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Abstract

Market makers’ compensation for liquidity provision depends on short-term price
reversal. Previous empirical studies show that when the VIX is high, the intensity
of the short-term price reversal effect is stronger, i.e. market makers charge a higher
premium for supplying liquidity to the market. The 3-period theoretical model of this
paper explains that this is the case for three reasons; when the VIX is high (1) market
makers are more risk averse, (2) asset variances are higher, and thereby, investors have
more urgency to trade, and (3) asset correlations are higher, and thus, there is a higher
risk of spillover of liquidity shocks amongst assets. Consequently, an escalated level
of the VIX index raises market makers’ expected return and Sharpe ratio for liquidity

provision. Our empirical analyses robustly confirm these theoretical findings.

1 Introduction

The buying and selling orders of a particular asset do not always match. Market makers
provide liquidity and immediacy by absorbing this imbalance of orders. At the time of

investors’ urgency to sell an asset, which usually coincides with a price fall, market makers
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are ready to buy, aiming at selling the asset back to the market in a few hours, when the price
recovers. Thus the compensation for market makers’ liquidity provision is closely related to
short-term price reversal. Nagel (2012) empirically shows that the VIX index positively
correlates with the intensity of the short-term reversal effect in stock prices. He argues that
when the VIX is high, market makers are financially constrained and therefore they require a
higher premium for providing liquidity. Consequently, this higher price of liquidity increase
the magnitude of the short-term price reversal effect.

Although the association between the VIX and the short-term reversal effect has been
empirically highlighted by Nagel (2012), this paper contributes to the literature by providing
another theoretical explanation for the mechanism that underlies this positive relationship.
For this purpose, we extend the theoretical framework of Vayanos and Wang (2012) and
show that even in a perfect market with no financial constraints, higher asset covariances
and/or more risk-averse market makers contribute to stronger short-term price reversals and
a higher price of liquidity. Given that the VIX index is a proxy for stocks’ average conditional
covariance and to some extent it captures investors’ risk aversion (Bollerslev et al. (2011)), we
theoretically conclude that larger values of the VIX must coincide with stronger short-term
price reversals and a higher liquidity premium in the stock market.

A large trade has a significant price impact. Whether the price reverts or not depends on
the information (a)symmetry between the trade parties. Previous theoretical and empirical
studies show that a trade with information asymmetry coincides with a permanent price
movement that does not revert. For example, the huge buying pressure of an insider trader,
who anticipates higher future payoffs, might move the price up. This price increase will not
revert, but instead with the gradual release of the good news about the future payoffs, the
price continues to rise. On the other hand, a price change in a non-informed trade shortly
reverts. For instance, the rush of uninformed investors for selling a particular asset might
create a negative jump in the price process, because the capacity of the market for absorbing
this liquidity demand is limited. However since the future payoffs are unaffected, over the

subsequent periods the price will gradually bounce back.! In this study, we investigate

! Among many see: Kyle (1985), Glosten and Milgrom (1985), Admati (1991), Campbell et al. (1993),
Llorente et al. (2002), Avramov et al. (2006) and Cheng et al. (2014).



the short-term price reversal phenomenon under the assumption of a perfect (frictionless)
market, without information asymmetry and funding constraints.

Sometimes due to risk management considerations or a change of perception about the
future payoffs, investors infer that they are more- or less-than-optimal exposed to the risk of
certain assets, and therefore, they desire to revert back to optimal by re-balancing their port-
folio. Following Grossman and Miller (1988), Vayanos (1999), Vayanos (2001) and Vayanos
and Wang (2012), our economic model creates this selling or buying motives by giving an
extra endowment to one of the trade parties. Before receiving the endowment, this party has
been holding an optimal portfolio. Therefore in the absence of any news on the fundamental
value of assets, this extra endowment departs her portfolio from the optimal and creates a
buying or selling demand. The extra endowment that triggers the trade, the liquidity shock,
can be asset-specific or systematic. An asset-specific liquidity shock (endowment) resembles
the payoff of some futures contracts, written on a particular asset.? Similarly, a systematic
liquidity shock (endowment) resembles the payoff of a portfolio of futures contracts, written
on different risky assets. The weight of the futures contracts of each risky asset in this
portfolio depends on the loading of that particular asset on the common systematic liquidity
risk.

The model is constituted of equally risk-averse investors, who can trade one riskless bond
and N risky assets at three different time points (¢t = 0, 1,2). The risky assets only yield some
random liquidation payoffs at time 2. Investors trade at times 0 and 1 to maximize their
expected utility of consumption at time 2. At time 0, investors are identical and therefore
they hold the market portfolio. However at time 1 a random fraction of the investors, labeled
as liquidity demanders, receive the risky endowment. This endowment deviates the liquidity
demanders’ portfolio from the previous equilibrium that applied to all investors, and thus, it
persuades them to trade and share the risk with the rest of the investors, labeled as liquidity
suppliers.®> Since the liquidity suppliers’ portfolio is already optimal (because they do not

receive any endowment), they do not have any incentive to engage in this trade, unless they

2For more intuition on our endowment design, see Grossman and Miller (1988).
3Instead of labeling these investors as market makers, we use the more general term, liquidity suppliers.

Because nowadays, many other market participants (such as high-frequency traders, hedge-funds, dealers

and trading desks) also provide liquidity and immediacy to the market.



receive some price discounts. This deviates the trading prices of the assets at time 1 from
their fundamental (risk-adjusted) values. However since the the liquidation payoffs of the
assets at time 2 are unaffected, later in the liquidation time, the asset prices revert back
to their fundamental values. This phenomenon, in which the price of an asset diverts from
its fundamental value and shortly reverts back, is called the short-term price reversal and
it yields to a positive return for the liquidity suppliers. In fact, this return is the liquidity
suppliers’ compensation for providing liquidity. Our theoretical model shows that the price
reversals are stronger when the investors are more risk-averse, the liquidity shocks are bigger,
or the asset covariances are higher.

Asset covariances increase with the variance of individual assets or the correlations among
them. At individual asset level, we find that the impact of an identical liquidity shock in
creating short-term price reversal is stronger when the asset variance is higher. Because
at this time, the future payoff is more risky and the liquidity demanders, whose portfolio
has departed from the optimal, feel more urgency to trade. Moreover due to the higher
uncertainty about the future payoff, there is a higher chance that after the market makers
provide liquidity, the price does not revert. Consequently, the market makers charge a higher
liquidity premium and the short-term price reversal effect becomes stronger. This is also the
case in assets’ cross section; at any point in time there is a higher liquidity premium for more
volatile assets. Similarly in an economic model with funding constraints, Brunnermeier and
Pedersen (2009) show that market makers charge a higher liquidity premium on volatile
assets, as these assets require larger margins. However our theoretical model shows that
even in the absence of financial constraints, as long as the market makers are risk averse, the
intensity of short-term price reversal increase with asset variance. This can also be inferred
from Vayanos and Wang (2012), who develop a single asset model.

More importantly, at inter-asset level we show that the correlation among two assets
is the channel, through which an asset-specific liquidity shock flows from one asset to the
other one. Hence, a higher correlation escalates the risk of liquidity shocks spillover among
assets, and consequently, it increases market makers’ required return for providing liquidity
and intensifies the short-term price reversal effect in the market.

We investigate the validity of these theoretical findings by constructing different portfolios



that speculate on short-term reversals in stock prices. These portfolios are re-allocated every
day by buying the stocks that had a bad performance and short-selling the stocks that had a
good performance, over the last trading day(s). We find that the returns of these portfolios
are substantially positively related to the different measures of stocks’ average variance and
correlation, namely: the VIX index (a proxy for the average covariance under the risk-neutral
measure), the daily realized volatility of the S&P500 index (a proxy for the average covariance
under the physical measure), the average conditional correlation (Buraschi et al. (2014)) and
the average conditional variance (Bakshi et al. (2003)) of the stocks in the S&P100 index.

Our regression analyses, for the time period from 1996:01 to 2014:08, show that one
standard deviation increase in the VIX index, stocks’ average correlation and stocks’ average
variance respectively contributes to economically significant higher daily returns of 0.50%,
0.40% and 0.28% on a strategy that exploits daily price reversal in the CRSP stock universe.
This higher contribution of stock correlations, compared to stock variances, in creating short-
term price reversals underlines the higher risk of liquidity shocks spillover in a market with
highly correlated assets. Consistent with our theoretical prediction, this positive relationship
also holds for the conditional Sharpe ratio of this strategy.

