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This paper presents a simple theoretical model that helps explain how asset prices are affected by liquidity risk — the inability to find
buyers or sellers of securities at will — and commonality in liquidity.

This liquidity-adjusted capital asset pricing model (CAPM) provides a unified framework for understanding the various channels through
which liquidity risk may affect asset prices. We explore the cross-sectional predictions of the model using NYSE and AMEX stocks from
1963 to 1999.

The model gives an integrated view of the existing empirical evidence related to liquidity and liquidity risk, and it generates new testable
predictions. We find that the liquidity-adjusted CAPM explains the data better than the standard CAPM, while still exploiting the same
degrees of freedom.

Our empirical results shed light on the total and relative economic significance of these channels and provide evidence of flight to liquidity.
In particular, we find that the CAPM applies for returns net of illiquidity costs. This implies that investors should worry about a security’s
performance and tradability both in market downturns and when liquidity “dries up.”

The model also shows that positive illiquidity shocks, if persistent, are associated with low contemporaneous returns and high predicted
future returns. Further, we find weak evidence that liquidity risk is important over and above the effects of market risk and the level of
liquidity. The model has a reasonably good fit for portfolios sorted by liquidity, liquidity variation, and size, but it fails to explain the book-to-
market effect.

This docunent is not intended to, and does not relate specifically to any investrment strategy or product that AQR offers. It is being provided merely to provide a framew ork to assist
in the inplemmentation of an investor's own analysis and an investor’s own view on the topic discussed herein.

This document has been provided to you solely for information purposes and does not constitute an offer or solicitation of an offer or any advice or reconmrendation to purchase
any securities or other financial instruments and may not be construed as such. The factual information set forth herein has been obtained or derived fromsources believed by the
author and AQR Capital Managemrent, LLC (“AQR) to be reliable but it is not necessarily all-inclusive and is not guaranteed as to its accuracy and is not to be regarded as a
representation or warranty, express or inplied, as to the information’s accuracy or conpleteness, nor should the attached information serve as the basis of any investment decision.
This document is not to be reproduced or redistributed to any other person. The information set forth herein has been provided to you as secondary information and should not be
the primary source for any investment or allocation decision. Past performance is not a guarantee of future performance. Diversification does not elininate the risk of experiencing

investrrent losses.

This material is not research and should not be treated as research. This paper does not represent valuation judgments with respect to any financial instrument, issuer, security or
sector that may be described or referenced herein and does not represent a formal or official view of AQR The view's expressed reflect the current views as of the date hereof

and neither the author nor AQR undertakes to advise you of any changes in the view's expressed herein.

The information contained herein is only as current as of the date indicated, and mey be superseded by subsequent merket events or for other reasons. Charts and graphs provided
herein are for illustrative purposes only. The information in this presentation has been developed internally and/or obtained fromsources believed to be reliable; how ever, neither



AQR nor the author guarantees the accuracy, adequacy or conpleteness of such information. Nothing contained herein constitutes investment, legal, tax or other advice nor is it to
be relied on in meking an investment or other decision. There can be no assurance that an investrment strategy will be successful. Hstoric market trends are not reliable indicators of
actual future market behavior or future performance of any particular investment w hich may differ materially, and should not be relied upon as such. Diversification does not
elinmnate the risk of experiencing investrent losses.

The information in this paper may contain projections or other forw ard-looking staterments regarding future events, targets, forecasts or expectations regarding the strategies
described herein, and is only current as of the date indicated. There is no assurance that such events or targets will be achieved, and may be significantly different fromthat shown
here. The information in this document, including statements concerning financial market trends, is based on current market conditions, w hich will fluctuate and may be superseded
by subsequent market events or for other reasons.
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