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6 Conclusion 

Construction of the systematic market-wide liquidity is important for asset 
pricing since market-wide liquidity condition would affect the investors’ behavior in 
the financial market. Alternation of macroeconomic environment will influence 
market-wide liquidity. Especially in recent decades, the international economy rocks a 
lot, and the liquidity measure has larger volatility as well.  

The traditional domain of market-microstructure research has focused on 
individual security’s liquidity characteristic. Since 2000, some studies have found that 
commonality in liquidity exists and market-wide liquidity factors are priced in 
different market around the world. In the Taiwan’s OTC market, common factor in 
liquidity has found to exist. However, whether the systematic liquidity factors and 
illiquidity factors are priced or not has not been documented. Based on different 
trading mechanisms and different types of investor behaviors, this study investigates 
the systematic liquidity and illiquidity pricing model in Taiwan. 

The evidence reveals that expected stock returns are related to the sensitivity of 
market liquidity shock and market illiquidity condition in the Taiwan’s stock market. 
Stocks with higher positive sensitivity to the innovation of aggregate liquidity would 
have higher expected risk adjusted return, after considering the market risk, size effect, 
and value effect. In addition, stocks with higher negative sensitivity to aggregate 
illiquidity condition would have higher expected return. It proofs that both systematic 
liquidity shock and systematic illiquidity are priced in Taiwan. 

Market-wide liquidity measures in this paper are captured by the price reaction 
strength to the lag order flow and concurrent transaction volume. The liquidity 
innovation and the illiquidity factor capture different dimensions of market-wide 
liquidity. Both of them have significant risk premium between extreme portfolios; 
hence investment policy could be conducted by following liquidity-trading strategy. 
The liquidity shock premium (20.84%) and the illiquidity premium (32.06%) are 
found significantly on annual basis. Overall, the priced liquidity factor and 
liquidity-trading strategy are similar to those in the US market, but the risk premiums 
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have different amount level according to different market behaviors.  

The small-firm effect offers another dimension to view the liquidity in the 
Taiwan’s stock market. Smallest stock firms are the most illiquid ones. They have 
extreme highly negative and highly positive sensitivity to the shock of market-wide 
liquidity, and also have highly negative sensitivity to the market-wide illiquidity factor. 
We conclude that although size is not priced in this study, size-effect contribute some 
aspect to the systematic liquidity. 

There are some suggestions for further research. According to the time plot of 
systematic liquidity and illiquidity measure, there is a structure break at the year 2000, 
and there might be another structure break after 2008. The empirical evidence might 
be more prominent to employ asset pricing models during sub-periods (before 2000, 
200-2008, and after 2008.) It also should notice that there are price limit and other 
different merchandise, and including a dummy variable might control this. This study 
is a beginning to test systematic liquidity in the Taiwan’s financial market, and we 
only investigate two kinds of liquidity indicator to price the common stock. Although 
we find that the risk premiums (alpha differences) are strongly significant, the best 
indicator of the market-wide liquidity risk is not yet to be generally accepted in 
academic circles. Therefore, we suggest further research to broaden the liquidity 
dimensions, and also examine the indicators across different financial markets.  

 
 
 
 
 
 
 
 
 
 
 


