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Return predictability has become a popular topic in financial markets. Many researchers have
shown that return is predictable in stock markets worldwide. Meanwhile, one would ask does
return predictability exist, and why this phenomenon occurs in Chinese stock market.

Market microstructure models show that liquidity is one of the most important fractions that
influence asset prices. In China, stock market is divided into tradable- and nontradable- share
market due to the shares held by state government. On April 2005, Chinese government launched
the Nontradable Share Reform. After this reform, tradable share market has increased rapidly and
market participants have changed, which affect the relation between stock returns and liquidity.

Prior studies of Chinese market have used short-period and fewer samples to make similar
analysis with studies of developed markets, which offer only limited insight. Further, none studies
to investigate the relation between liquidity and stock returns taking account of the Nontradable
Share Reform. In this paper, we use Chinese data over the period 2000 to 2013 to examine
whether return predictability exists in Chinese stock market. Moreover, we explore the relation
between stock returns and (il)liquidity, as well as idiosyncratic volatility by taking account of the
reform.

The main results are shown as follows. First, we found return reversal effect exists in Chinese
market, and this effect is strongest in the short term. Second, stock return autocorrelations are
highly related to illiquidity, which could be explained by the information asymmetry among
investors, both before and after the reform. Third, there exists a negative cross-sectional relation
between illiquidity and stock returns in Chinese stock market. However, after eliminating the
effect of idiosyncratic volatility, we found a positive relation between illiquidity and stock returns

after the reform.



