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Abstract

The paper attempts to explore the relationship between the stock market and the corporate bond
market, with a focus on the inter-dependency of liquidity between the two markets. The study
employs a panel dataset to assess the impact of stock market liquidity on the corporate bond market
liquidity for the top five Asian economies (ranked by GDP) for the period 2008-2017. In contrast to a
limited number of earlier studies that reported a spillover effect of liquidity among the markets for
stfock and government bonds, the results of the present study convey that an increase in stock
market liquidity tfends to eat up the liquidity of the corporate bonds, even after controlling for
government bond yield and inflation rate changes. The findings indicate a crowding-out effect
instead of a spillover effect, as indicated by related studies. The ‘flight-to-quality’ argument provides
one possible explanation of liquidity moving away from one market to the other. This implies that if
regulators’ policies are focused on developing only one type of market, it may crowd out the liquidity
and the development of the other market. The study suggests that the government focus more on
the corporate bond market, which is yet to flourish in the Asian markets as compared to its stock
market counterparts. The paper is one of the few attempts that focus on the corporate bond market
and its liquidity and aims to ignite a debate on the possible linkages between the liquidity of the
corporate bond market and the stock market.

Keywords: Liquidity, corporate bond market, stock market, furnover ratio, crowding out, spillover
effect

1. Introduction

Financial Market liquidity has garnered increased interest in the past with close lens on the stock
market. While focusing on the stock market, some studies have explored the effect of market liquidity
on the prices and returns in the market (Amihud, 2002; Amihud and Mendelson, 1986; Jacoby et al.,
2000; Jones, 2002; Jun et al., 2003; Pdstor and Stambaugh, 2003). At the same time, others have
explored factors that influence liquidity in the stock market (Correia and Amaral, 2014; Grossman
and Miller, 1988; Hameed et al., 2010; Heflin et al., 2002; Kim et al., 2006). With regards to the bond
market, the extant literature has analyzed the determinants of bond market development, but most
of the work has focused on the size or capitalization of the market (Bhattacharyay, 2013; Eichengreen
and Luengnaruemitchai, 2011; Maurya and Mishra, 2016; Mu et al., 2013; Smaoui et al., 2017; Teplova
and Sokolova, 2018), and only a few studies examine the liquidity aspect of the bond market.
Goyenko et al. (2011) and Gunduz et al. (2018) explore the factors that influence liquidity in the bond
markets, while Lin et al. (2011) study the impact of liquidity on corporate bond returns. Further, the
literature exploring the interlinkages of liquidity between the bond market and the stock market is
almost missing as per our knowledge. Chordia et al. (2005) found liquidity shocks to be positively
correlated across the two markets. In contrast, Goyenko and Ukhov (2009) found bond market
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liguidity acting as a channel between monetary policy effects and the stock market liquidity, spilling
over the money supply shocks from one market to another.

The limited studies that examine liquidity interlinkages between the bond and the stock markets
overlook the corporate bond market and limit their focus to the treasury bond markets. Moving away
from previous studies and in an attempt to fill this large gap, the present study attempts to explore
the relationship between stock market liquidity and corporate bond market liquidity. Previous studies
have explained stock market liquidity as a determinant of prices and returns of the stock market;
however, our study differs by studying the stock market liquidity as a determinant of corporate bond
market liquidity.

Further, the limited studies that focus on the liquidity of the corporate bond markets have
concentrated on well-developed markets such as the United States (Bao et al., 2011; Chakravarty
and Sarkar, 1999; Lin et al., 2011). Liquidity in the Asian corporate bond markets, which has been
suffering (Sharma, 2001) has often escaped the attention of the researchers. To address this issue, our
paper focuses on a cross country sample of Top five Asian economies.