Nagel (2012) introduces funding constraints (Gromb and Vayanos (2002), Brunnermeier
and Pedersen (2009) and Acharya et al. (2015)) or market makers’ limited risk-appetite
(Adrian and Shin (2010)) as the main drivers of the positive relationship between the VIX
and the short-term price reversal. However, our robustness tests show that different financial
constraint proxies, such as the 1I-month USD LIBOR and the Ted-Spread, cannot obsolete
the impact of stocks’ average covariance in explaining the short-term reversals effect. Hence,
the impact of liquidity spillover risk on the short-term price reversals is beyond the funding
constraints, proposed by Nagel (2012).

This research is also related to several other studies; the economic model of this paper
resembles the theoretical models of Grossman and Miller (1988), Vayanos (1999), Vayanos
(2001), Lo et al. (2004), Huang and Wang (2009), Huang and Wang (2010), Cheng et al.
(2014), and especially Vayanos and Wang (2012). However in contrast to these single-asset
models, our setup includes multiple risky assets and thus it enables us to investigate the

connection between asset covariances and liquidity premium. Kodres and Pritsker (2002)



and Andrade et al. (2008) develop multi-asset models, however unlike us, they study financial
contagion through cross-market re-balancing and return predictability due to cross-stock
price pressure.

Our theoretical findings provide an explanation for the empirical results of Bansal et al.
(2014) and Chung and Chuwonganant (2014), who find that the VIX index is related to
stocks’ turnover and illiquidity. Similar to So and Wang (2014) who find that rising uncer-
tainty increases market makers’ expected compensation for liquidity provision, we show that
higher risk of spillover of liquidity shocks also raises market makers’ required return. We
provide another reason why investors have aversion to high values of the VIX (Ang et al.
(2006)) and correlation (Driessen et al. (2009) and Krishnan et al. (2009)); at this time li-
quidity becomes expensive. Finally, our model theoretically explains the empirical findings of
Pastor and Stambaugh (2003) (the existence of a premium for exposure to systematic liquid-
ity risk), Chordia et al. (2005) (the negative relationship between volatility and liquidity)

and Acharya et al. (2015) (escalating asset covariances after a liquidity shock).

2 Model

The economy contains one riskless bond and N risky assets in three different time points
(t =0,1,2). Investors trade at time 0 and 1, but they liquidate and consume all their wealth

at time 2. Moreover, investors have identical exponential utility functions
U(Cy) = —eap(—aCy), 1)

where v and () are, respectively, the coefficient of absolute risk-aversion and the final con-
sumption level. For the sake of tractability, we assume the coefficient of absolute risk-aversion
is the same for all investors. Exponential utility function eliminates wealth effect, i.e. port-
folio reallocation due to a wealth shock, and thus it enables us to focus on liquidity demands
caused by risk sharing motives.

There are B units of riskless bond in the market. The risk-free rate is zero and the
riskless bond is in perfect elastic supply, i.e. the quantities in which the investors buy or sell

the riskless bond do not influence its price. This is the same as assuming that there is no



funding constraint in the market. Moreover, the exogenous liquidation payoffs of the risky

assets at the final moment (¢ = 2) are jointly normally distributed
Sy ~ N(S, X). (2)

Here, S5 is the N x 1 vector of the risky assets’ liquidation payoffs at ¢t = 2, and X = [0}]
is the corresponding N x N covariance matrix. To rule out information asymmetry, we
assume that the liquidation payoffs distribution (equation 2) is public information.

To isolate the short-term reversal effect, we assume that the expected liquidation payoffs

do not change over the three time points considered in this model
Eo[S2] = Eq[Ss] = S, (3)

where Fj(.) is the expectation function conditioned on the information available at time ¢.
This is equivalent to assuming that the economic factors, associated with the fundamental
values of the assets, are constant over the horizon of the model, from ¢ = 0 to ¢ = 2. Since
we are studying the short-term reversal effect that materialize within a few hours or days,
this is not a strong assumption.

At t = 0, investors are identical and indistinguishable from each other. They have the
same initial wealth, risk-aversion coefficients and utility functions. Therefore at time 0, all

investors hold the market portfolio besides the riskless bond, i.e.
Oy = 0. (4)

Here, 6, is the N x 1 vector of the investors’ portfolio at time 0, and # is the N x 1 vector
of the market portfolio.

At t = 1, a fraction 0 < m < 1 of the investors receive some risky endowment of
zM'(Sy — S). Here z, referred to as the liquidity shock, is a normally distributed random
variable (2 ~ N(0,02)) that is realized at ¢ = 1 and it is independent of Sy. Moreover,
M = [mq,ms,...,my|" is the N X 1 vector of assets’ sensitivity to the liquidity shock. This
endowment, which has a zero expected value, resembles the payoff of zM’ futures contracts
written on individual risky assets (2 M’(S; — S1)), plus 2M’(S; — S). The endowment design
of our model borrows from Lo et al. (2004), Huang and Wang (2009), Huang and Wang

(2010) and especially Vayanos and Wang (2012).
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A few points are crucial here; First, the endowment is a private signal that is only
observable by the fraction 7 of investors who receive it. This endowment is the only source
of heterogeneity among the investors. Second, at ¢ = 1 the liquidity shock (z) is known,
however, the liquidation payoffs (S3) are unknown. Hence at this time, the endowment
(2M’(Sy— S)) is a (normally distributed) random cash flow with a zero expected value. The
realization of this endowment will be observed at t = 2. Third, this endowment is correlated
with the assets’ liquidation payoffs (S), and thus, the portfolio of the investors who receive
this endowment departs from optimal. This is because these investors are already holding
the market portfolio (see equation 4), and in addition, they are endowed with some extra
cash, which is correlated with the other assets in their portfolio.

To be more specific, let’s assume that z is positive and consider an asset-specific liquidity
shock that only hits asset 7. In other words, all the elements of M are zero except the 7"
element that is equal to 1. At ¢t = 1, a proportion 7 of the investors receive an endowment
equivalent to 2M’(S; — S) that will be realized in cash at the liquidation moment (t = 2).
This endowment is perfectly correlated with the liquidation payoff of asset ¢ in their portfolio.
Thus if they do nothing, their portfolio will be more-than-optimal exposed to the risk of this
asset. Hence, this risky endowment persuades them to re-balance their portfolio by selling
a part of their holdings on asset i or any other asset that is very similar to (correlated
with) it.* Since the investors, who receive the endowment, initiate the trade they are called
the liquidity demanders. The remainder of the investors (1 — 7), who accommodate these
demands, are called the liquidity suppliers.

Investors’ risk-aversion and preferences endogenously imply the asset prices at time 0
and 1, referred to as Sy and S7, respectively. In order to quantify the magnitude of price
reversals, first we must find the asset prices at these two time points. The implications of
the outlined model are presented in the following four propositions. Appendix A provides
the proofs of the propositions.

Proposition 1 - equilibrium portfolios at time 1: By knowing the liquidity shock
(2) at time 1, the liquidity demanders re-allocate their portfolios to hold #¢ units of the risky

4Similarly if the liquidity shock (z) is negative, the liquidity demanders will re-balance their portfolios by

buying more shares of asset 1.



assets. One can show that the N x 1 vectors of the liquidity demanders’ optimal holding
(64) and the liquidity suppliers’ optimal holding (#5) are respectively

g1 — ézl(s _8)) - =M, (5)

and

b= 55 5) (6)

According to equation 5 and 6, the asset prices (S7), the riskiness of the liquidation
payoffs (X)) and the investors’ risk-aversion (a)) negatively affect the amount of the risky
assets that both types of investor would hold at ¢t = 1.

