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Abstract : Based on a smple liquidity risk-adjusted asset pricing model , this paper empirically
studies the liquidity risk premium and illiquidity compensation in Chinese stock markets. The
evidence shows that there are significant illiquidity compensation and liquidity risk premium in
stock expected returns. In addition, the lower liquidity or the higher price impact elasticity the
stock may be, the more dgnificant the tests on its illiquidity compensation and liquidity risk
premium will be. Our new illiquidity proxy variable can grasp liquidity risk premium in stock
returns because of high cross sectional correlations between the level of liquidity and liquidity
risk. Besides, the market 3 of classcal CAPM shows less power in interpreting stock returns
data. So the required risk premium in Chinese stock returns mainly compensate for systematical
liquidity risks, not for pure price risk.

This paper offers two contributions. First, a new illiquidity proxy measuring the level of
illiquidity is established. The illiquidity proxy is a much more accurate measure than that of
Amihud (2002). For, in order to denote the price impact by trading orders we use intra-daily
price range instead of Amihud’ s use of the daily rate of return. This treatment could eliminate

[ ] 2006 ~ 11~ 27 [ . 1http :// www. journas. zju. edu. cn/ soc
[ ] (70373053)
[ 11 (1972-) ,

;2. (1957-) ,



192 ( ) 37

the case of the change of price not initiated by trading. Usng this new proxy we show a
dgnificant illiquidity premium in our domestic stock markets consistent with other scholars’
research.

Second, in our asset pricing model we decompose market liquidity risk into the exogenous
and endogenous liquidity risk in the investors’ perspective. Besdes showing the known
exogenous risk premium, we find that the endogenous risk makes a dgnificant impact on the
cross sectional stock price variation which has not been explored by other studies.

Important implications of finding sgnificant liquidity risk premium mean that Chinese stock
markets are not as what some studies (for example Wu Wenfeng et al , 2003) have argued that
thereis no risk premium. Actually, there exists sgnificant premium not compensating for pure
price risk but for liquidity risk which isignored by former studies. Our domestic investors mind
liquidity risk much more than pure price risk. Besdes, likeforeign stock markets such as N YSE,
in statistic data there also exist "flight to liquidity” and other liquidity phenomena: the postive
common factor in the stock’ silliquidity; the negative covariance between the stock’ s return and
the aggregate illiquidity , i.e. in times of whole market illiquidity the stock’ s price always been
turndown; the negative covariance between the stock’ silliquidity and market return, i.e. ina
down market the stock’ sliquidity always become worse; the moreilliquidity in level the stockis,
the more sensitive its liquidity is to aggregate liquidity , and the more senstive its return is to
aggregate liquidity and the more sendtive its liquidity is to market portfolio return than other
stocks.
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