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LAPM: An Explanation of the “Liquidity Puzzle”
in China’s Stock Market

YONGXIANG WANG
(Renmin University of China )

WEIXING WU
(Chinese Academy of Sciences)

Abstract China’s stock market should be very liquid since there are millions of investors in
the market, but empirical research shows that the market is relatively thin. We call this contradic-
tion the “ Liquidity Puzzle”, and solve it by introducing the concept of “effective investors” and
search-based limited participation. We derive a Liquidity-based Asset Pricing Model ( LAPM)
with which the liquidity premium can be deduced. This LAPM may also provide a partial explana-
tion to the famous “ Equity Premium Puzzle”.
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