Proposition 2 - equilibrium prices at time 1: At t = 1, both investors post their
demand functions (equation 5 and 6) in a Walrasian auction. The equilibrium asset prices

in these trades are

S1=85—aX0—arzXM, (7)

where S is the vector of the expected payoffs from holding the risky assets (see equation 2),
and aXf is the vector of the market risk premia. Therefore, S — aX#@ is the vector of the
risk-adjusted asset prices in a market with no liquidity shock (i.e. when z = 0). Moreover,
amzX M is the price adjustment vector due to the realized liquidity shock (z). From equation
7, it is clear that the occurrence of a liquidity shock at time 1 (2 # 0) departs the asset
prices from their risk-adjusted expected payoffs (S — aX6).>

Corollary 2.1: An asset-specific liquidity shock (z; ~ N(0,02)) to asset i diverts the

price of this asset from its risk-adjusted expected payoff

N
St = S_i - OZZ Oroki — QAT 2044, (8)

k=1
Here, Sy; is the prices of asset i at ¢t = 1, and o;; and S; are, respectively, its variance
and expected liquidation payoff. Also o;; is the covariance between assets ¢ and j. Thus

S; — fo:l Oroy; is the risk-adjusted price of asset ¢ in a market with no liquidity shock,

°Liquidity risk (2 ~ N(0,02)) creates excess covariance in asset prices; Covarg(Sy — S1) = X +
7202 X MM'Y’. 1In this equation while X is the covariance matrix of the fundamental values of the
assets, a?m?02 X MM'Y is the excess covariance induced by the liquidity risk. This confirms the empirical

finding of Acharya et al. (2015) that liquidity risk causes excess correlation in asset prices.



and amz;o; is the price pressure on this asset due to the asset-specific liquidity shock z;.
Obviously, an identical asset-specific liquidity shock (z;) affects a volatile asset more vigor-
ously. Because, ceteris paribus, holding more-than-optimal of a volatile asset is much more
unfavourable to the liquidity demanders, and thus, when an asset-specific liquidity shock
hits a volatile asset they have more urgency to sell it. At the same time, due to the higher
uncertainty about the future payoffs, the liquidity suppliers require a higher price discount
while providing liquidity on a volatile asset.

Corollary 2.2: An asset-specific liquidity shock (z; ~ N(0,02)) to asset i diverts the

price of any correlated asset j from its risk-adjusted expected payoff

N
Sy =85;—« Z Orok; — amz04;. (9)

k=1

Here, S; — Z]kvz1 Oroy; is the risk-adjusted price of asset j in a market with no liquidity
shock, and amz;0;; is the price pressure on this asset due to an asset-specific liquidity shock
(z;) to asset i. Clearly, while asset variances influence the intensity of deviation from the
fundamental values (equation 8), the correlation between two assets is the channel, through
which a liquidity shock flows from one asset to the other one.

According to equation 9, an asset-specific liquidity shock to the i** asset will be trans-
mitted to the whole market. When z; is positive, the liquidity demanders are endowed with
some risky endowment that is perfectly correlated with the liquidation payoff of asset 7. This
will depart their portfolio from the optimal. Hence at time 1, they decide to re-optimize
their portfolio by selling a portion of their holdings on asset ¢ or any asset which is highly
correlated with (similar to) it. However since the liquidity suppliers’ portfolio is already op-
timal, they do not have any incentive to buy, unless these assets are sold cheaper than their
risk-adjusted expected payoffs. Consequently, the liquidity suppliers provide liquidity by
charging a discount (amz;0;;) on any correlated asset j. These jumps are the compensation
that they expect for providing liquidity.

Corollary 2.3: At time 1, after the asset-specific liquidity shock z; hits asset i, the
liquidity suppliers provide liquidity. For example if z; > 0, the liquidity demanders will have
excessive exposure to the risk of asset ¢ and they want to sell this asset or any one that is

correlated with it. Thus on the other side of the market, the liquidity suppliers will be net
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buyers. The expected return of holding one more unit of asset j fromt=1tot =2 is

N
Eq[S2 — Sijl =« Z Oroj + amz04, (10)

k=1

and the corresponding variance is
V&Tl[SQj — Slj] = 0jj, (11>

From 10 and 11, one can show that the Sharpe ratio of a strategy that speculate on the

short-term price reversal of asset j is

N
Orok; iTij
SharpeRatio(j) = @ 2y Orony + am2 % (12)

Vi

From equation 12 it is clear that the Sharpe ratio of the liquidity provision strategy,
i.e. speculating on the short-term price reversal, is an increasing function of investors’ risk
aversion as well as asset variances and correlations.

Proposition 3 - short-term price reversal: According to equation 7, at ¢ = 1 the
asset prices deviate from their risk-adjusted expected payoffs (S — aX6). But later at t = 2,
the liquidation payoffs are realized and the asset prices revert back to their fundamental
values (S3). This phenomenon is called the short-term price reversal and it creates negative

auto-covariations in the price processes. One can measure the intensity of this effect with
v = —diag <C’0var0[52 — 51,81 — SO]>. (13)

Here, Covar(S, — S1, 51— Sp) is the N x N auto-covariation matrix of the price processes
and diag(.) returns the N x 1 vector of the diagonal elements. According to equation 13, if
the price of an asset is serially negatively auto-correlated, then its corresponding elements

in v will be positive. In our setup, one can show that
v = o*roldiag( X MM'Y). (14)

From equation 14, it is clear that the short-term reversals () in the price processes

are stronger, when investors are more risk-averse («), a larger population of the investors

2
z

are affected by the liquidity shock (), the liquidity shock is more intensive (07), or when

the covariance values among asset pairs are higher (X'). Since the VIX index is a proxy for
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stocks’ average conditional covariance and to some extent it captures investors’ risk aversion,
we theoretically conclude that the intensity of the short-term reversals in stock prices rises
with the level of the VIX index.

Corollary 3.1: If an asset-specific liquidity shock (z; ~ N (0,02 )) occurs to asset 7, then

the magnitudes of price reversals in this asset and any asset j are respectively
Yi = 0427T2<7§ian'7 (15)

and
v; = &m0l oy, (16)

According to equation 15 the intensity of the short-term price reversal in asset i, created
with an asset-specific liquidity shock to this asset, increases with the variance of asset i (oy;)
and the size of the liquidity risk (ai); market makers require a higher premium for providing
liquidity on an asset with a larger variance or a bigger asset-specific liquidity risk. Moreover
based on equation 16, an asset-specific liquidity shock to asset ¢ will be transmitted to any
other asset j that has a non-zero correlation (o;; # 0) with it. When asset correlations are
higher, a liquidity shock spread to the rest of the market more efficiently.

Our model provides two reasons of commonality in liquidity, highlighted by Chordia et al.
(2000), Huberman and Halka (2001), Chordia et al. (2001), Hasbrouck and Seppi (2001) and
Korajezyk and Sadka (2008); assets’ exposure to common systematic liquidity shock (o,
in equation 14) or spillover of asset-specific liquidity shocks (o,, in equation 16) amongst
correlated assets.

Proposition 4 - equilibrium prices at time 0: The asset prices, at time 0, before

observing a liquidity shock are

_ KT al\y
So=35 —axi— ( >EM, 17
0 “ l—m+rr\ Ay (17)
where
Ag =1+ ?o?(r* —2m)M' XM, (18)
A = a*o?0' XM, (19)
and
1+ a?n?0?M' Y M a? A0 XM
K= exp( ) (20)
1+ a?(m? —2m)o2M' X M 2/
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In equation 17, S — a2 refers to the N x 1 vector of asset prices adjusted for the market

K aA
risk, and T < ! ) XM is the N x 1 vector of individual assets’ liquidity risk premia.
1—m+ /fg AN
m
In particular, FRp— is the risk-neutral probability of being a liquidity demander and
— T+ KT
OéAl

A, XM is the N x 1 vector of liquidity premia that one would expected on the risky assets,
conditioned on being a liquidity demander. The size of this liquidity premium depends on
investors’ level of risk aversion (a/), assets’ loading on the common liquidity shock (M), the
intensity of the liquidity shock (02), as well as, asset variances and correlations.

Equation 17 confirms the empirical findings of Pastor and Stambaugh (2003) that firstly,
assets with high sensitivity to systematic liquidity risk (i.e. assets with large elements in M)
are compensated with higher expected return, and secondly, volatility increase the liquidity

premium.5

3 Empirical Analysis

The theory predicts that higher asset variances and correlations lead to stronger price re-
versals (see equation 15 and 16). In this section, we test the validity of this theoretical
finding using a portfolio that speculates on stocks short-term price reversals and various
measures of average covariance, namely the VIX and the realized volatility of the S&P500
index, as well as, the average conditional correlation and the average conditional variance of
the stocks in the S&P100 index. The VIX index and the realized volatility of the S&P500
index are, respectively, proxies for stocks’ average covariance under the risk-neutral and the
physical measures.

