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Market-wide liquidity drain from the recent financial tumult has
raised grave concerns and prompted a number of academics to ponder
how much liquidity risk has been incorporated into the pricing of those
assets that undermine our shaky financial institutions. Although this
market-wide liquidity risk factor has begun to be acknowledged as a
key component of asset pricing models, it is yet to be applied to
Taiwan’s financial market. On the basis of the commonality in
liquidity as confirmed by Lee, Lin, Lee and Tsao (2006) in Taiwan’s
stock market, this study is the first of its kind to consider the
systematic liquidity factor in asset pricing models.

In this study, two different dimensions are employed to capture
the elusive liquidity characteristic. We measure the degree of liquidity
shock and illiquidity characteristics that afflict Taiwan’s stock market
by looking into temporary price changes accompanying the order flow
in the lag period and the trading volume in the contemporaneous
period. This study also explores whether excess returns reflect the
compensation for market-wide liquidity and provides evidence that the
premium for systematic liquidity shock factor and illiquidity factor in

Taiwan’s stock market are significant.
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