A well-functioning corporate bond market makes it easier for corporations to avail credit and reduce
the pressure on the banks leading to a reduction in the risk to the economy (Hakansson, 1999). A
developed bond market promotes effective fundraising, which assists in stimulating economic
activities (Hue and Trdm, 2019). Some studies establish a causal link between bond market
development and economic growth (Fink et al., 2003; Pradhan et al., 2015), further emphasizing the
importance of a bond market. Despite the importance of the bond market established in the
literature, studies exploring its different aspects are relatively scarce, thereby heightening the
importance to examine the functioning of these markets deeply. One of the significant reasons for
scant literature can be attributed to the lack of trading level data as pointed out by Harrison (2002).

Asian economies have been growing at an impressive rate. Currently, the share of Asian economies
in the global output is at 38%, rising from 26% in the 2000s and 2020, Asian economies are expected
to surpass rest of the world in terms of Purchasing Power Parity (Romei and Reed, 2019). Asian
corporate bond markets have been growing in size, measured by the number of outstanding issues,
for the past few years, and in March 2018, reached a valuation of $5.3 trillion (CARE Ratings Ltd.,
2018). However, when we compare it with the US market, which stands at more than $8.8 trillion,
Asian countries seem to have lagged. The vast potential in the Asian markets provides impetus to
explore the corporate bond market scenario in Asia.

To study the effect that stock market liquidity has on the liquidity in the corporate bond market, the
present study employs a panel of top five Asian economies ranked by their GDP for the period 2008
to 2017. Utilizing insights from the extant literature, our study also controls for two other variables that
could have a possible effect on the corporate bond market liquidity — government bond yield and
inflation rate in the economy. The results of the study show a negative relationship between the
corporate bond market liquidity and the stock market liquidity. The negative relationship observed
in our results points towards a crowding-out effect between the two markets explaining that higher
liguidity in the stock market seems to eat up the liquidity in the corporate bond market. The
relationship remains significant, even after controlling for government bond yields and inflation rates
in the economy.

The contribution of the present study lies in its atftempt to draw the atftention of the researchers to
the highly overlooked area, the corporate bond market liquidity. Existing literature assesses the
liguidity linkages between the treasury bond markets and stock markets; however, our study
explores the linkages of liquidity pertaining to the corporate bond market and the stock market.
The crowding-out effect observed in the study provides an interesting aspect of the dynamic
relationship between the two markets. Previous studies, ostensibly similar to our present study that
examines the linkages between the stock market and bond market liquidity (Chordia et al., 2005;
Goyenko and Ukhov, 2009) have found evidence of a spillover effect rather than the crowding-out
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effect. The present study also observes that stock market liquidity in our overall sample surpasses
the liguidity in the corporate bond market, possibly owing to the lucrativeness of the stock market
for investors. The lucrativeness can be attributed to the efficiencies brought in the stock markets by
concentrated efforts of the government to uplift these markets. Thus, the crowding-out effect of
stock market development emphasizes the need of developing policies which not only targets one
market (stock market, in this case) but similar and simultaneous efforts are required to uplift other
markets (corporate bond markefts, in the present case) fo prevent the flight of frades to “quality”
markets.

2. Bond Market Trends in Asia

Asian bond markets are growing in size; however, they sfill lag behind the western countries,
primarily the USA. In addition to this, the conftribution of each Asian economy towards the total size
of the Asian market is quite skewed, with only China contributing close to 51% of the total market
size. China’s bond market is ranked among the top bond markets of the world in terms of size;
however, the market is dominated by the Government or treasury bonds and the interbank market,
with only about 21% being contributed by the corporate bonds (ACRA, 2019). The Republic of Korea
follows China in terms of bond market size, which is followed by Japan and India, respectively.
However, Indonesia, when compared to its Asian peers’ lags in size (CARE Ratfings Ltd., 2018).
According to the same report, however, we see the furnover ratio of the Indonesian corporate
bond market is the highest in 2018, whereas Japan and China lag at the bottom. The size (measured
by the stock market capitalization) of the stock markets in the above countries far exceed the size
of their corporate bond markefts. Japan's exchange alone has a capitalization of more than $5
trillion (Statista, 2019), compared to their bond market size of only $700 billion. Even in India’s case,
we observe a similar difference, while their bond market size was around $400 billion, the market
capitalization of BSE in 2018 was close $2 trilion. These differences shed light on the lack of
development of the corporate bond markets in comparison to the stock markets in the Asian
economies.

