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Executive Summary
The Israeli corporate bond market is highly transparent and predominantly traded on the Tel Aviv Stock Exchange
(TASE) continuous limit order book. Two thirds of the face value of the Israeli corporate bond market is listed on the
TASE,1 and approximately 90 percent of the trading volume in exchange-listed corporate bonds takes place on the
exchange. In contrast, corporate bond markets in the U.S. and Europe are structured as dealer-based over-the-counter
(OTC) markets; there is little-to-no volume on the exchanges, even for exchange-listed bonds (IOSCO 2004).
Legislators in the U.S. appear to prefer exchange trading; in the wake of the crisis they are presently trying to move
derivatives markets from OTC trading to the exchange.2 In Europe there is at least some interest in doing the same
for the corporate bond market.3 However, exchange trading is not necessarily superior to OTC trading. This report
highlights the relevant issues for assessing market quality in Israel and puts forward a detailed empirical analysis of
the liquidity of the tradable corporate bond market in Israel.
In our sample we find that the Israeli corporate bond market is characterized by larger quoted spreads at larger
trade sizes (consistent with U.S. equity markets) but larger effective spreads at smaller trade sizes (consistent with
foreign bond markets). This trend is observed for all except the largest trade sizes, where costs again increase with
trade size. Equities on the TASE exhibit the same pattern for quoted spread and effective spread distribution by trade
size. Corporate bond market effective spreads on the TASE are comparable to or better than the cost of trading in
corporate bonds around the world, and better than equities’ effective spreads on the TASE.
Quoted inside spread (QIS) was lower for corporate bonds in January 2010 (median security’s mean over the period = 96
bps) than for equities in the same period (309 bps) or for corporate bonds in March 2009 (263 bps). We find that effective
spreads are substantially lower than quoted spreads (whole spread, not half spread), with transaction medians of 11.45
bps (Jan 2010 corporate bonds), 12.65 bps (Jan 2010 equities), and 13.50 bps (Mar 2009 corporate bonds).
The March 2009 period had considerably higher yield estimates than the January 2010 period. Corporate bonds in
the middle decile by yield had an average yield of 10.42 percent in March 2009 and 4.59 percent in January 2010.
March 2009 falls within what is considered to be the Israeli corporate bond crisis, during which many corporate
bonds lost much of their value as measured by market capitalization. The March 2009 yields coincide with
considerably higher transaction costs. After transaction costs, the yield estimates for March 2009 and January 2010
were much closer to each other: Subtracting the average cost of transacting NIS 100,000 over the relevant bonds
results in average yield estimates of 4.05 percent and 2.55 percent in the two periods, respectively.
We also test to see if an ex-ante liquidity measure that analyzes liquidity “down the book,” the CRT(D), is useful to
investors. Down-the-book liquidity measures seek to capture both the price and size component of liquidity,
answering the question: “What are my costs given that I wish to trade X number of shares or value of currency?”
Benston et al. (2000) put forward the CRT(D) measurement and test it for information contribution by seeing how
well it predicts subsequent transactions relative to quoted spreads in the Toronto equities market. Replicating their
procedure, we find that for a sample of TASE equities, CRT(D) does contribute additional information to investors.
However, we fail to find that CRT(D) contributes additional information on either a matching sample of bonds or
a broad sample of corporate bonds over the relevant period.
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Currently, traders on the TASE have public access to the top three best bid and ask quotes. Our finding that CRT(D)
contributes added information relative to the top bid-ask quotes in the equities suggests that it may be beneficial
for market participants to see greater depth on the limit order book.
In this report we focus on liquidity. We also believe that market structure and transparency can affect market
stability. While we do not assess market stability in this report, we caution the reader that assessing the liquidity
of varied market structures without also considering their effect on stability presents an incomplete picture.
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