
3. The Momentum Effect in Liquidity: Empirical Results 

Both Jegadeesh and Titman (1993) and Chan, Jegadeesh and 

Lakonishok (1996) have provided evidence that in the short run stock prices 

are positively autocorrelated, that is, a run-up in prices is followed by further 

price increases. 

In this section, we examine the same effect of liquidity measures, such as 

turnover ratio and abnormal turnover ratio, by using the methodology 

developed by Chan, Jegadeesh, and Lakonishok (1996). We also would like to 

link this effect to expected stock returns and examine the profitability of these 

formed portfolios. In addition, we also examine average market values (sizes) 

of these formed portfolios, where the market value for test month is averaged 

over the 6 month preceding the test month. The market value of portfolio 

reported in panel B is averaged over the 187 months of this study, from July 

1984 to January 2000. In panel B, each cell contains three entries. The top 

number is the maximum of market value (size) of the portfolio in millions of NT 

dollars, the second number is the average market value of the portfolio in 

millions of NT dollars, and the bottom number is the minimum market value of 

the portfolio in millions of NT dollars. 

3.1Main Findings of Momentum Effect in Liquidity 



We first examine the predictability of liquidity of the momentum effect in 

these two measures, and then discuss the sizes and the returns of these 

momentum portfolios. Table I documents the stock turnover ratio performance 

of portfolios formed on the basis of prior 6-month turnover ratios, where 

portfolio 1 comprises stocks with the highest past turnovers, and portfolio 5 

comprises stocks with the lowest past turnovers. Subsequent to the portfolio 

formation date, portfolio1 outperforms the other portfolios significantly. In Table 

I, we can see that there is a large difference of 62.3% between the turnover 

ratios of the portfolio1 and portfolio 5 by the end of the six months. At the same 

time, we compare the turnover ratios of portfolios 2 and 4 and find a smaller 

difference of 26.2%. In addition, although the difference in liquidity declines 

gradually as time goes on, the momentum effect in liquidity is still apparent and 

continues to be so in several years following portfolio formation. That is, the 

rank of these portfolios stays the same up to 3 years after portfolio formation. 

The difference between portfolios 1 and 5 shrinks gradually in the following 

first, second, and third subsequent year, i.e., 56.9%, 49.8%, and 45.4%. Hence, 

we have evidence on momentum effect in liquidity by using turnover ratio to 

measure liquidity. Now, we go further to examine the market values (sizes) of 

these 5 portfolios. The market value of the portfolio for each month is averaged 



over the 6 month preceding the test month. In Panel B of the Table I, each cell 

contains information about the sizes of these portfolios. Over all the months 

taken together, we can find that the higher the turnover ratio, the lower the size. 

The average prior 6-month turnover ratios of the portfolios in Table I are from 

82.59% to 5.56%, and the average prior 6-month sizes of these portfolios are 

from 10023.26 to 47022.39. Although the average turnover ratio of the portfolio 

2 is slight higher than portfolio 1, there is still a significant positive relation 

between turnover ratio and size. This finding seems consistent with 

Eleswarapu and Reinganum (1993) and Brenner and Subrahmanyam (1996). 

As we know, there are more and more electronic stocks listed in Taiwan stock 

market, and a lot of them are relatively small firms in the market. The figures in 

Table IV may support this explanation. The Table III illustrates the component 

in each portfolio of Table I, and each cell contains the percentage of the stocks 

in specific industry. According to TSEC definition, the stock11 group represents 

stocks in cement industry, and the stock23 group and the stock24 group both 

represent stocks in electron industry, and so on.  In Table III, the percentage 

of electronic stocks in the portfolio 1 is the highest than those in other portfolios. 

Specifically, the percentage of electronic stocks in the portfolio 1 is 2.88%, but 

the others are all less than 1.6%. That is the reason why the size of portfolio 1 



is relatively small than others.  

After examining turnover ratio, we examine the same effect by using the 

other measure, the abnormal turnover ratio. The results are reported in Panel 

A of Table II. We can see the stock abnormal turnover ratio performance of 

portfolios formed on the basis of prior 6-month abnormal turnover ratios, where 

portfolio 1 comprises stocks with the highest past abnormal turnover ratios, 

and portfolio 5 comprises stocks with the lowest abnormal turnover ratios. 

Accordingly, Table II starts with our evaluation of momentum effect in liquidity 

by applying a strategy based on abnormal turnover ratio as a measure of the 

liquidity. In the first six months after portfolio formation, the difference of 

abnormal turnover ratio between portfolio1 and portfolio 5 is 19.45%. The 

superior performance of the highest liquid portfolio is relatively short-lived, 

however. The difference between these two portfolios in abnormal turnover 

ratio after two years is only slightly higher than 5%. Therefore, we also have 

evidence on the existence of momentum effect in liquidity measured by 

abnormal turnover ratio.  