3. Background of the Study

3.1 Stock market liquidity and Bond market Liquidity

Limited studies in the past explore the interlinkages of the stock market and bond market, especially
the liguidity aspect. Voldtility in the market returns primairily is positively correlated among the two
markets (Fleming et al., 1998). On the other hand, there have also been studies in the past
highlighting the impact of ‘flight-to-quality’, where the funds have moved from the stock market to
the bond market on the assumption that bond markets are a safer option, especially in times of
uncertainty (Bayraci et al., 2018; Connolly et al., 2005). There is consensus among the researchers
about the negative return correlations among the two markets; however, when comparing the
liquidity of the bond and stock markets, results have been different. While studying the relationship
between the liquidity of the stock market and that of the treasury bond market, previous works
have found a positive association between the two (Chordia et al., 2005). While studying the impact
of monetary policy on iliquidity, Goyenko and Ukhov (2009) observed a spillover effect where a
liguidity shock in the bond market was subsequently fransmitted to the stock market. These studies
offer insights info the liquidity relationship across markets; however, the lack of studies examining
the corporate bond liquidity leaves a gap to be explored.

Liquidity becomes a critical component of any financial market, and with meagre literature that
examines the liquidity of the corporate bond market, the present study attempts to bridge this gap.
Studying the liquidity element of the financial markets has important implications. The trading
activity has been found to have a positive correlation with the returns of the markets (Edelen and
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Warner, 2001). Level of trading activity often signals the level of confidence that investors have
regarding the market conditions. Markets with higher liquidity experience lower transaction costs
and enhanced market efficiency (Chordia et al., 2008). Since liquidity act as a market signal, lower
liquidity in the stock market would reduce investor confidence and investors could move onto the
relatively stable corporate bond market, resulting in higher frading activity in the corporate bonds.

H1: Stock market liquidity is negatively related to corporate bond market liquidity.

3.2 Government Bonds Yields and Liquidity of the Corporate Bond Market

While studying the liquidity effect on yield spreads, Chen et al. (2007) found an inverse relationship.
They found higher yield spreads to be associated with more illiquid bonds, indicating that liquidity
is priced in the market. These results were further backed by Favero et al. (2010), who found liquidity
risk results in yield differentials in the eurozone sovereign bonds. A higher yield in the government
bond market would suggest a fall in liquidity. Amihud and Mendelson (1991) highlight the
implications of high yield and low liquidity in the market. Issuers would not prefer a less liquid market
as they would not be able to sell securities at a desirable price. Also, they propose that investors
demand less of illiquid instruments. The insights from these works suggest that a higher yield in the
freasury bond market would negatively affect its desirability and would provide investors and
issuers, both, an incentive to explore other markets. The negative association between the treasury
bonds and corporate bonds have been explored in the work of Duffee (1998). The author found a
significant negative relationship between the yields of the two markets. Results from the study show
a fallin the yields of the investment-grade corporate bonds as the yields of the treasury market rises.
The discussion suggests that a higher yield in the government bonds will result in a drop in corporate
bond yields. Consequently, this would be associated with higher liquidity in the corporate bond
market as it becomes more desirable for both investors and issuers, based on the implications
provided by Amihud and Mendelson (1991). Therefore, we hypothesize a positive relationship
between government bond yields and liquidity in the corporate bond market.

H2: Government bond yield is positively related to corporate bond market liquidity.

3.3. Inflation rate and Corporate Bond market liquidity

Supply of money in the market has a positive impact on liquidity (Ariff et al., 2012). Extra supply of
money in the market pushes the interest rate down, through the ‘liquidity effect’ (Christiano, 1991);
fall in interest rates boosts the economic activity and investment, resulting in a positive effect on the
frading activity in the financial markets. Inflation in an economy is a significant result of money
supply shocks, with a strong positive association between the level of money and consumer prices
(Browne and Cronin, 2010) and a rise in inflation signals quantitative easing. A quantitative easing
strategy tends to reduce the price frictions and provides a boost to frading activity, thus having a
positive impact on market liquidity (Christensen and Gillan, 2013). Thus, higher inflation rates should
result in higher liquidity in the corporate bond market.

