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test has low power, so it is difficult to conclude that the TAR model should not be used.25 In 
fact, the evidence from Figure 2 suggests how the presence of non-linearities might affect 
linear estimations. 

 

5.2. Integration and Liquidity 

One would expect the bands of no-arbitrage to widen as liquidity declines, to the extent that 
investors incorporate a liquidity risk premium as an additional transaction cost.26 To see 
whether this is indeed the case, we examine how the AR half-lives and the TAR band-width 
and half-lives are associated with the liquidity of the stock. We use two measures of liquidity, 

                                                 
25 For brevity, not all estimated parameters were included in Appendix Table 2. However, we find that, as 

expected, in almost all cases inβ  is not significantly different from zero, providing an indication that inside the 
band of no-arbitrage the premium follows a random walk. Furthermore, the estimated sum of the ARCH and 
GARCH parameters lies between 0.90 and 0.99, with a value of 0.95 for the majority of stocks.  

26 Note that transaction costs are likely to be non-linear (e.g., large transactions command proportionally smaller 
fees). However, there is a priori no reason to expect that the average trade size of illiquid stocks should be 
smaller than that of more liquid stocks – if they were, this would add to the liquidity premium. 