We estimate the daily time series of the realized volatility of the S&P 500 index with

the cumulative squared intradaily returns (5-minute) on each day (see e.g. Andersen and

OIf asset 7 is prone to an asset-specific liquidity shocks (z; ~ N (0, Ui)), then the ex-ante price of any asset
Ky T AN

].771'4’/431'7'(( Aoﬂ'
1+ a*m202 oy Ay Z;V:l 0504

1+ a?(n? —2m)o2 04 p( 20¢; )

According to this equation, even though that the liquidity shock only hits asset 4, investors expect

KT O[Alyi

1 —7T—|—K,i7'('( AN
ular, the size of this liquidity premium depends on the covariance between asset i and j.

Jj in this market is So; = §j —o Zszl Orokj — )aij, where Ag; =1+ aQUi (7% —27) o,

= 242 N . e
Ay = a’or, ijl 0jo;5, and k; =

)O’ij as the liquidity risk premium for investing in any asset j in this market. In partic-
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Bollerslev (1998)). To make it annualized and thus comparable with the VIX, we multiply
the realized volatility of each day by v/252. We obtain the intradaily return time series of
the S&P500 index from Tick Data. Also we use the methodologies of Bakshi et al. (2003)
and Buraschi et al. (2014) to compute the average conditional variance and the average
conditional correlation of the S&P 100 stocks. For this purpose, we get the daily price of the
options traded on this index and its constituents from OptionMetrics database. The horizon
for which we calculate stocks’ variance expectations is 30 days. Appendix B provides the
details of our implementation.

Also, in order to construct a portfolio that exploits the short-term reversals in stock prices
we obtain the daily closing prices of the stocks traded at the NYSE, AMEX and NASDAQ
from the CRSP database. On each day, this portfolio speculates on price reversion by buying
(selling) the stocks that have underperformed (outperformed) the equally-weighted market
index over the last trading day. Thus following Lehman (1990), we set the weight of stock i

on day t as
Ryt—1— Rig

1 .
5 EZJ\LO ‘Rm,t—l - Ri,t—l|

Here, R; ;1 and R,,;—1 respectively correspond to the returns of stock ¢ and the equally-

Wy =

)

(21)

weighted market portfolio, on day ¢ — 1.7 Since this reversal strategy portfolio has both long
and short positions on each day, it has less exposure to factors other than the short-term
price reversal, such as the market risk.®

The weighting strategy of equation 21, by construction, tends to buy (sell) low-beta

(high-beta) stocks after a day that the market return is positive and vice versa. To ensure

"Hendershott and Menkveld (2014) find that the half-life of the short-term price reversal ranges from
0.54 to 2.11 days for different market capitalization quintiles. Also Hansch et al. (1998) show that especially
for illiquid stocks, the price reversion might take more than one day. To capture delayed price reversals, we
also create a reversal strategy portfolio, in which the weight of stock i on day ¢ depends on its 7 = 1,...,5
days lagged returns; w;; = %Zi:l T im’FT ~ Bitr

S0 B = Rig |

. Appendix C.1 reports the results of this

robustness test.
8Moreover to check the robustness of our results, we construct alternative reversal strategy portfolios

that are proposed by Lo and MacKinlay (1988) and Nagel (2012). Appendix C.2 reports the results of these

robustness tests.
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that the return of this portfolio is not driven by the market fluctuations, following Nagel

(2012), we orthogonalize it with respect to the market using regression equation 22.
Reversal, = o + B1 Ryt + B2 (Rm,t X sign(Rmt,l)) + ResReversal,. (22)

Here, Reversal; is the return of the reversal strategy portfolio constructed by equation
21, and sign(R,, ;1) denotes the sign of the market return in the previous trading day. In
the next section, we perform the regression analyses based on the intercept plus the residuals

of regression equation 22 (i.e. By + ResReversaly).

3.1 Summary Statistics

Panel A to C of Table 1 provides summary statistics on the market portfolio, the reversal
strategy portfolio, and two proxies for the tightness of the financial constraints. These
proxies, which we obtain from the FactSet database, are the 1-month USD LIBOR and the
Ted-Spread. The LIBOR is the interest rates that financial institution charge for unsecured
loans. Also, the Ted-Spread is the difference between the LIBOR and the T-bill yield, with
particular maturities. Since the US government debts are considered risk-free, Ted-Spread is
a barometer for the magnitude of credit risk in the market. The frequency of all time series
in Table 1 is daily and they range from 1996:01 to 2014:08. Table 2 displays the correlation
matrix of these time series.

In contrast to the market portfolio, a reversal strategy requires daily re-allocation and
therefore it incurs sizable transaction costs. According to Panel C, our short-term reversal
strategy portfolio on average yields to 1.54% return per day, before deducting the transaction
costs. Consequently, the annualized Sharpe ratios of this portfolio (13.43) is considerably
higher than the same ratio for the market portfolio (0.52). The last column of Panel C reports
the corresponding summary statistics for the reversal strategy portfolio, orthogonalized to the
market fluctuations using equation 22. As the table shows the effect of the orthogonalization

on the distribution of the portfolio return is negligible.

15



3.2 Regression Analysis
3.2.1 Return

To empirically test the theoretical predictions of the model, we regress the daily return of
the constructed reversal strategy (orthogonalized to the market using equation 22) on the
VIX, the daily realized volatility of the S&P500 index, the average conditional correlation
and the average conditional variance of the stocks in the S&P100 index.” We also include
a dummy vector that is equal to one before the stock price decimalization (April 9th 2001)
and zero after that. The results, reported in Table 3, confirm our theoretical conjecture.

The estimated coefficients for the decimalization dummy are always significantly pos-
itive, meaning that before the decimalization the short-term reversal strategies were more
profitable. Consistent with Bessembinder (2003), this indicates an improvement in market
liquidity after the decimalization. Also Lo and MacKinlay (1988) theoretically show that
if stocks react to economic news with different speeds, then a short-term reversal strategy
yields to a higher return. Therefore, one reason for the higher profitability of the reversal
strategies before the decimalization might be the lower efficiency of the market during this
time.

Also Column 1 to 3 show that the higher values of the VIX, the market realized volatility,
the average correlation and the average variance are generally associated with a higher
return in the short-term reversal strategy. One standard deviation increase in the VIX index
(0.084) on average corresponds to (0.084 x 5.92 =) 0.50% higher return, per day. Also
one standard deviation increase in stocks’ average correlation (0.136) and average variance
(0.070) correspond to (0.136 x 2.91 =) 0.40% and (0.070 x 4.07 =) 0.28% higher return in

this strategy. This is because when asset variances are higher, liquidity shocks create more

90ur model shows that there is no lead-lag effect in the relationship between the intensity of the short-
term reversal and the VIX index; these times series correlate contemporaneously. However in contrast to
the prediction of our model and to test the predictability of the return on reversal strategies, Nagel (2012)
regresses this time series on the 5-days lagged VIX values. Since the VIX index is extremely autocorrelated
(Corr(VIX,, VIX;_5) = 0.935) and non-stationary, regressing the return of the reversal strategies on 5-days
lagged value of the VIX still gives significant results, as Nagel (2012) finds. For further explanations see
Lanne (2002).
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urgency to trade. Moreover, rising asset correlations increase the risk of liquidity shock
spillover among assets. In both cases, market makers will require a higher premium for
providing liquidity, and thus, the intensity of the short-term price reversal increase. Also the
inclusion of the other typical control variables, namely the size, value and momentum factors,
does not influence the significance of stocks’ average correlation and variance in explaining
the short-term price reversals in the stock market.

