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Abstract

A vast amount of literature regarding capital market efficiency is promptly available to
investors and researchers. The findings of these studies are not unanimous, resulting in
support for and against capital market efficiency. A number of researchers that oppose
market efficiency have shown that certain firm-specific factors are highly significant in
explaining the cross section of equity returns and that these factors can be used in the
investment decision making process to obtain sustainable significant abnormal returns.
Specifically, it appears that factors capturing value, momentum and size effects are regarded
as the most significant in this regard. Although the majority of studies focus on developed
markets, similar effects have been reported for the South African equity market. Compared to
developed markets however, the South African market is regarded as a less liquid market
which is dominated by a handful of companies. Therefore liquidity could have a significant
impact on the results of studies concerning the cross section of equity returns on the
Johannesburg Securities Exchange (JSE). In this study the impact of liquidity on the identity
and explanatory power of firm-specific factors regarding the cross-section of returns are
examined. Our results suggest that, of the three previously identified effects, only the value
effect is not affected by market liquidity. The significance associated with the size and
momentum effects are found to be sensitive to market liquidity, indicating that liquidity is a
key factor to consider when constructing portfolios based on previously documented market
effects.
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