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UK corporate bond liquidity running thin

Markit's bond pricing service suggests liquidity in the UK bond market is significantly lower relative
to its European and US peers, with global market volatility exacerbating the trend.

— Average number of dealers quoting UK corporate bonds is materially less than US and

Europe

— UK bonds have a much lower Markit liquidity score than their US dollar and euro peers

— During August’s global market volatility, only 10% of UK corporate bonds had the highest
Markit liquidity score rank, compared to 83% for Europe and 71% for the US

In bond markets, liquidity can be described as
the ability to transact with size, at low cost
and with minimal price impact. The topic has
been of much conversation over the past few
years as market participants fret over the
potential systemic risks that can arise from
illiquid bond markets.

Regions

While overall consensus is that bond market
liquidity has been deteriorating, certain bond
markets remain healthier than others. To test
this, the constituents of Markit's iBoxx indices
can be used to provide a gauge of the
investment grade corporate bond universe in
three regions: Europe, the US and the UK (for

consistency, only domestic bonds were used).

Sample size

bond count
iBoxx £ Non-Financials (UK) 190
iBoxx € Non-Financials (Europe) 460
iBoxx $ Domestic Non-Financials (US) 1983

Unsurprisingly, the sample size was the
smallest in the UK, matching its relative size
in comparison to corporate bond markets in
Europe and the US. While quantitating
liquidity remains ambiguous, Markit’s liquidity
metrics are derived from its bond pricing
service and provides an indicative view for
judging these three markets.
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Dealer count

One method of viewing liquidity is by the
number of dealers quoting a bond. The dealer
count is defined as the number of unique
dealers quoting a bond on a given day, which
can be averaged across all the sample bonds
in the region to provide a top down view.
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The results show that the UK corporate bond
market lags its European and US
counterparts. In October, UK bonds saw an
average of 4.54 dealers per bond, half of the
9.01 seen by European peers and less than
the 5.85 seen in the US.

This trend was exasperated by this summer’s
global market volatility, which saw average
dealer counts fall across the board. August
saw a low of 2.08 dealers per bond for UK
issues, half the average level.
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https://www.markit.com/Product/Pricing-Data-Bonds
http://www.bloombergview.com/articles/2015-06-03/people-are-worried-about-bond-market-liquidity
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Liquidity scores

A broader measure of liquidity is Markit’s
liquidity score, which takes into account
bid/ask spreads, maturity, number of different
sources and shadow liquidity. A score from 1-

5 is determined, with 1 being the highest rank.
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This metric also highlights the lack of liquidity
in the UK bond market, as the percentage of
bonds with the highest ranking (1) in the UK
(52%) lags its global peers. 75% of US and
89% of European bonds within the iBoxx
investment grade universe meet the highest
liquidity criteria.

Perhaps most worryingly for UK bond traders
are the fact that this liquidity dispersion has
been growing over the year. The UK saw its
share of bonds ranked with the highest
liquidity score drop to 11% in August and has
averaged only 41% this year (see Table 1).
Elsewhere, Europe has maintained 80%+ of
bonds ranked with a liquidity score of 1 this
year, while the US has maintained 70% bar a
blip in May, even amid this summer’s market
volatility.
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A year on year comparison also highlights the
deteriorating conditions in the UK bond
market. The percentage of bonds with a
liquidity score of 1 was 9% greater last
October, with more bonds in the liquidity
score 2 and 3 categories this October. Over
the year, of the 190 bonds in the UK market
sample, only 12 saw an improvement in
liquidity score while 40 saw a downgrade.

Table 1
iBoxx £ Non-Financials % of bonds with Markit Liquidity Score
1 2 3 4
27 October 2014 61% 29% 9% 0%
24 November 2014 56% 25% 14% 5%
29 December 2014 0% 50% 41% 9%
26 January 2015 50% 40% 8% 2%
23 February 2015 55% 32% 11% 2%
30 March 2015 51% 27% 12% 10%
27 April 2015 48% 32% 16% 4%
25 May 2015 35% 40% 20% 5%
29 June 2015 17% 52% 21% 11%
27 July 2015 52% 26% 20% 2%
31 August 2015 11% 58% 30% 2%
28 September 2015 43% 37% 20% 1%
26 October 2015 52% 33% 15% 1%
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