Nagel (2012) introduces market makers’ funding constraints (Gromb and Vayanos (2002),
Brunnermeier and Pedersen (2009), captured by the VIX index, as the potential drivers of the
positive relationship between the VIX and the short-term price reversal. He argues that when
the VIX is high, market makers are probably facing tight financial constraints and thereby
they charge a higher premium for liquidity provision. Here, we also investigate whether other
proxies of credit-risk and financial constraints can be better explanatory variables than the
VIX index, in explaining market makers’ expected return and the short-term price reversals
effect. For this purpose, we repeat the previous regressions after adding the 1-month USD
LIBOR and the Ted-Spread to the independent variables. The results, shown in column 4 to
6, reveal that none of these proxies can obsolete the substantial relationship between stocks’
average covariance measures and the short-term price reversals effect.

A positive regression coefficient for the 1-month USD LIBOR and the Ted-Spread means
that tighter financial constraints contribute to a stronger short-term price reversal effect.
Surprisingly, for the regressions in column 4 to 6, the estimated coefficients of the 1-month
USD LIBOR are not always significantly positive and the sign of the estimated coefficients
for the Ted-Spread are mostly significantly negative. These findings suggest that financial
constraints can not play the role of asset covariances in explaining the short-term price

reversals.

3.2.2 Sharpe Ratio

As corollary 2.3 shows the Sharpe ratio of the short-term price reversal strategy is also
an increasing function of asset variances and correlations. In this section, we compute the
monthly time series of conditional Sharpe ratio for our short-term reversal strategy portfolio

and test the reliability of this theoretical finding. We set the Sharpe ratio of each month as

17



the ratio of the average to the standard deviation of the daily return observations in that
particular month.!1® We also construct the monthly time series of the asset variance and
correlation proxies, by calculating their average value over each month. Table 4 reports the
regression results for the conditional Sharpe ratio time series.

As the results in Table 4 displays the Sharpe ration is also an increasing function of stocks’
average covariance, but the financial constraint proxies do not show any clear relationship

with this ratio.

3.3 Cross Sectional Evidence

Corollary 3.1 also suggests that an asset with a large variance (o) or a large exposure to
asset-specific liquidity shocks (o,) experiences stronger short-term price reversals, i.e. it
has a higher price of liquidity. In this section, we investigate the validity of this theoretical
finding in the cross section of stocks. Thus for each year, we double-sort the cross section of
stocks and group them in 3-by-3 categories of variance and exposure to asset-specific liquidity
risk. Then we compare the intensity of the short-term price reversals effect for each of these
categories over the subsequent year. We calculate individual stocks’ variance, in each year,
as the sample variance of its daily returns in that particular year.

Exposure to asset-specific liquidity shocks creates abnormally-large trading volumes for
a particular stock. We take the residuals of regression equation 23 as the abnormal trading

volume of stock 7 on day ¢
VLi,t = 5071' + ﬁLiMT’ktVLt + AbnormVLu. (23)

Here, VL;; and MrktV L, represent the trading volumes of stock 7 and the whole market
on day t, in dollar terms (i.e. the number of traded shares, times, the closing prices). We
compute the sample skewness of AbnormV L;; to measure the exposure of stock ¢ to asset-

specific liquidity shocks in each year.

0Since the average return of the short-term price reversal strategy portfolio is considerably higher that
the risk free rate (see Table 1), we do not deducting the risk free rate from the average return. Of course,

doing so does not change our results quantitatively and qualitatively.
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For every year, we double-sort the stocks universe by splitting their cross section into
three different variance terciles, and then within each terciles, forming three different levels
of exposure to asset-specific liquidity risk. We perform the short-term reversal strategy of
equation 21 for the stocks of each category, over the subsequent year. By repeating this
algorithm for the entire sample of stocks in the CRSP database from 1996 to 2014, we
obtain the time series of nine reversal strategy portfolios with different levels of exposure to
variance and asset-specific liquidity risk.

Table 5 provides summary statistics on these reversal strategy portfolios and reports the
estimated coefficients for regressing the corresponding return time series on the VIX index
and certain control variables.

According to Table 5 the reversal strategies implemented for the stock categories with
higher variance or higher exposure to asset-specific liquidity risk yield better average daily
returns. In other words, stocks with higher variance or higher exposure to asset-specific
liquidity shocks experience stronger price reversals, as market makers expect a larger com-
pensation for providing liquidity for them. Moreover, the regression results show positive
coefficients for the VIX index, meaning that an increase in stocks’ average covariance in-
tensifies the short-term price reversals for all of stock categories, as it escalates the risk of

liquidity shocks spillover across assets.

4 Concluding Remarks

Market makers provide liquidity to the market, and their compensation depends on short-
term price reversal. Nagel (2012) shows that the intensity of the short-term price reversal
effect in the stock market increases with the VIX index. He argues that when the VIX
is high, the market makers are financially constrained and therefore they charge a higher
premium for providing liquidity. This higher price of liquidity intensifies the short-term price
reversal.

In this paper, we develop a 3-period economic model and provide another explanation
for the strong relationship between the short-term price reversal and the VIX index. Our

theoretical model shows that when asset variances increase there is more need for liquidity
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and when asset correlations increase there is a higher risk of liquidity shocks spillover among
assets. Both factors increase market makers’ required return. Since the VIX index is a proxy
of stocks’ average covariance, it must be positively related to the intensity of the short-term

price reversal in the stock prices.

Appendix A Proofs

The proofs, provided in this section, are inspired by Vayanos and Wang (2012).
Proposition 1: The liquidity demanders maximize their expected utility of the liquida-

tion time, by choosing the optimal value of ¢ at time 1. The liquidity demanders’ wealth at

t = 2 will be constitute of their wealth from time 1 (1¥}), their capital gain from investing

on the risky assets (6% (S, — S1)), and the endowment that they receive (2M’(S; — ). Thus
Wol = Wy + 07(Sy — Sy) + 2M' (S, — 3). (A1)

From equation 1 and A.1, the liquidity demanders’ expected utility at time 1 is
Ul = —F, [exp( —aW; — aGf/(Sg —S1) —azM'(Sy — S))] (A.2)

At time 1, the size of the liquidity shock (z) is known, but the asset liquidation payoffs
(S3) are the only random variables in equation A.2. Thus equation 2 and A.2 yields

2
Ut = —eap( — aWi + a6 ($1 = S) + (67 + =M)’S(0] + 2M)). (A.3)

To maximize the expected utility in terms of the risky assets weights (6¢), we must set
the corresponding derivative to zero, i.e.

U

o7 = (@81 —aS+ 208 + 2M)) x U = 0. (A.4)
1

Equation A.4 gives the liquidity demanders’ optimal holding at time 1 as
1 _
0 = =S — S)) — zM. (A.5)
o

The liquidity suppliers do not observe any liquidity shock. Thus by setting z = 0 in
equation A.3, we have the liquidity suppliers’ expected utility at time 1 as

B 2
U; = —exp( —aWi 4 ab'(S1 — S) + %QT/EQT)‘ (A.6)
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From equation A.6, one can show that the liquidity suppliers’ optimal holding at time 1
is

;= —n"1(S—Sy). (A7)

Proposition 2: At time 1, a random population 7 of the investors (the liquidity de-
manders) hold #¢ and the rest (the liquidity suppliers) hold 6. The aggregate holdings must
be equal to the market portfolio (6).

70 + (1 — )05 = 6. (A.8)

By replacing the values of ¢ and 65 from equation A.5 and A.7 into equation A.8, we

get the equilibrium asset prices at time 1 as
S;=8—aX(0+7zM). (A.9)
Proposition 3: One can rewrite equation A.9 as
Sy — 81 =8, —S+aX(f+7zM), (A.10)

Sl - SO = g — OéZ(e + 7TZM) — So. (All)

Inserting equation A.10 and A.11 into definition of equation 13 gives
v = —diag <C’0var0[52 — 51,51 — SO]> = —diag (COUCLT’()[SQ +anz¥M, —omzZM]). (A.12)
Since E(z5;) = 0, we have
v = o*roldiag(SMM'YY). (A.13)

Proposition 4: We know that investors’ wealth at time 1 is equal to their wealth from

time 0 (W), plus their capital gain from investing in the risky assets (6,(S; — Sp)). Thus
By replacing S from equation A.9 into equation A.14, we have

WG:WMW“S—%—EM%HWM@) (A.15)
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Moreover from equation A.5 and A.9, we have
0 =0+ (7 —1)zM. (A.16)

If we insert A.15 and A.16 into A.3, we get the liquidity demanders’ expected utility at

time 1 as

—abd' (51 — §)

—aWy
AL .