H3: Inflation rates are positively related to corporate bond market liquidity.

4. Data and Methodology

The study first presents the frends in turnover ratios in the Asian economies, followed by descriptive
statistics. Next, to study the impact of stock market liquidity on the corporate bond market liquidity,
we employed a panel dataset. Our sample consists of the fop five Asian economies, ranked by GDP
(IMF, 2019b) viz., China, India, Japan, Republic of Korea and Indonesia for the period 2008-2017. The
model includes bond turnover ratio as the dependent variable, stock turnover ratio as independent
variable and government bond yield and inflation rate as control variables. The data for all the
variables have been collected on an annual basis. The proxies for variables and the respective
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sources of data collection have been explained in the following sections and summarized in Table
1.

4.1. Measures of Liquidity

To study the relationship between the liquidity of the stock market and the corporate bond market,
we utilize the turnover ratios of the two markets for our sample Asian countries. The turnover ratio is
calculated using the definition given by Asian Bonds Online, as the ratio of the total value of securities
tfraded in the market in a year and the average market capitalization or the number of outstanding
issues in the market in that year. The bond market development indicators given by World Bank lists
the turnover ratio as an essential variable for testing the efficiency of the market (The World Bank,
2006). The turnover ratios have also been previously utilized by researchers to study market liquidity
(Chan et al., 2007; Jun et al., 2003; Sarr and Lybek, 2002).

4.1.1 Corporate bond market liquidity (btr) -The liquidity of the corporate bond market in an
economy is proxied by the corporate bond turnover ratio (btr). Corporate bond turnover
ratios of the countries in our sample except for India has been extracted from the data portal
of Asian Bonds Online (AsianBondsOnline, 2019). For India, the amount of trading in the
corporate bond market and the number of outstanding issues in the market have been
extracted from the Securities Exchange Board of India’s (SEBI) ‘Reports and Statistics’ on
corporate bonds (SEBI, 2019). For maintaining consistency, the bond turnover ratios for the
same period for India have been calculated using the same definition as Asian Bonds Online.

4.1.2 Stock Market Liquidity (stock turnover) — Stock market liquidity has been proxied by the stock
turnover ratio. The stock turnover ratio for all the economies in the dataset has been extracted
from The World Bank’s ‘Global Financial Development Database’ (The World Bank, 2019).

4.2. Control variables

4.2.1 Government Bond yields (gbond) — Yields of the 10-year Treasury bond have been taken as
a proxy. The data for government bond yields have been extracted from the International
Monetary Fund’s (IMF) International financial statistics database for all the economies in our
dataset (IMF, 2019a).

4.2.2 Inflation Rate (infperc) — The second control variable is the inflation rate, We exiract inflation
rates from the IMF’'s World Economic Outlook Database, October 2019 edition (IMF, 2019b).

4.3. Model Specification

Table 1: Description of Variables

Variable Symbol Proxy Role Data Source

Extracted from Asian bonds

.Cor.pgro’re Bone btr Cerperers pond Dependen’r online and SEBI — Reports and
liquidity furnover ratio Variable -
Statistics
Stock Market Liquidit Stock- Stock turnover Independent  World Bank's Global Financial
4 Y turnover  rafio Variable Development Database

Annual yield of

gbond the 10-year IMF's International Financial

Government/Treasury

Bond market Control Statistics
freasury bond. Variables
. . Annual inflation IMF's World Economic Output
Inflation rate infperc
rate database

Given the panel structure of our dataset and the need to test the impact of stock market liquidity on
bond market liquidity, we employ panel regression. Confroling for heteroscedasticity and
autocorrelation by using Arellano specification (Arellano, 1987), the model was checked for the
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presence of fixed effects or random effects using the Hausman Test (Hausman and Taylor, 1981). The
results suggested for fixed effects, and hence the same was applied. The following specification
model was used:

log(btr)i = a + Bi*log(stockturnover)s + B2*log(gbond)s + Bs*log(infperc)s + pi. (1)

