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42 P : Do ldiosyncratic Volatility and Liquidity Explain Stock Option
Market Returns?

# & : This study investigates whether liquidity and idiosyncratic
volatility play an important role in determining stock returns by using
Ordinary Least Squares method. Spiegel and Wang (2005) showed that
idiosyncratic volatility and liquidity are negatively correlated in stock
markets. While both variables are used in determining returns,
idiosyncratic will eliminates liquidity's explanatory power. Since severd
theories show that stock options may contain more information than
underlying stocks, therefore, these phenomenon still exists is an
interesting issue. The results shows that after controlling liquidity, high
idiosyncratic volatility firms produce higher returns in al three liquidity
measures. Conversely, after controlling idiosyncratic risk, liquid
individual stock options not yield lower returns than the illiquid
individual stock options.
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Do Idiosyncratic Volatility and Liquidity Explain Stock
Option Market Returns?

Mei-Yueh Huang® and Jun-Biao Lin*

Abstract

This study investigates whether liquidity and idiosyncratic volatility play
an important role in determining stock returns by using Ordinary Least Squares
method. Spiegel and Wang (2005) showed that idiosyncratic volatility and
liquidity are negatively correlated in stock markets. While both variables are
used in determining returns, idiosyncratic will eliminates liquidity's
explanatory power. Since severa theories show that stock options may contain
more information than underlying stocks, therefore, these phenomenon still
existsis an interesting issue.

The results shows that after controlling liquidity, high idiosyncratic
volatility firms produce higher returns in all three liquidity measures.
Conversely, after controlling idiosyncratic risk, liquid individual stock options

not yield lower returns than the illiquid individual stock options.

Keywords: ldiosyncratic Volatility; Liquidity measures; Individual Stock
Options;
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