
1. Introduction 

 With the growing important role of financial market for the world economy, 

more and more attention has been placed on the characteristics of liquidity of the 

stock market. Liquidity refers to the degree by which a trader can buy or sell his 

position at the most prevailing price for any amount with ease. However, for most of 

the time, we observe liquidity of various stocks co-move in the same direction though 

they have different firm-specific characteristics and trading patterns. Does liquidity of 

different securities have anything in common? If they do, what are they and what do 

they look like? And in this sense, what are the possible explanations for these 

phenomena, what are the factors underlying the co-movements? 

 Previous empirical research dealing with the behavior of liquidity proxies found 

that the trading patterns of stocks have something in common such as the U-shape 

intraday pattern and the seasonality in liquidity proxies. Lockwood and Linn (1990) 

showed that the trading volume and return volatility are extremely high during the 

opening and the closing period of a single trading day. McInish and Wood (1992) 

suggested that spreads are correlated across different securities within a day after 

examining how spreads of various stocks change during the trading period. Moreover, 

Clark, McConnell, and Singh (1992) documented the existence of seasonality in the 

movements of end-of-the-month absolute and relative spreads using data of 

NYSE-traded stocks from 1982 to 1987. They found that both of the liquidity proxies 

of stocks fall from the end of December to the end of the following January. Most of 

these findings are indicative of common factors of liquidity with high-frequency data. 

 From time to time, people might find that returns of different kinds of securities 

skyrocket at the same time. And the trading volume increases in a stunning scale in 



the thriving times like the 2000 boom in which people made great fortune in stock 

markets with even the worse stocks. By the same token, even the companies with the 

best performance and earnings find their stock prices plummet and the volume of 

transactions contracted during recessions in spite of their excellent fundamentals. All 

these facts indicate the systematic movements of liquidity and the presence of 

common factors of liquidity. However, we might want to know why stocks co-move 

with each other if traders always trade on the firm-specific information and the 

micro-side of the stock market. A possible answer to this question might be the 

macroeconomic factors because we know for sure that no company can survive when 

the overall economy is experiencing recessions. For this reason, we believe that 

macroeconomic variables might dominate the other explanatory variables when they 

join the same regression. Like what Chordia and Shivakumar (2002) found in their 

research, for instance, that when stock returns are adjusted for their predictability 

based on certain macroeconomic variables, the profits to momentum strategies 

became insignificant.  

In addition, if commonality does exist among different securities, we do not 

think that it can be explained by those firm-specific factors since they may differ from 

one company to another in a wide range. And they do not seem to be able to drive the 

underlying stocks to move along with others. Furthermore, economics theory suggests 

that returns to assets in capital markets are not only determined by those endogenous 

variables such as size factor, book-to-market ratio, and the performance of the firms 

alone, but also subject to some exogenous macroeconomic variables associated with 

the business cycles like the GDPs, interest rates, exchange rate, industrial output, and 

price level of a country. The discussion so far suggests that the liquidity of securities 

can be captured by some common factors and is highly correlated to the business 



cycles. 

Studies up to date pertain to the factors explaining liquidity have been focused 

on the firm-specific determinants of liquidity such as cross- listing of stocks, the 

structure of the shareholders, events like stock splits, and the volatility of stock prices. 

What’s more, quite a number of these studies also address the issue from the 

perspective of individual stock. Very few papers investigate, however, whether and 

how business cycles, or more specifically macroeconomic factors, influence the 

variations of liquidity, though there is work devoted to study the relationship between 

business cycles and returns on securities.  

Research on commonality in liquidity has been focused on the U.S. stock market 

and shows significant correlations amid different stocks and various portfolios sorted 

by size. However, we may not obtain the same results in Taiwan stock market due to 

the differences in the trading system and the regulations on transactions. Unlike the 

specialist system in the U.S. stock market, we depend on a computerized trading 

system to settle transactions. In the literature about the factors accounting for the 

variations of market-wide liquidity, the inventory theory and adverse selection1 

constitute major explanations. Here we are looking for factors other than those of 

firm-specific and the micro-structure side of the stock market to explain the variations 

of liquidity in Taiwan stock market. 

