level data?

 Active ETFs are too few and too new

e Ancerno has very little bond data

e What about insurance companies?
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WHO OWNS CORPORATE BONDS? (FED FLOW OF FUNDS DATA 2017)

Banks/Finance/GSEs
11%




COMMENT 2: MUTUAL FUND DATA

. NAIC requires disclosure of transactions by insurance companies

e Less active than bond funds, on average, but some variation

ful_cusip | description |fnreigr1 | date_acquired| name_of_vendor |dispusal_date| name_of _purchaser
88573EAER  3M COMPANY T4IUMTD Royal Bank of Canada 2BJUNTD Southwest Securties
002824455 ABBOT LABORATORIES 14IUMN10 BMP PARIBAS 2BJUNTD BMP PARIBAS
06052MADT  BANK OF AMERICA AUTO TRUST 16JUMNTD Bank: of America 28JUNTD Greenwich Capital
084664BG5 BERKSHIRE HATHAWAY FIN 14IUN10 Goldman Sachs & Co 28JUNT0 BNY/ITC Dealers
136375850 CANADIAN NATL RAILWAY F 16FEB10 Wall Street Axess D1JUNID Wall Street Axess
17275RAGT  CISCO SYSTEMS INC 14IUNT0 Wells Fargo 28JUNTD Southwest Securities
22160KABT  COSTCO WHOLESALE CORP 14JUMNT0 115 Bancorp Piper Jaffray ZBJUNID Southwest Securities
532457BD% ELILILLY & CO 14IUMN10 Royal Bank of Canada 2BIUNTD  VARIOUS
34575EADZ  FORD CREDIT AUTO OWNER TRUST SER B 15JUN10 Citigroup Global Markets 2BJUNTO Barclay Capital
36967HAYI GEMNERAL ELEC CAP CORP 16MAR1D Maorgan Stanley 01JUN10 HSBC Securties
43812WACT HONDA AUTO REC OWNER CL A3 14IUN10 Wells Fargo 28JUN10 Barclay Capital
F17081CZ4  PFIZER INC 14IUN10 VARIOUS 28JUNTD VARIOUS
7181728B%  PHILIP MORRIS INTL INC 17FEB10 Royal Bank of Canada 28JUNTD Southwest Securities
7427180DL0  PROCTOR & GAMELE CO PG 16FEB10 Royal Bank of Canada 2BJUNTD  Called
B0282DACE  SANTAMDER DRIVE AUTO REC TRUST 14IUMN10 Wells Fargo 2BJUNTD  Greenwich Capital
822582816  SHELL INTL FINANCE F 14IUMN10 VARIOUS 2BJUNTD  VARIOUS
904764406  UNILEVER CAPITAL CORP 14IUMN10 Royal Bank of Canada 2BJUNTD  Greenwich Capital
913017BF5  UNITED TECHNOLOGIES CORP 6.1% 14IUN10 VARIOUS 28JUNTD Southwest Securities
931142CL5  WALMART STORES INC 14IUN10 Deutsche Bank 2BJUNTD Wall Street Axess
10112RABD  BOSTOM PROP CORP NOTE CONT CALL  6.250 13JUL10 CHASE SECURITIES 12DEC10 REDEMPTION 1107470
62888¥AA2  NCUAGUARANTEED 2010-C1 A1 CMBS  1.600 03NOVID BARCLAYS GROLUP INC. ZTNOVID PAYDOWN
62888XAAZ  NCUA GUARANTEED 2010-C1 A1TCMES  1.600 03NOVID BARCLAYS GROLP INC. 27DECID PAYDOWN
91324PAEZ  UNITEDHEALTH GROUP INC CORP NOTE NON CAL 23JUL10 BAMNK OF AMERICA SEC 28JUL10 BAMNK OF AMERICA SEC
947074AH3 WEATHERFORD CORP NOTE MW 15BP  5.950% 23JUL10 BAMNK OF AMERICA SEC 210CTI0 REDEMPTION  107.5750
T67Z201AEE  RIO TINTO FIN USACORP NOTE CONT CALL F 23JUL10 MORGAN STANLEY 02NOVI0D  REDEMPTION 1131570
. Data from 2010: about 12% of dollar volume and 8% of trades were round-trip
within quarter
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COMMENT 3: DEALERS

dealer | dolvol | trades | buys |
1 |JPMORGAN 20637966635 23261 16904
2 |BANKOF AMERICA 20539018990 19542 13743 Some of these dealers are aCtua”y
3 |MORGAN STANLEY 15509161567 12973 9018 . . < .
4 |BARCLAYS CAPITAL INC 15556938617 12043 8129 prlmarlly management companies:
5  |CITIGROUP 12526200107 11638 7998
6 |CREDIT SUISSE FIRST BOSTON 13951164489 11520 THE oK INVESTMENTS. LG
; Egﬁgms;ﬁg ];E‘:’:ﬁ 12;?3 ﬁ‘; 55 EAST 52ND STREET, NEW YORK, NY 10055

Mailing Address: 1 UNIVERSITY SQUARE DRIVE, PRINCETON, NJ 08540

9 |WELLS FARGO 4431518546 2 5594 1575
10 |UBS SECURITIES 2998919873 5 5065 2371
1 JEFFERIES 4 CO 4831743042.9 4954 2516 T. ROWE PRICE INWESTMENT SERVICES, INC.
12 |ROYAL BANK OF SCOTLAND 1219573509 2950 2199 100 E PRATT ST, BALTIMORE, MD 21202
13 |RBC CAPITAL MARKETS 2846181383 8 2968 1657
14 WACHOVIA 2956733452 2416 1453 INVESCO CAPITAL MARKETS, INC.
15 BMP FARIBAS 1862628007.3 2778 1225 11 GREENWAY PLAZA, SUITE 1000, HOUSTON, TX 77045
16 |HSBC 1975529464 6 2213 1303
17 |NOMURA SECURITIES 3070446714 2096 1147 |ANUS HENDERSON DISTRIBUTORS
18 |CANTOR FITZGERALD 1919724958 9 1659 906
19 |MERRILL LYNCH 719191645.83 1611 1012 151 DETROIT STREET, DENVER, CO 80206-4923
20 | STIFEL NICOLAUS 957324330.34 1603 351
21| KEYBANC CAPITAL MARKETS 893523002 82 1534 » \What happens if their funds are
22 |BANKOF NEW YORK 92863174468 1498 725
23 |FTN FINANCIAL 1288957605.1 1472 215 excluded?
24 | SALOMON SMITH BARNEY 1123920830 4 1353
25 |GREENWICH CAPITAL MARKETS 1943682744 8 1270 774
26 | JOHN HANCOCK LIFE INSURANCE COMPANY OF N 1373574232 1202 790
27 | BAIRD (ROBERT W) 82435705206 1079 737
28 |WELLINGTON 20076469816 1003 719
29 |FIRST UNION SECURITIES INC 60277388139 967 195
20 |USBANK 240051028 81 959 604
31 |MELLON INVESTORS SERVICES 20094623932 44 417
32 |MORGAN KEEGAN 67478053654 840 470
33 |WALL STREET ACCESS 69297589212 822 157
34 | BEAR STEARNS 53956133425 819 193
35 | PERSHING 215555569 45 785 400
36 | RAYMOND JAMES 76011439249 772 543
37 | STERNE AGEE 25109443538 704 W ee
33 | DALTON 1609495219 2 697 193 1y
39 | BLACKROCK FIN. MGMT. 388868709.11 73 155




COMMENT 4: ALPHAS

 Trading style predicts future alpha.

e 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?

* |f 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
e Examine determinants of LS and LD separately
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