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Abstract

Due to the existence of microstructure noise, the observed stock prices do not
perfectly reflect effective stock price. Unfortunately, the true stock price is unknown,
which means we have to calculate the stock return by the observed stock price.
Therefore, the results of empirical asset pricing specifications are upward biased
because of the microstructure noise in security prices, especially when the explanatory
variables are correlated with the amount of microstructure noise cross-sectionally.

On the basis of the existing research about liquidity asset pricing and market
microstructure noise, we focus on the upward biases caused by the noise in estimated
liquidity premium. We implement weighted least squares (WLS) estimation in
liquidity asset pricing, in which the weights are prior securities return. The empirical
results prove that the WLS estimation can correct the upward biases in estimated
liquidity premium by OLS estimation which attributes to the negative correlation
between the weights and the current period return.

In addition to the comparison between WLS estimation and OLS estimation, we
also explore the biases correction effects in larger sample and smaller sample. The
liquidity premium estimations are implemented in different asset pricing models.
Besides, we use both turnover and ILLIQ as liquidity measure. The empirical results
show significant upward biases in traditional liquidity premium estimation, and the
WLS estimation can effectively correct the biases. The WLS correction is more
effective in larger samples. We till can found a significant liquidity premium after

biases correction.
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