™~

- — N /
Ul = —exp(—ono — ab), (S — S — X(alf + Oé7TZM)> —a? (9 + (7 — 1)ZM> YO0+ 7mzM)+

2
%(ef +2M)' (02 + 2M)

A\

-~

2

S0+ —1em+ M) 26+ (x—1)2M +2M) ) (A.17)

At time 0 investors are identical, and thus, they all hold the market portfolio. Therefore,

we replace the value of 0y from equation 4, and define

AT =Wy + 05— ¢S, — %9'29, (A.18)
B = —af'SM, (A.19)
C? = a(n? — 2r)M'S M. (A.20)

Then we can rewrite U{ in equation A.17 as
1
Ui = —e:z:p( —a(A+ Bz + 50d22)>. (A.21)

The expectation of U? at time 0 (i.e. Ud) is

Fy

A

Ve

2 5 h
B B i aB¥ o2
e:r;p( “ (A 2x (1+ oszag)) )

Ul = E[U9) = , A.22
0 [ 1] \/m ( )
such that

_ 32 QIEM 2

Fy=Wo+08—0S,— 2050 — oo, ('EM) , (A.23)
2 2 % (1 +a202(n? — 27T)M’EM>

F, _ 3a2(S MY (M

% =5~ Sy— a6 - oo, (EM)(EM) (A.24)

2 % (1 +a202(n? — 271')M'2M> '
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Moreover from equation A.7 and A.9, we have
07 =0+ mzM. (A.25)

Inserting equation A.15, A.25, into equation A.6 yields

A\

—aW —ab’'(S1 — S)
Uy = —emp(—aWO — ab), (5 —So — X(ab + osz)) —&2(9 + M) S0+ 72M) +

a;af’zef

A

%2(9 +7zM) S0+ 72M) ) (A.26)

At time 0 investors are identical, and thus, they all hold the market portfolio. Therefore,

we replace the value of 0y from equation 4, and define

A =Wo+0'5— 08— %9'29, (A.27)
B =0, (A.28)
C* = ar*M'SM, (A.29)
to get
s s s 1 5,2
Uj = —exp( —a(A°+ B2+ 50 2 )) (A.30)

The expectation of U} at time 0 (i.e. U) is

Fs
A\

g OéBs2O'2 -
— _ AS _ z
exp( O‘( 2 x (1+a0503)))

U = E|U;| = A3l
0 [ 1] \/m ( )
such that
Fo=Wy+65—08 — %9’29, (A.32)
OF, _
0 S — Sy — a2f. (A.33)

Before a liquidity shock happens, we know that a population 7 of the investors will be
liquidity demanders and the remainder will be liquidity suppliers. Therefore, the expectation

of the aggregate utility at time 0 is
Uy = 7U§ + (1 — m)U;. (A.34)
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The expectation of the aggregate utility is maximum when

U, oUg oU§

— =n1——+ (1 — =0. A.
g9 "ap T =0 (A.35)

. . oug oU§ ) . .
By inserting the values of 50 and 50 from equation A.22 and A.31, into equation

A.35, we get
am 0F, a(l —7) OF

—eap(—aF, + exp(—aF,)— = 0. A.36
V1+aClo? l ) 90 /1 + aCso? ol ) 00 ( )

We define Ay = 1+ a?02(x? — 2r)M'SM and A; = o?020’> M. Thus from equation
A.23 and A.32, one can show that

—ozAlﬁ’EM

F,—F, = :
d 2/,

(A.37)

which transforms equation A.36 into

T 1+ aC®c? a?NOSMN ,OF, OF
1—#\/1+a0da§exp( 21 >(ae>+(ae):0' (A.38)

oF, OF
By inserting the values of 4 and

00 06

T 1+ aC? o?A0'EM Y (o aA XM _
o [T 983 -y s

1+ aCs0? <a2A19’ZM
1+ aCio2 P\ 24,
equilibrium price of the risky assets at time 0 as

from equation A.24 and A.33, we get

We define xk = > In this case, kK > 0 and A.39 gives the

_ KT (aA1

So=5—aXo— A )EM, (A.40)

1—7m+km

Appendix B Option-Implied Correlation and Variance

For each stock (or index), the Bakshi et al. (2003) methodology exploits the variance ex-
pectation in each day from the out-of-the-money [OTM] European options traded on that
specific day. The computed variance is under the risk-neutral measure. According to this

model, the annualized expected variance of a stock between time ¢ and ¢ + 7 is computed as

VarQ(s(t)) = exp(rr)V (¢, t + 1) — u(t,t + 7)27 (B.1)

T
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where

u(t, t47) = eap(rr)—1— Iy g4y - CPUT) (TT)W(t,t+7)——exp(4TT)X(t,t+T), (B.2)
K
o 2(1=In{5—=
V(t,t+¢):/5(t) ( Kgs(t)>>0(t,t+T;K)dK+ )
S(t
/0 s2(1 4 an<Q7>> P(t,t+ 7 K)dK, (B.3)
on(g) s(in( )
Wi(t,t+71) = /S(t) 5() e S() Ct,t+71; K)dK—
PO CO) e e
0 K? ’ ’ ’ '
and,

X(t,t—i-T):/S(t) e C(t,t+ 7 K)dK+
/0()12<l <K ));4(1 <K >> P(t,t+ 7 K)dK. (B.5)

Here S(t) is the stock price (or the index value) at time ¢, 7 represents the horizon for
which we calculate the variance expectation and r is the risk-free rate. Moreover, P(t,t +
7; K) and C(t,t + 7; K) respectively denote the price of the European put and call options
at time ¢, with the strike price of K and 7 years to maturity.

According to equation B.1 to B.5, to calculate the expected variance of each day, we need
a continuum of OTM options with different strike prices. Thus for each day from 1996:01 to
2014:08, we obtain the volatility smile of the S&P 100 index and its constituents from the
Standardized Options file of the OptionMetrics database. This database provides us with
the implied volatility and the strike price of synthetic OTM European put and call options,
with delta values ranging from -0.80 to 0.80, in 0.05 intervals.
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For the S&P 100 index and its constituents, on each day, we fit a cubic spline to the
volatility smile of the synthetic options with 30 days to maturity. Hence, we estimated the
implied volatility of 100 uniformly-spaced options on this spline that have moneyness values
(S(t)/K) between 0.01 and 2.01. If a moneyness value exceeds the domain of the cubic
spline, we set its implied volatility equal to the implied volatility of the closest point on
the spline. The prices of the OTM options with moneyness values beyond [0.01, 2.01] are
negligible.

Using the Black and Scholes formula, we convert the estimated implied volatilities to op-
tion prices, and we estimate the expected variances of the S&P 100 index and its constituents,
from equation B.1 to B.5.

Having estimated the daily time series of expected variance for the S&P 100 index and
its constituents, we use the methodology of Buraschi et al. (2014) to calculate the average
option-implied correlation of the S&P 100 stocks. In this method the average correlation on

day t is computed as

Var? (S&PlOO(t)) — 2, Var@ (5(@, t))
Corr? = . (B.6)

o ;iol’i#j \/VarQ (S(z’, t)) x VarQ (S(j, t))

In equation B.6, Var?(S&P100(t)) and Var?(S(i,t)), respectively, represent the vari-
ance of the S&P 100 index and stock ¢, computed from equation B.1 to B.5. Moreover, w;
is the relative weight of stock ¢ in the S&P 100 index on day t¢.

In order to calculate w;; accurately, we get the dates of stocks inclusion to and exclusion
from the S&P 100 index, from the Compustat database. We also obtain stocks’ daily market
capitalization from the CRSP database. For each trading day over our sample, on average,
we can compute w;; and Var@(S(i,t)) for 97 of the S&P 100 stocks. More details about the

implementation are available upon request.
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Appendix C Robustness Tests

C.1 Robustness Tests with More Lagged Returns

Here, we test the robustness of our results in table 3 to 5 with the reversal strategy w;; =
1 25 Rm,tf‘r - Ri,tfr
5 =1 1 N R R
5 Zizo ’ m,t—1 i,th‘

6 to 8 report the results of our regression analysis for this weighting strategy.

