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Evaluation of Liquidity Risk Models Based on ICAPM Theory
MA Xiu-li
(Department of Mathematics , Jinzhong University , Jinzhong Shanxi 030619, China)

Abstract: This paper assesses the performance of classical liquidity risk factors or liquidity—risk—based models based on the
intertemporal capital asset pricing theory and its constraints proposed by Merton (1973). Through the time series regression analysis
and the two—pass cross —sectional regression methodology under potentially misspecified assumptions, the results show that the
trading—discontinuity—based liquidity factor can forecast an increase in future investment opportunities, and the forecast slopes are
consistent in sign with positive factor risk prices, which is in line with the intertemporal capital asset pricing theory. In contrast, the
liquidity factors based on price influence dimensions do not have a robust ability to predict investment opportunities and price asset
returns. Our evidence implies that the model constructed based on a trading—discontinuity measure of liquidity can better capture
liquidity risk in investment decision making and empirical finance research.

Key words: Liquidity risk; Intertemporal capital asset pricing theory; Model misspecification
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