
2. Literature Review 

2.1 Commonality in Liquidity 

New findings by some recently published articles help us get more inside view 

about commonality in liquidity. Using daily data of NYSE stocks listed through out 

1992 with five different liquidity measures (the quoted and effective bid-ask spreads, 

the proportional quoted and effective spreads, and the quoted depth), Chordia, Roll, 

and Subrahmanyam (2000) found significant common components in liquidity. They 

used a “market model” of liquidity and regressed the daily percentage changes in 

liquidity measures for individual stocks on the overall market liquidity changes for the 

same liquidity measures. Without surprise, the betas to their regressions are positive 

for over 80 percent for all stocks introduced in their sampling periods. In addition, 

more than 40 percent of the significant value exceeds the level of 5 percent. After 

controlling for some individual determinants, such as volatility, volume, and price, the 

influence of industry-wide liquidity on individual stock liquidity is still significant. 

Although they successfully documented commonality in liquidity, the question of why 

the liquidity measures for different stocks co-move along with each other is still a 

wide-open field for future studies. 

Hasbrouck and Seppi (2001) used principal components and canonical 

correlation analyses to show whether common factors exist in the price discovery and 

liquidity provision process with several liquidity proxies for the thirty Dow Jones 

stocks. However, unlike what Chordia, Roll, and Subrahmanyam (2000) found in their 

research, the findings of common factors were less economically and statistically 

significant.  

In the study about systematic liquidity by Huberman and Halka (2001), they 



evidenced the existence of systematic, time-varying components of liquidity and 

showed some variables that in some way correlated with them. They first used daily 

data of 240 stocks listed in NYSE and constructed 4 size-based portfolios to identify 

common variations in the liquidity proxies (absolute bid-ask spread, spread/price ratio, 

quantity depth, and dollar depth). Under the experimental design, they estimated a 

time-series model of the average liquidity proxies for the mutually exclusive groups 

of stocks and tested whether the residuals of the model are correlated for different 

groups of stocks. If the residuals are positively correlated, they defined this as 

evidence of the existence of common liquidity determinants. After recognizing 

systematic movements among stocks, they further examined whether variables related 

to inventory risk and adverse selection provide explanations to the comovements of 

liquidity. The results of the second step return weak evidence. Though some of the 

variables show significant relation with the liquidity proxies, the residuals of the 

regressions were still positively correlated. 

2.2 Relationship between Stock Returns and Macro-economic Factors 

 As for the relationship between stock market and macroeconomic factors, lots of 

economists have devoted to this field and they also obtained significant outcomes 

from their researches. 

 Eugene F. Fama (1981) tried to analyze the relationship between stock returns, 

real activities, inflation, and money. Negative relations between common stock 

returns and inflation had long been documented but hardly any of them showed how 

real activities influence this relationship. To put this in another way, Fama wanted to 

show the negative relations between stock returns and inflation are indicative of the 

positive relationship between stock returns and real variables underlying the 

determination of asset prices. The outcome of the test evidenced the negative stock 



return- inflation relations are attributable to the negative relations between inflation 

and real activity. With expected rates of return in excess of costs of capital, this 

empirical examination also provided evidence that stock returns are positively related 

to proxies of real activity such as capital expenditures, the average real rate of return 

on capital and output expected to measure variations in the quantity of capital 

investment.  

 As for why inflation and real activity are negatively related, Fama adopted the 

money demand theory and the quantity theory of money of Fisher (1911) to justify 

their negative relation. And with respect to the rational expectations, stock returns and 

inflation rates are highly related to proxies of future real activity. 

 Mookerjee and Yu (1997) used the narrow and broad money supply, nominal 

exchange rates and foreign currency reserves which are particularly relevant to a 

small open economy to document the existence of informational inefficiencies in the 

Singapore stock market. With the methodology of cointegration and causality as well 

as forecasting equations, their results showed three (narrow and broad measures of 

money supply and foreign exchange reserves) of the four macroeconomic variables 

are cointegrated with stock prices while the results in the short run were not 

supportive to what they found in the long run.  

 Unlike earlier studies using only factor analysis to extract common factors 

affecting asset returns, Chen, Roll and Ross (CRR) (1986) employed specific 

macroeconomic variables hypothesized to have influence on future cash flows or the 

expectation of the present value of future cash flows to show relations between asset 

returns and the macro-economy.  Using U.S. data from 1958 to 1984, they found 

exogenous economic factors in a multivariate Arbitrage Pricing Model. They 

evidenced the risk of industrial production, changes in a risk premium of bonds, and 



the term structure are significantly priced in the stock returns. Besides, they also 

found that proxies for unanticipated inflation and changes in expected inflation, 

during highly volatile period, have impacts on stock returns.  

 Many other researches with regard to the similar subjects indicate that the 

systematic movements of liquidity are correlated to the changes of the 

macro-economy. The investigation of this relationship in this study will surely help to 

tell us more about how the stock market functions under different stages of business 

conditions. 

 