, which captures delayed reversal in less liquid stocks. Table

C.2 Robustness Tests with Other Weighting Strategies

This section provides robustness tests, based on some alternative short-term reversal strategies.
Table 9 and 10 correspond to the weighting strategy proposed by Lo and MacKinlay (1988)
and table 11 and 12 show the results for a reversal strategy introduced by Nagel (2012).
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Table 3: Regression Analysis for Return

1 2 (3) (4) (5) (6)
-0.20 0.34 -0.66 -0.30 0.43 -0.88
Intercept
(-1.62) (4.48) (-3.85) (-1.96) (4.62) (-3.70)
1.65 1.68 1.78 1.63 1.85 1.60
Decimalization Dummy
(10.93) (11.39) (13.33) (9.19) (11.37) (9.29)
5.91 7.00
VIX Index
(8.96) (7.98)
4.95 5.16
S&P500 Realized Volatility
(8.49) (6.37)
291 3.25
S&P100 Average Correlation
(6.72) (6.39)
4.08 4.85
S&P100 Average Variance
(4.26) (3.97)
-6.54 -5.90 -6.36 -6.27 -5.99 -5.98
SMB
(-1.00) (-0.87) (-1.02) (-0.96) (-0.88) (-0.95)
4.71 4.08 3.80 4.31 4.06 3.31
HML
(0.86) (0.73) (0.71) (0.77) (0.72) (0.61)
6.59 8.53 6.54 6.51 8.81 6.26
Momentum
(1.79) (2.25) (1.84) (1.78) (2.33) (1.76)
2.74 -3.90 6.58
1M-LIBOR
(0.98) (-1.40) (2.05)
-40.57 -11.18 -29.97
Ted-Spread
(-2.03) (-0.66) (-1.53)
R-Squared 0.28 0.26 0.29 0.29 0.26 0.30

Note: We regress the return of our reversal strategy portfolio on certain proxies of stocks’ average covariance and the market
Rmt—1—Rip—1
1

B Zﬁio |Rm,t—1 — Rit—1]
Here, Ryt and R;; denotes the returns of the equally-weighted market portfolio and stock 4 on day t. The return of this

financial constraints. In this reversal strategy the weight of stock 7 on day t is calculated as w; + =

portfolio is then orthogonalized with respect to the market fluctuations. The time series frequency is daily and they range from
1996:01 to 2014:08. There are 4696 observations per each time series. The t-statistics, reported in parenthesis, are adjusted
with the Newey-West technique with 22 lags.
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Table 4: Regression Analysis for Sharpe Ratio

(1 (2) (3) (4) (5) (6)
0.57 0.69 0.40 0.51 0.68 0.27
Intercept
(9.60) (14.40) (5.22) (6.99) (11.04) (2.37)
0.28 0.29 0.33 0.25 0.30 0.24
Decimalization Dummy
(5.64) (5.83) (8.24) (3.59) (4.42) (3.35)
1.07 1.51
VIX Index
(4.22) (4.90)
0.77 0.98
S&P500 Realized Volatility
(2.74) (2.20)
0.76 0.96
S&P100 Average Correlation
(4.56) (4.54)
0.48 0.77
S&P100 Average Variance
(1.50) (1.78)
-0.47 -0.52 -0.30 -0.49 -0.52 -0.23
SMB
(-0.69) (-0.73) (-0.48) (-0.70) (-0.71) (-0.38)
1.05 0.78 1.23 0.92 0.71 1.13
HML
(1.95) (1.45) (2.45) (1.82) (1.39) (2.42)
0.52 0.44 0.51 0.57 0.48 0.49
Momentum
(1.92) (1.53) (2.02) (2.24) (1.66) (1.95)
1.65 0.07 3.35
1M-LIBOR
(1.08) (0.05) (1.92)
-15.01 -6.64 -11.86
Ted-Spread
(-2.34) (-0.83) (-1.76)
R-Squared 0.33 0.28 0.36 0.35 0.28 0.39

Note: We regress the monthly (conditional) Sharpe Ratio of our reversal strategy portfolio on the proxies of stocks’ average

covariance and the market financial constraints.

Rmi—1—Rit—1

Wit = 1

of each month as the ratio of the average to the standard deviation of the daily return observations in that particular month.

The time series frequency is monthly and they range from 1996:01 to 2014:08. There are 224 observations per each time series.

5 Zf-vzo |[Rm,t—1 — Rit—1]
i on day t. The return of this portfolio is then orthogonalized with respect to the market fluctuations. We set the Sharpe ratio

The t-statistics, reported in parenthesis, are adjusted with the Newey-West technique with 2 lags.
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Table 5: Short-Term Price Reversal in the Cross Section

Asset-specific Liquidity Lowest Middle Highest

Variance Lowest Middle Highest ‘ Lowest Middle Highest ‘ Lowest  Middle Highest

Summary Statistics

5th Percentile -0.76%  -1.40%  -2.46% -0.65%  -0.79%  -1.29% | -0.60% -0.68% -1.26%
25th Percentile -0.14% -0.27%  -0.22% | -0.03% 0.04% 0.46% 0.06% 0.18% 0.85%
Median 0.14% 0.27% 1.10% 0.28% 0.58% 1.77% 0.41% 0.79% 2.39%
75th Percentile 0.43% 0.90% 3.26% 0.64% 1.32% 4.11% 0.84% 1.63% 4.86%
95th Percentile 1.09% 2.49% 7.12% 1.46% 2.83% 7.63% 2.02% 3.28% 9.29%
Average 0.16% 0.37% 1.61% 0.34% 0.77% 2.39% 0.64% 1.02% 3.10%
St. Dev. 0.77% 1.44% 3.70% 0.89% 1.58% 3.32% 2.69% 1.50% 4.03%
Ann. Sharpe Ratio 3.20 4.05 6.91 6.12 7.79 11.42 3.81 10.81 12.23
Regression Analysis
-0.09 -0.16 -0.39 -0.16 -0.17 -0.46 0.30 -0.29 -0.68
Intercept
(-2.03)  (-1.75) (-1.88) (-2.46) (-1.57) (-2.49) (1.20) (-3.21) (-2.55)
0.12 0.47 3.02 0.18 0.80 2.87 -0.02 0.79 2.77
Decimalization Dummy
(4.08) (6.13) (12.57) (5.02) (11.70)  (11.13) (-0.24) (9.87) (9.01)
1.01 1.83 5.37 2.12 3.36 9.55 1.64 5.11 14.08
VIX Index
(4.01) (3.71) (4.68) (5.98) (5.78) (8.90) (1.89) (10.17) (9.39)
SMB -5.18 -1.30 -17.63 -2.43 -7.49 -14.83 6.23 -0.68 -5.83
(-1.35)  (-0.24) (-1.30) (-0.86) (-1.42) (-1.35) (0.64) (-0.14) (-0.45)
ML 8.52 18.38 -14.47 2.73 16.38 -2.81 10.65 9.78 7.83
(2.39) (3.77) (-1.24) (0.88) (4.06) (-0.25) (2.36) (2.70) (0.59)
-0.27 4.81 17.63 -1.32 -0.71 13.18 3.39 0.61 5.76
Momentum
(-0.12) (1.42) (2.45) (-0.69) (-0.24) (1.69) (0.82) (0.21) (0.68)
R-Squared 0.03 0.04 0.16 0.05 0.10 0.23 0.00 0.15 0.20

Note: This table reports the summary statistics and the regression results of the reversal strategy portfolios, constructed for
3-by-3 different categories of stocks. In each year stocks are categorized into terciles, based on their variance and their exposure
to asset-specific liquidity shock. Then we perform the reversal strategy of equation 21 on the next-year returns of the nine stock
categories, created from intersection of these terciles. By rolling the window one year ahead and repeating the same procedure,
we obtain nine reversal strategy portfolios. We proxy stocks’ exposure to asset-specific liquidity risk with the sample skewness

Rot—1— Ri¢—
of their daily abnormal trading volume. The weight of stock ¢ on day t is calculated as w; ; = I b=l it . The
5 SN o |1Rm,t—1 — Rit—1]

return of this portfolio is then orthogonalized with respect to the market fluctuations. The t-statistics, reported in parenthesis,

are adjusted with the Newey-West technique with 22 lags.
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Table 6: (C.1) Regression Analysis for Return with 5 Days Lags