5. Results and Analysis

Summary statistics for the variables are reported in Table 2. The mean turnover ratio of the corporate
bond market is found to be lower when compared with the stock market, and similar observation
is noted for the median values. Lower liquidity in the corporate bond market across our sample
indicates more activeness of the investors in the stock. The difference in the mean liquidity could
point towards a lack in the development of the corporate bond market and shows how the stock
market is preferred over the former. When comparing the individual countries in the sample (refer
Table 3) based on the liquidity of the markets, we observe China’s mean turnover ratio for the bond
market is close to 2.848, much higher than all other countries in the sample, with the second-highest
turnover being that of the Indonesian bond market at only 0.8. India, in comparison, lags with a
mean turnover ratio of only 0.6 in the sample period. The corporate bond market of China has seen
arapid fall in its turnover ratio in the past ten years. The average furnover ratio for the first five years
is found to be around 4 for the Chinese bond market, whereas for the next five years, it falls to
approximately 1. Surprisingly, in the same period, the size of the Chinese corporate bond market
has seen a significant expansion, with its size in 2017 being eight times the size in 2008
(AsianBondsOnline, 2019). This observation indicates that size may not be a strong determinant of
liquidity, and merely increasing the issuance will not guarantee a rise in liquidity. Figure 1 and 2
display the trends of bond turnover ratio and stock turnover ratio, respectively, of individual
countries in our sample. Indian corporate bond market has not seen much variability in its furnover
rafio, and it has remained almost stagnant in-sample period.

In contrast, China experienced a considerable dip in the bond turnover ratio. Rest of the economies
also do not observe much variability in the bond turnover ratios. Studies that focus on the
development of the Indian corporate bond market associate lack of market makers as a reason
for low liquidity (Banerji et al., 2012). Indian Insurance companies and pension funds, both of which
are huge players in the market and act as market makers, are restricted by mandates specified by
the regulators and are permitted fo invest only in bonds recognized as ‘investment’ grade (PFRDA,
2014; IRDAI, 2016).

Table 2: Descriptive Statistics- Overall Sample

Bond Turnover Stock turnover Government Bond .
Ratio Ratio Yields ictionliaies

Mean 0.996 1.219 4.814 3.752
Median 0.624 1.133 4.178 3.12
Standard Deviation 1.31 0.938 3.082 3.302
Sample Variance 1.717 0.881 9.498 10.903
Minimum 0.1 0.196 -0.066 -1.35
Maximum 5.64 5.569 12.2 12.314
Count 50 50 50 50
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Table 1: Descriptive Statistics - bond turnover ratio - Country-wise for the period 2008-2017

India China Japan

Mean 0.61 Mean 2.85 Mean 0.14
Median 0.62 Median 2.56 Median 0.14
Sielnelerd 0.16 dfeinefele 2.06 SielTee]e 0.03
Deviation Deviation Deviation

Minimum 0.21 Minimum 0.38 Minimum 0.10
Maximum 0.78 Maximum 5.64 Maximum 0.18
Republic of Korea Indonesia

Mean 0.56 Mean 0.82

Median 0.55 Median 0.85

Stielielere] 0.10 Sernelere 0.15

Deviation Deviation

Minimum 0.43 Minimum 0.48

Maximum 0.73 Maximum 0.96

Figure 1 - Bond Turnover Ratios of the top five Asian Economies

1 e ———
e =

2008 2009 2010 2011 2012 2013 2014 2015 2016 2017

e |N(Jja e China Japan Republic of Korea  e====|ndonesia

Source: Asian Bonds Online and SEBI — Reports and Statistics.
Figure 2 - Stock Turnover Ratios of the top five Asian Economies
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Source: World Bank — Global Financial Development Database
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Next, we applied the fixed effects model to test the impact of stock turnover ratio on bond turnover
ratfio; results are summarized in Table 4. First, we ran the model, including only the dependent variable
and the independent variable (omitting the control variables). Results are reported in column 2 of
Table 4. It was found that the stock turnover ratio had a negative coefficient and was significant,
indicating that arise in the liquidity of the stock market would result in a fall in liquidity in the corporate
bond market. However, the model resulted in a low coefficient of determination and to improve the
explanatory power of the model; we included the two control variables.

