
1. Introduction 

The Efficient Market Hypothesis (EMH), at one time, was considered to be 

the most strongly established theory. A mathematical derivation of market 

efficiency is given in Fama (1970) and a range of tests for market efficiency 

can be found in Fama (1991). However, the EMH has been challenged in 

several ways over the past couple of decades. A number of studies document 

market anomalies, such as P/E effect (Basu, 1977), size effect (Banz, 1981), 

B/M effect (Fama and French, 1992), mean-reversion (DeBondt and Thaler, 

1985) and momentum effect (Jegadeesh and Titman, 1993), indicating that the 

EMH in its weak form does not hold. Up to now, whether the stock market is 

efficient is still a matter of hot debate. 

There are a lot of explanations for market anomalies. Firstly, some of them 

still maintain the rational asset pricing paradigm. For example, Fama and 

French (1988) emphasize that irrational bubbles are indistinguishable from 

rational time-varying expected returns and that the predictability of 

long-horizon returns may result from time-varying equilibrium expected returns 

generated by rational pricing in an efficient market. Furthermore, Fama and 

French (1992, 1993) add size and book-to-market factors in addition to the 

market portfolio return in order to explain securities’ expected returns and 



Fama and French(1996) also construct two zero-investment portfolios based 

on firm size and book-to-market ratio to capture the anomalies. They test 

whether the three factor model1 (Rm, SMB and HML) can explain stock return 

anomalies and they claim it can. In their test, Fama and French (1996) find that 

returns of these portfolios are inconsistent with the Capital Asset Pricing Model 

and argue that returns of these portfolios may be consistent with certain 

versions of the Arbitrage Pricing Theory or Intertemporal Capital Asset pricing 

Model. However, Kothari, Shanken and Sloan (1995) argue that the results of 

Fama and French (1992) are due to data snooping or bias in the data, such as 

survivorship bias, which is a characteristic of the COMPUSTAT data they use. 

Fama and French (1996) then provide several counter-arguments and 

supportive evidence that survivor bias does not influence their results. Despite 

of the significant empirical results, the theoretical foundation of the three factor 

model still have been questioned by some studies showing that the 

book-to-market and size factors cannot be regarded as proxies for priced 

systematic risk factors in the economy. On the other hand, although Fama and 

                                                 
1 E(Ri)-Rf = β0 + β1 [ E(Rm)-Rf ] + β2 E(SMB) + β3 E(HML) + error term 
The Fama-French model indicates that the expected return on a portfolio in excess of the risk 
free rate is explained by the sensitivity of the return to three factors: 1)Rm(the market portfolio 
return)- Rf(the risk free rate): the excess return of the market portfolio minus the risk free rate; 
2) SMB(Small minus Big): the excess return of a small stock portfolio minus a large stock 
portfolio; 3) HML(High minus Low); the excess return of a high book-to-market ratio portfolio 
minus a low book-to-market ratio portfolio. 



French claim that the three factor model can explain market anomalies, it, 

however, can not explain the momentum effect in stock returns.  

Secondly, the other stream of explanations for market anomalies are 

pioneered by the behavioralists who argue that the failure of existing asset 

pricing models has to be found in the departure from rationality. For example, 

DeBondt and Thaler (1985, 1987) provide a behavioral explanation, so-called 

market overreaction, for mean-reverting stock returns. They argue that most 

investors overreact to unexpected and dramatic news events. In their empirical 

test, DeBondt and Thaler (1985) show that portfolios of prior “losers” are found 

to outperform prior “winners” in 36 months to 60 months after portfolio 

formation and that this out-performance usually occurs in January. Obviously, 

this finding is against EMH. Besides, Lakonishok, Shleifer and Vishny (1994) 

try to explain how value strategies work, and argue that premium on value 

stocks is due to typical naive investors, who incorrectly extrapolate the past 

earnings growth rates of firms, but not due to these strategies being 

fundamentally riskier. Because of these investors’ overreaction to good or bad 

news, the out-of-favor “value” stocks become underpriced and the “glamour” 

stocks become overpriced, so that contrarian investors bet against such typical 

naive investors. Up to now, the opinions of these behavioralists are quite 



different, and none of them is able to be agreed or decided which is right. 

Moreover, they still are unable to explain the momentum effect well. 

Thirdly, a growing branch of financial economics known as “market 

micro-structure” concentrates on the relation between bid-ask spreads and 

stock prices, and has found that liquidity in terms of bid-ask spread is an 

important factor in asset pricing. Amihud and Mendelson (1986) propose a 

theory of clientele effect for liquidity premium. They consider the spread 

between an asset’s bid price and ask price as a natural measure of an asset’s 

liquidity – the greater the liquidity of an asset, the lower its bid-ask spread. 

After examining the expected returns and bid-ask spreads of NYSE stocks 

during 1961-1980, Amihud and Mendelson find that the average return 

increases with the bid-ask spread, and their findings confirm their theory. Lee 

and Swaminathan (2000) show that past trading volume provides an important 

link between momentum effect and value strategies. They also show that past 

trading volume also predicts both the magnitude and persistence of price 

momentum. This close link between momentum effect and trading volume, 

another alternative measure of liquidity, suggests that studying liquidity is an 

important priority for research on financial markets.  

Chordia, Roll, and Subrahmanyam (2000) document commonality in 



equity market liquidity by showing that the bid-ask spreads and market depths 

of individual stocks co-move with market- and industry-wide liquidity. Tkac 

(1999) has provided a theoretical rebalancing benchmark for trading volume 

that delivers a connection between trading activities of individual stocks and 

market-wide volume. A number of other literatures also try to analyze 

abnormal trading activities. According to the aforementioned studies, stock 

price is related to liquidity and liquidity is a very important determinant in asset 

pricing. Although momentum in stock prices has been intensively studied 

recently, not much attention has been paid to the momentum effect in various 

liquidity measures and the relation between this effect and expected stock 

returns. Hence, it would be interesting to study the momentum effect in liquidity 

and its corresponding price effect. It is even more interesting to uninformed 

traders in stock markets who require enough liquidity with low costs to 

rebalance their portfolios due to expected liquidity shocks. Therefore, the 

objective of this article is to examine the predictability of liquidity, the 

momentum effect in liquidity, and we also would like to link this effect to 

expected stock returns.  

So far as we know, there are various measures for liquidity, e.g., dollar 

trading volume, share trading volume, and turnover rate. Here, we will focus on 



turnover rate as the liquidity measure. In addition to turnover rate, we also to 

investigate the same effect over other variables related to turnover rate, such 

as abnormal turnover rate as suggested by Tkac(1999). In short, this paper 

examines the predictabilities of market liquidity measured by various liquidity 

proxies based on the methodology developed by Chan, Jegadeesh, and 

Lakonishok (1996). We conclude that stocks with high liquidity in the past six 

month will be traded with high liquidity in the future (within 3 years). Moreover, 

we also find that all of the zero-cost portfolios, which buy high liquidity stocks 

and sell low liquidity stocks, have positive returns. We hope the results in this 

study will help uninformed trader to obtain more information in the stock 

market.   

The study proceeds as follows: Section 2 describes data and 

methodology used in this paper and discusses the variables we use. Overview 

and interpretation of the findings are presented in Section 3. Finally, in Section 

4, we conclude with a summary of the evidence and a discussion of its 

implications. 

 

 