(1 (2 3) (4) (5) (6)
-0.04 0.07 -0.14 -0.07 0.08 -0.19
Intercept
(-1.84) (4.38) (-4.03) (-2.26) (4.44) (-3.93)
0.33 0.34 0.36 0.32 0.37 0.32
Decimalization Dummy
(11.03) (11.49) (13.43) (9.18) (11.38) (9.29)
1.20 1.43
VIX Index
(9.03) (8.21)
0.99 1.03
S&P500 Realized Volatility
(8.45) (6.36)
0.59 0.66
S&P100 Average Correlation
(6.80) (6.52)
0.83 1.00
S&P100 Average Variance
(4.33) (4.09)
-1.35 -1.23 -1.31 -1.28 -1.24 -1.23
SMB
(-1.03) (-0.90) (-1.05) (-0.98) (-0.92) (-0.98)
0.90 0.76 0.72 0.81 0.76 0.61
HML
(0.82) (0.68) (0.67) (0.72) (0.67) (0.56)
1.28 1.66 1.27 1.26 1.72 1.20
Momentum
(1.72) (2.18) (1.78) (1.71) (2.27) (1.69)
0.68 -0.71 1.46
1M-LIBOR
(1.21) (-1.27) (2.27)
-8.66 -2.37 -6.50
Ted-Spread
(-2.17) (-0.69) (-1.66)
R-Squared 0.29 0.27 0.30 0.30 0.27 0.30

Note: We regress the return of our reversal strategy portfolio on certain proxies of stocks’ average covariance and

the market financial constraints. In this reversal strategy the weight of stock ¢ on day ¢ is calculated as w;; =
1 5 Rm,th - Ri,t—‘r
g =11
stock i on day t. The return of this portfolio is then orthogonalized with respect to the market fluctuations. The time series

. Here, R+ and R;; denotes the returns of the equally-weighted market portfolio and
NolRmt—r — Riy—r|

frequency is daily and they range from 1996:01 to 2014:08. There are 4696 observations per each time series. The t-statistics,
reported in parenthesis, are adjusted with the Newey-West technique with 22 lags.
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Table 7: (C.1) Regression Analysis for Sharpe Ratio with 5 Days Lags

1 (2) (3) (4) (5) (6)
0.57 0.69 0.39 0.51 0.69 0.25
Intercept
(9.11) (14.50) (4.89) (6.49) (11.01) (2.10)
0.28 0.29 0.34 0.25 0.30 0.23
Decimalization Dummy
(5.64) (5.83) (8.19) (3.53) (4.40) (3.30)
1.09 1.52
VIX Index
(4.16) (4.80)
0.75 0.93
S&P500 Realized Volatility
(2.69) (2.07)
0.78 0.98
S&P100 Average Correlation
(4.61) (4.51)
0.49 0.77
S&P100 Average Variance
(1.52) (1.80)
-0.45 -0.51 -0.26 -0.46 -0.51 -0.18
SMB
(-0.65) (-0.72) (-0.43) (-0.66) (-0.70) (-0.31)
1.06 0.78 1.25 0.94 0.72 1.17
HML
(1.96) (1.45) (2.48) (1.83) (1.40) (2.47)
0.53 0.45 0.52 0.58 0.48 0.50
Momentum
(1.99) (1.57) (2.10) (2.29) (1.68) (2.00)
1.71 0.04 3.49
1M-LIBOR
(1.08) (0.03) (1.93)
-14.80 -5.65 -11.65
Ted-Spread
(-2.31) (-0.70) (-1.75)
R-Squared 0.32 0.27 0.36 0.34 0.27 0.38

Note: We regress the monthly (conditional) Sharpe Ratio of our reversal strategy portfolio on the proxies of stocks’ average

covariance and the market financial constraints. In this reversal strategy the weight of stock i on day t is calculated as

1 5 Rm,t—r _ Ri,tf'r

5 2er=1T1
5 Zi\rzo IRm,tfﬂ' - Ri,tf'rl

and stock ¢ on day t. The return of this portfolio is then orthogonalized with respect to the market fluctuations. We set

Wit = . Here, Ryt and R; ¢ denotes the returns of the equally-weighted market portfolio

the Sharpe ratio of each month as the ratio of the average to the standard deviation of the daily return observations in that
particular month. The time series frequency is monthly and they range from 1996:01 to 2014:08. There are 224 observations

per each time series. The t-statistics, reported in parenthesis, are adjusted with the Newey-West technique with 2 lags.
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Table 8: (C.1) Short-Term Price Reversal in the Cross section and 5 Days Lags

Asset-specific Liquidity Lowest Middle Highest

Variance Lowest Middle Highest ‘ Lowest Middle Highest ‘ Lowest  Middle Highest

Summary Statistics

5th Percentile -0.40%  -0.64%  -1.19% -0.34%  -0.43%  -0.69% | -0.33% -0.37% -0.61%
25th Percentile -0.07%  -0.14%  -0.18% -0.05% -0.05% 0.05% -0.04%  -0.01% 0.16%
Median 0.05% 0.10% 0.35% 0.08% 0.16% 0.52% 0.10% 0.21% 0.69%
75th Percentile 0.18% 0.37% 1.03% 0.22% 0.42% 1.14% 0.26% 0.48% 1.33%
95th Percentile 0.54% 1.05% 2.38% 0.60% 1.05% 2.27% 0.70% 1.06% 2.51%
Average 0.06% 0.14% 0.45% 0.10% 0.22% 0.63% 0.16% 0.27% 0.79%
St. Dev. 0.39% 0.62% 1.31% 0.35% 0.56% 1.06% 1.20% 0.51% 1.25%
Ann. Sharpe Ratio 2.55 3.56 5.46 4.54 6.25 9.47 2.09 8.20 10.09
Regression Analysis
-0.09 -0.08 -0.17 -0.08 -0.13 -0.15 0.03 -0.12 -0.21
Intercept
(-2.42)  (-2.25) (-3.10) (-2.85) (-3.94) (-3.69) (0.44) (-4.52) (-3.84)
0.02 0.19 0.70 0.02 0.21 0.61 -0.01 0.19 0.60
Decimalization Dummy
(1.37) (7.44) (12.31) (1.78) (9.81) (11.82) (-0.60) (9.21) (9.93)
0.68 0.77 1.99 0.82 1.35 2.86 0.60 1.54 3.92
VIX Index
(3.32) (4.16) (6.67) (5.19) (7.98) (13.04) (2.18) (11.10) (12.92)
SMB -4.80 1.62 5.58 -2.66 0.78 1.31 2.18 0.78 5.21
(-2.01) (0.62) (0.89) (-1.76) (0.36) (0.24) (0.69) (0.35) (0.81)
HML 4.09 1.83 -8.24 1.98 3.99 -3.35 4.39 1.40 -0.37
(1.93) (0.67) (-1.22) (1.25) (1.81) (-0.68) (2.51) (0.76) (-0.08)
-2.50 -0.73 6.22 -2.94 -1.56 5.14 -2.61 -0.33 4.29
Momentum
(-1.95)  (-0.33) (1.17) (-2.96)  (-0.90) (1.40) (-2.05) (-0.24) (1.14)
R-Squared 0.04 0.03 0.09 0.05 0.08 0.13 0.00 0.10 0.13

Note: This table reports the summary statistics and the regression results of the reversal strategy portfolios, constructed for
3-by-3 different categories of stocks. In each year stocks are categorized into terciles, based on their variance and their exposure
to asset-specific liquidity shock. Then we perform the reversal strategy of equation 21 on the next-year returns of the nine stock
categories, created from intersection of these terciles. By rolling the window one year ahead and repeating the same procedure,

we obtain nine reversal strategy portfolios. We proxy stocks’ exposure to asset-specific liquidity risk with the sample skewness of
Rmt—7 — Rit—
5 m, T i,t—T1

g =171 .
5 Zf\]:() |Rm,t7‘r - Ri,t—Tl
The return of this portfolio is then orthogonalized with respect to the market fluctuations. The t-statistics, reported in

their daily abnormal trading volume. The weight of stock ¢ on day ¢ is calculated as w; ; =

parenthesis, are adjusted with the Newey-West technique with 22 lags.
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