Table 2: Fixed effects model results

Variables (1) Model with only Model with control variables and robust
independent variable (2) standard errors (3)
0.0426* 0.000***
log(stockturnover) (:0.4573) (:0.5833)
0.7112
iegfigbone) (0.0467)
. 0.0467
log(infperc) (0.3237)
R2 0.0902 0.274
F statistic (p-value) 0.0426* 0.0086**

Note: Numbers in the parenthesis indicate respective variables estimates. ***, **, * indicate significance at 0.1%,
1% and 5% levels, respectively.

With the inclusion of control variables viz. government bond yield and inflation rates, also controlling
for autocorrelation and heteroscedasticity by calculating robust standard errors (reported in column
3 of Table 4), results indicate that stock turnover ratio is still highly significant and is negatively related
to the bond turnover ratio. The observed negative relationship between the liquidity of the corporate
bond market and the stock market is an interesting finding of the study. Whereas previous studies
found stock market liquidity and treasury bond market liquidity to be moving in tandem, our results
show liquidity to moving away from one market to another. The argument of ‘flight-to-quality’ has
been previously used to explain the negative relationship between price movements in the bond
market and the stock market. According to the argument, in times of market turbulence, investors
prefer a stable bond market over the stock market (Imanen, 2003; Bayraci, Demiralay and Gencer,
2018). Fang et al. (2017) found similar results, where the level of certainty in the economy affected
the correlation in the price movements among the bond and stock markets. We can extend this
explanation of negative price relationship between the two markets o the negative relationship of
liquidity, we observed in our results. In a stable market scenario, the frading in equity rises whereas a
negative sentiment would transfer the trading activity towards the bond market, which is relatively
less risky and investors look to diversify their risk (Connolly et al., 2005). Stock market liquidity is
regarded as one of the predictors of the business cycle and the future state of the economy (Nces
et al., 2011). Higher liquidity in the stock market is associated with a favourable economic situation
and vice-versa. These observations further provide support to our results, as lower liquidity in stock
market signals a relatively volatile economic situation and thus, the transfer of liquidity to the more
stable bond markefts. Also, another interesting aspect of the discussion is the relatively lower liquidity
of the corporate bond markets. The regulatfions in these markets restrict particular types of
investments in non-investment grade bonds which reduces the ability of institutions to trade in the
market effectively and further diminishes their market-making capabilities. Due to such regulations,
much of the liquidity that could have been otherwise in the bond market is being crowded out by
the liquidity and hence the attractiveness of the stock market.

Our results also show a positive relationship between inflation and bond turnover ratio; however, the
relationship is not found to be significant. Inflation has often been linked with the increase in money
supply (Orphanides and Solow, 1990). As the money supply improves, the funds allocated to various
assets improve, thereby increasing the trading activity. Money supply and liquidity have been
reported in the past as having a strong positive relationship (Ariff et al., 2012), and a similar effect is

97



LIQUIDITY IN ASIAN FINANCIAL MARKETS

reported in our results. Government bond yield is found o be positive but not significantly related to
bond furnover ratio. Duffee (1998) found a negative relationship between the yields of the treasury
bond market and the corporate bond market, as the yields in the treasury bond market increases,
yields in the corporate bond market fall. Lower yields in the corporate bond market signal higher
liguidity (Chen et al., 2007). In short, results from our study suggest that corporate bond market
liquidity is not only affected by the liquidity in the stock markets, but their relationship is found to be
inverse in nature. Higher liquidity in the stock market tends to crowd out the liquidity in the corporate
bond market.

