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Abstract of Thesis

This dissertation employs multiple liquidity proxies and risk factor’s construction methods to
estimate the pricing power of liquidity risk in the Japanese stock market. The role of liquidity in
asset pricing has grown rapidly over the past few years. However, liquidity, or the degree to
which a security can be traded without affecting its price, is hard to estimate in the real world
since current liquidity proxies mainly focus on the single aspect of liquidity. Therefore, the
quality of liquidity proxy plays an important role in the research of asset pricing with liquidity
risk. In other words, selecting an appropriate liquidity proxy is the basis of analyzing the
performance of the liquidity in the financial market. For this reason, this dissertation uses six
liquidity proxies which have separate liquidity focuses to estimate the performance of liquidity
risk in the Japanese stock market, hoping to explore the role of liquidity risk in asset pricing

all-sided.

Chapter two of the dissertation is based on the paper Zhong and Takehara (2020) published
in the Journal of Critical Reviews. The paper examines whether the liquidity of firms listed on the
Tokyo Stock Exchange is priced in Japanese stocks. It investigates the relationships between
several types of liquidity proxies and realized stock returns by employing the portfolio formation
method. The result shows that most of the liquidity measures proposed in the previous literature
are negatively associated with stock returns. This chapter also examines the interrelationship
among liquidity proxies, return momentum, and historical volatility. Different to the previous
literature for Japanese stocks, this chapter finds that return spreads between illiquid and liquid
portfolios are not always positive and statistically significant after controlling firms’
book-to-market ratio. Thus, the liquidity premium overlaps the value premium and size premium
in Japan. In addition, different types of liquidity measures are quite differently related to
momentum and volatility. Furthermore, these different associations with volatility and momentum

can be explained to some extent by the book-to-market ratio.




Chapter three of the dissertation is based on the paper Zhong and Takehara (2019) published
in the Journal of Accounting and Finance. The paper investigates the effectiveness of the
liquidity-adjusted capital asset pricing model (LCAPM) proposed by Acharya and Pedersen
(2005). In this chapter, I compute multiple liquidity measures and a principal-component-based
liquidity proxy to examine whether liquidity risk is priced on the Tokyo Stock Exchange. The
result shows that the size and value effect should be considered together when studying the
pricing of liquidity risk because doing so could increase the significance levels of liquidity risks
in cross-sectional regressions. Besides that, the expected liquidity cost, the book-to-market ratio,
the commonality liquidity risk, the liquidity risk caused by the covariation between an asset’s
return and the market liquidity, and the liquidity risk caused by the covariation between the
security’s liquidity and the market return are significantly priced at the individual stock level,
although the pricing abilities are sensitive to the liquidity proxies. In addition, using principal
components is slightly superior to using a single liquidity proxy in terms of the R-squared value

for cross-sectional returns and p-values in specification tests.

Chapter four is based on Zhong (2021) forthcoming in the Managerial Finance. It examines
the performances of liquidity factors in the stock market cycle. It aims to investigate whether the
contribution of liquidity factors change with stock market trends. This chapter also compares two
popular liquidity factor construction methods which proposed by Pastor and Stambaugh (2003)
and by Keene and Peterson (2007), aiming to identify an appropriate factor construction way for
the Japanese stock market. The result shows that liquidity factors are accretive to models
explaining returns in bear markets but not accretive to models in bear markets. In addition, the
liquidity factor construction method of Keene and Peterson (2007) is superior to that of Pastor and
Stambaugh (2003) in terms of the marginal contribution to the asset pricing model and its

significance in the Fama and MacBeth regression.




R 7
RMXEAOKROEES KO Y F

K 4 ( Zhong Xin )
9] K 4
. * & i KH H
2 = B\/
S Btz PN
WABEOERDOES
RN AEDEF]

ARESCTIE, BEMBICEWT, MEMWEMITERIZED X 5 BB E 52 TWHENIHOWVWT, BAROKXTEZ
KGe L LCHEEDHT AT > TV D, SBENES TH 2D & EITHEERE W E Wb DA, EIMEIC I3k~ 72 Al 2 &
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FEAAE D HTIZ BN T IS HMONTET /v ) —Th DN 2 —KRNES/NURIRORELZEE LT 5 2 THimBiME
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DIMENVERREE 70 Sk x 7o XX — T HOWTHRGE L, EEMEDT = v 7 24T > T 5,

HFIETIL, Capital Asset Pricing Model % i@ DB A HHEIE L7zAcharya and Pedersen (2005, Journal of
Financial Economics) ®Liquidity—adjusted Capital Asset Pricing Model ® %4 ¢E% . H AR OWTHEEL T
W5, ZOFETFTMICHESNT, RIICE D IREIENZALT 2 2 LD RAET DWEINEY 27 2 REIE~—% & LG
B, WREES—Z RE WS EIESER R, AN 2 — RS/ NI R EZ BT 5 L REES— 2 T E I
HREICR D, Bk RUEEIME Y 27 O THITGREROWEEIPEICBEE T2 U A7 DRICEETH DS, RERBARTHIZO
WTHITZ BRI R AR R L TV D, BV TL, ERRMREIMEREREEZ SR LV HITF TENENIZ OV THESR
R LT29Z T, ELICENLIEENS FRS O ERWTHEREBEZHEE L, TOFHRBEOHHAIANE N L&
ARLTEY ., WEPEEEEROBLE» D bR EH TV D,

AT T, WREMEOMBRIC KT 2 BN, THREICL Y EOXIICERLINESHT LTS, TiHo L7
& TFREM A AT FIEIC LV RE LT 5 2 T, LA MM TREMEY 7 7 ¥ =B FFICEETH D,
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