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1. a. What is the importance of market liquidity? For example, how liquidity affects
market functions, stock returns, cost of trading, cost of equity, corporate governance,

corporate investment decisions, etc., read literature and no empty words.
Ans:

MTER(%-4AB) 272 [ﬁ% : Keene, M. A., & Peterson, D. R. (2007). "The
Importance of Liquidity as a Factor in Asset Pricing." Journal of Financial Research, 30(1), 91-109.
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4. % & = & (cost of equity)
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b. What may influence the liquidity of stocks? Show the references you read.
Ans:
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2. Select 50 large, medium, and small firms, respectively, use five years data to estimate
the following liquidity measures of each firm on a monthly basis: 1.Kyle’s lumbda 2. Amihud
illiquidity 3. variance ratio(year vs month) 4. turnover. Show the correlation matrix of the four

measures. What can you observe?

Ans:
Kyle Lambda Amihud IHliquidity Variance Ratio  Turnover Ratio
Kyle Lambda | 0.225719643 0.000883975 -0.16252557
Amihud Tlliquidity 0.225719643 1 -0.020108554 -0.173534665
Variance Ratio 0.000883975 -0.020108554 1 0.202031259
Turnover_Ratio -0.16252557 -0.173534665 0.202031259 1
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3. Based on #1b and #2, show descriptive statistics of important variables using both tables
and graphs. Be innovative in your graphs, that is, the X- and Y-axis should be meaningful.

Compare the statistics or graphs of different firm size.

What can you observe? (e.g., which firms have highest /lowest liquidity? Why? What are the
relationship between liquidity and other relevant variables? Do the four measures have similar

results? Explain in details.
Ans:
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Kyle Lambda Kyle Lambda Kyle Lambda Kyle Lambda

FHE mean std min max
AN 0.267218283 1.091616617 -1.255013389 15.87566416
t 0.267660707 0.626042375 -0.00706375 6.531233127

/N 0.410925823 1.162559985 0.003680138 20.50836364



Rt

/N

A

/N

At

7N

FoRLA 45:

Scale

Amihud Illiquidity Amihud [liquidity Amihud [liquidity Amihud Illiguidity
mean std min max
0.000137367 0.00034493| 2.05E-07 0.00375322
0.001024156 0.002637706 2.61E-05 0.030509021
0.004816457 0.010105411 0.000160302 0.111514053

Variance Ratio Variance Ratio Variance Ratio Variance Ratio
mean std min max
1.666005585 1.895520723 0.019367491 22.95188297
1.412198316 1.854362508 0.020232417 18.56306307
1.103821704 3.016409664 0.02231527 65.54264849

Turnover Ratio Turnover Ratio Turnover Ratio Turnover Ratio
mean std min max
0.211855562 0.239616356 0.00087405 1.816937283
0.198581573 0.211429522 0.00139855 1.223668567
0.137125603 0.152405556 0.001794317 1.0870684

Distribution of Kyles Lambda by Company Size
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Kyles Lambda Distribution by Company Size (With Mean and Median Lines)
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Distribution of Amihud_llliquidity by Company Size
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Amihud llliquidity Distribution by Company Size (With Mean and Median Lines)
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Distribution of Variance Ratio by Company Size
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Distribution of Turnover Ratio by Company Size
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Relationship between Amihud Illiquidity and Log of Market Cap
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Amihud llliquidity
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Relationship between Amihud Illiquidity and BM_Ratio

. « Data Points
Trend Line
0.10 1
0.08 1
0.06 - . ’ )
0.04 A . RTINS
H
9
0.02 1 i o o e o
$ LW | .
. ° . e
. ° * %% e o0 ¢ s
i % ) PR
> ,\:L..-Mﬂi‘kls‘.a.i '-.hul'.l-!,'.h!-..-'{ R . . .
0.00 1 -mﬁmm-mm Semme - sue e 208, L2 - . g
0.0 0.5 1.0 1.5 2.0 2.5 3.0 35
BM_Ratio
Relationship between Amihud llliquidity and Volumn Volatility
« Data Points
Trend Line
0.10 A
0.08 A
|
0.064°
0.04 4+ ° .
Kee ¢
% .
0024 . & . . .
o % oo 2 . o ® = * . . * .
20 ke 0p LAY See o g oo % g o e i e g _— Sin2 e e arial . "
0.00 % i % 038% B0 § SUNe™ oTELT T ed® Wil U Sew we” o Slee WU @i S u e 205 00 e LBsemmat ah o3 ofwee Wefes o e

40 60 80

Volumn Volatility

20

100



0.10 1

0.08 A

Amihud Illiquidity
I3
=3
(=)}

0.02 4

0.00 A

0.04 1

Relationship between Amihud llliquidity and Risk Premium
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4 a. Which liquidity measure in #2 you reckon is most appropriate? Explain why.
Ans:
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b. Use that measure and empirically test if liquidity is priced in stock returns. Please read
literature for empirical equations. What can you find? What have you learned from this

exercise?
Ans:

F i Amihud Iliquidity § €28 % #c > return § (TR R S @ H At F‘TF s 1LTFE
%

it

188.8495 20.120 9.386 0.000 149.385 228.314
Amihud_TI1liquidity 1.844e+04  3043.271 6.058 0.000 1.25e+04 2.44e+04
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