6. Conclusion

In our paper, we attempted to explore the nature of the relationship between the stock market
liguidity and the corporate bond market liquidity. The study included a sample of the top five Asian
economies for the period 2008-2017. Studies on the liquidity linkages between the bond market and
stock market have been limited in the literature, and most of the research focuses on the Treasury
bond markets. Our study expands on the scant literature on the corporate bond market liquidity and
its relationship with the stock market. Our analysis begins with studying the levels and trends of liquidity
of the stock and the corporate bond market in the countries included in our sample. It was observed
that the overall corporate bond market liquidity had lagged that of the stock market. Another
interesting observation made in the paper is the difference between the size of the corporate bond
market and the respective liquidity. China, despite having a considerable market size, saw a fall in
liquidity in the last few years.

On the other hand, Indonesia, which has the smallest bond market in the sample, had overall liquidity
as the second highest in the sample, ahead of the larger markets of India and Japan. These
observations signal that size alone may not be a determinant of liquidity. Further, Fixed effects model
was employed to assess the impact of stock market liquidity on the corporate bond market liquidity.
Even after controlling for government bond yields and inflation rate changes, a significant inverse
relationship was found among the liquidity of the two markets, indicating that the liquidity of the two
markets moves in the opposite direction. Thus, the results point fowards a crowding-out effect, which
is not explicitly explored in extant literature. Close to our present paper, the relationship between
freasury bond market and the stock market has been explored in the past (Chordia et al., 2005;
Goyenko and Ukhov, 2009), which has indicated a spillover effect of liquidity in the freasury bond
market on liquidity in the stock market. Under this spillover effect, a liquidity shock in one market is
followed by a liquidity shock in the other; however, our results indicate that a rise in liquidity in one
market eats up the liquidity in the other market. The negative relationship between the liquidity of
the two markets can be explained through the ‘flight-to-quality’ argument (Connolly et al., 2005;
Bayraci et al., 2018). According to the ‘flight-to-quality’ explanation, any disturbance in the stock
market may result in the movement of funds from the stock market to a relatively less risky market,
the bond market, thereby increasing the tfrading activity (liquidity) in the latter market.

The fact can also support the crowding out effect of the stock market liquidity on the corporate bond
market liquidity, that the Asian economies in our sample have a more liquid stock market compared
to the corporate bond market, as observed through the descriptive statistics. The plausible reason
for the same seems to be a lack of regulatory policies in making the bond market as lucrative as the
stock market. For instance, the market regulators in India, restrict financial corporations, like the
insurance companies, to invest in non-investment grade bonds, thus, hindering their ability to act as
market makers (Baneriji et al., 2012).

The findings of the present study support the opposing relationship between the liquidities of the stock
and the corporate bond market and provide evidence of a crowding-out effect. This calls for a more
concentrated effort by the regulators to develop not only one market but to have simultaneous
developments in other markets as well. The paper aims to provide insights info the relatively
unexplored corporate bond market liquidity, and our results bring attention to the need for
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simultaneous efforts to promote liquidity in both the markets. Policies that focus on liquidity and not
just the size of the market are essential, calling for the reforms needed to boost market activity,
particularly in the case of the corporate bond market. The paper aims to ignite the debate on the
interlinkages between the stock market and the corporate bond market.

7. Limitations and Future Research Scope

The paper leaves some scope for future research. A high-frequency data of turnover ratio of the
stock and corporate bond markets, besides extending the analysis to other economies for an
extended sample period would shed light on more delicate nuances of the inter-linkages between
the two markets. The present paper skips the impact of various economic conditions on the inter-
linkages between the liquidity of the two markets and is left for future researchers to explore. A
comparison of developed and developing economies may provide further insights. One of the
reasons for low liquidity in the corporate bond market can also be attributed to the attractiveness of
the freasury bond market. Researchers may explore if a crowding-out effect exists between the
corporate bond market and the treasury bond market. A model that incorporates the impact of
macroeconomic factors in explaining the liquidity impact of the stock market on the corporate bond
market may also be explored with a specific focus on the regulatory environment in the markets.
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