The variations of liquidity for all kinds of stocks regardless of how they are 

sorted appear to move in line with how the economy proceeds. When resorting to 

what we learned about the relationship between stock returns and macroeconomic 

                                                 
1 Inventory theory considers how the specialists in the U.S. stock market set up the bid and ask prices 
of stocks in response to the amount of their inventory they keep. And adverse selection discusses how 
they avoid losing money from the traders with private information. They justify the buy and sell prices 
according to the information they obtained from their book of orders which reveals the slightest 
changes of the market.  



variables, the resembling topics have been widely explored and research up to date 

shows significant relationship between returns and those factors. And it is reasonable 

for us to expect a close relationship between the market-wide liquidity and 

macroeconomic variables on the ground of the fact that liquidity is documented to be 

correlated with stock prices as well as returns. As mentioned above, strong evidence 

shows that there are still some factors lying beyond what we have found to account 

for the overall variations of the market liquidity. And in this sense we try to show, in 

the related vein with the preceding studies, the existence of commonality and that 

macroeconomic factors can be attributable to this phenomena.  

In addition to the different trading mechanism and distinct regulations of Taiwan 

stock market, the sampling interval is another question of interest. In contrast to daily 

data and high-frequency data employed by previous studies, we employ monthly data 

in our study. It is because that the subject of our research requires a longer interval to 

examine with. Furthermore, our interests in this study focus on a rather appealing 

issue regarding whether liquidity in the long run exhibits a particular pattern in 

movement as what has been documented in the U.S. stock market like seasonality in 

liquidity by Clark, McConnell, and Singh (1992) and Fortin, Grube, and Joy (1989). 

Besides, we also want to examine whether the overall liquidity of the stock market in 

different stages of a business cycle exhibits different patterns of movement as well. 

And taking a step in this path, we test whether those macroeconomic variables have 

different degrees of influences on stock liquidity during contractions and expansions. 

To sum up, in this study, we not only try to document commonality in liquidity 

existing in the stock market and identify the underlying determinants of it, but also 

provide a different view of liquidity in a broader perspective. Recognizing the 

variations of market-wide liquidity and the underlying determinants driving the 



movements will provide us an advanced look of how business conditions affect the 

stock market and help us to build connections between the macro and micro aspects of 

our economy as well. In answering the question with respect to what factors might be 

responsible for the co-movements of overall market liquidity, we can strengthen our 

capability of discerning the best timing of trading and prevent our profit from being 

eaten up by the cost of trading during periods of illiquidity.  With the help of the 

results from the research on the  relationship between liquidity and macroeconomic 

factors, people who are interested in the theories of liquidity pricing2 can evaluate the 

price of stocks more precisely when taking more possible factors into consideration. 

For example, highly illiquid stocks might require higher return to cover the risk of 

illiquidity because people are less willing to engage in trading during bad times. Since 

returns are of most significant issue of interest, to acknowledge the comovements and 

the underlying determinants of liquidity might help us to attain better understanding 

of the stock market. 

The rest of the study is organized as follows. Section 2 gives a brief review of 

previous studies regarding our subject. Section 3 describes the data. Section 4 

introduces the liquidity measures used in our study. Section 5 tests for the presence of 

seasonality in liquidity. Section 6.1 establishes the empirical design for the study. 

Section 6.2 describes the macroeconomic variables expected to be the determinants of 

co-movements of stock liquidity and how they might affect the liquidity of stock 

trading. Then we examine whether these factors offer extra explanatory power to the 

regressions. Section 6.3 testifies to what extent business cycles impose influences on 

the commonality of liquidity— do the macroeconomic variables employed in this 

                                                 
2 The cost of transaction will cause decrement to the returns of our trading, especially  during the 
periods of serious illiquidity. And to this reason that liquidity of stocks should be considered as another 
important factor that accounts for the price of stocks. People will require higher expected returns for 
those stocks of low liquidity to compensate for their extra risks of illiquidity.  



study influence liquidity of stocks differently at various stages of business cycles? 

And section 7 concludes. 

 