We then go further to examine other characteristics of the different 

portfolios. Panel B of Table II reports size characteristic for each portfolio 

formed on the basis of prior 6-month abnormal turnover ratios. Each cell also 



contains information about the sizes of these portfolios; however, we can see 

that the distribution in Panel B is quite different from Panel B of Table I. The 

results in Panel B of Table II suggest that the firms that have higher turnover 

ratios than the market turnover ratio during the same period of time are not 

necessarily large firms, but are small firms. In fact, most large firms are sorted 

into portfolio 3 and, in contrast, most small firms belong to portfolio 5 and 

portfolio 1. The Table IV illustrates the component in each portfolio of Table II, 

and each cell contains the percentage of the stocks in specific industry. In 

Table IV, we find that the percentage of electronic stocks in the portfolio 1 is 

2.48%, but the others are all less than 2%. That is the same reason why the 

size of portfolio 1 is relatively small than others. On the other hand, we also 

find that the percentage of textile stocks in portfolio 5 is relatively higher than 

others, 4.72%, and that is why the size of portfolio 5 is relatively smaller than 

others.  

3.2 Profitability of these portfolios 

 Chan, Jegadeesh and Lakonishok (1996) indicate that price and earnings 

momentum strategies are both successful. To sort stocks on the basis of 

past returns, price momentum strategy yields large differences in subsequent 

returns; that is, short-run winners outperform losers. Besides, earning 



momentum strategy sorted according to past earnings surprise (measured in a 

number of ways) also gives rise to large spreads in future returns. In other 

words, stock returns drift after earnings announcements.  

 Furthermore, Lee and Swaminathan (2000) demonstrate that past 

trading volume predicts both the magnitude and persistence of future price 

momentum. They reveal that past trading volume can predict both 

long-horizon return reversals and intermediate-horizon momentum effects. 

They also find that low volume stocks earned, on average, better return than 

high volume stocks from 1969 to 1995 in U.S. stock market.  They discuss the 

relationship between turnover ratio and price momentum and try to capture the 

price momentum effect fully. On the contrary, after getting evidence on 

momentum effect in liquidity, we discuss the relationship between momentum 

effect in liquidity and profitability of these portfolios formed on the basis of their 

past 6 month average turnover performance. We also link momentum effect in 

liquidity to related stock returns in order to examine whether there are 

profitability from these portfolios formed based on liquidity measures, turnover 

ratio and abnormal turnover ratio. We can see the results in the Table V and 

Table VI. In Table V, at the beginning of every month from July 1984 to 

January 2000, all stocks are ranked by their past turnover ratios (abnormal 



turnover ratio, see Table VI) over the prior six months and assigned to one of 5 

portfolios. All stocks are equally-weighted in each portfolio. The Table V and V 

report the average past six-month return for each formed portfolio, and 

buy-and-hold returns in the following 6 months and in the first, second, and 

third subsequent years.  

Table V documents the return performance of portfolios formed based on 

the rules in Table I; that is, to form portfolios on the basis of their prior 

six-month turnover performance. By the definition of Chan, Jegadeesh and 

Lakonishok (1996), portfolio 1 comprises past “winners” and portfolio 5 

comprises past “losers”.  Subsequent to the portfolio formation date, winners 

outperform losers, and there is a positive difference of 0.45% between the 

returns of the winner and loser portfolios. This difference is relatively smaller 

than price momentum strategy of Chan, Jegadeesh and Lakonishok (1996). 

However, Table V suggests that the strategy used in Table V seems to be a 

more long-lived phenomenon than the price momentum strategy. The 

difference of the winner and loser portfolios remains positive in the first year, 

the second year, or the third year after portfolio formation. In Table VI, we 

repeat the same procedure in the Table V, but using abnormal turnover ratio 

instead of turnover ratio. We can see the similar results in the Table VI.  



 In Table VI, we can also see that prior winners outperform prior losers over 

the periods subsequent to the portfolio formation date. During the subsequent 

6-month period after portfolio formation, there is a positive difference of 0.46% 

between the returns of the winner and loser portfolios. The strategy used in 

Table VI seems also to be a more long-lived phenomenon than the price 

momentum strategy of Chan, Jegadeesh and Lakonishok (1996), but the 

difference is still small. The difference of the winner and loser portfolios 

remains positive in the first year, the second year, or the third year after 

portfolio formation.  

 The results in Table V and Table VI suggest that the strategy used in 

Table V and Table VI has positive difference between returns of the winner 

and loser portfolios. However, we also can see that the pure strategy only 

based on past turnover ratio or past abnormal turnover ratio is not a profitable 

strategy for investors. In other words, there may be some other conditioning 

variables that researchers can use to understand how past turnover ratio and 

abnormal turnover ratio are factored into the investor’s expected return 

calculation. We left this interesting issue to future work.  

 

 


