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Research Article Liquidity serves as the lifeblood of financial markets, underpinning their

ability to function efficiently, absorb shocks, and facilitate asset transactions.
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commonality reflects system-wide forces that influence investor behavior,
capital allocation, and price formation across a market.
The Iranian equity market, characterized by growing institutional
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Commonality participation and evolving regulatory mechanisms, offers a compelling case
liquidity, market rate study for examining liquidity commonality. This research seeks to uncover
of return, nonlinear the determinants of supply and demand-side commonality in equity liquidity
NARDL model. through rigorous econometric modeling. By adopting both linear
JEL- Autoregressive Distrib_uted ITag (ARDL) and Nonl!negr_ARDL (NARDL)
G12, G15. frameworks, the study investigates whether market liquidity and return rates

symmetrically or asymmetrically impact liquidity dynamics over time.

The empirical analysis spans monthly data from 1393:1 to 1402:12 (March
2014 to February 2024), a period marked by notable financial transformations
and macroeconomic shifts in Iran. This dataset allows for an extended
temporal lens to capture both steady and volatile liquidity conditions,
regulatory adjustments, and investor behavioral patterns
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Conceptual Framework

Liquidity commonality, especially in emerging markets, is a
multidimensional phenomenon shaped by an intricate web of economic,
financial, and behavioral factors. It rarely arises from singular shocks or
isolated events. Instead, it reflects broader systemic dynamics, including
investor psychology, regulatory environments, capital flows, and institutional
structures. In periods of macroeconomic instability—such as inflationary
surges, geopolitical uncertainty, or currency volatility—market participants
often shift their focus to high-capitalization or liquid stocks. This behavioral
clustering leads to liquidity concentration, reducing diversification and
amplifying systemic vulnerabilities. In such cases, the co-movement of asset
liquidity intensifies, making markets more susceptible to correlated shocks
and abrupt price fluctuations. Conversely, during economic expansion and
stable financial conditions, investor sentiment tends to be optimistic. Risk
appetite broadens, and capital is allocated more evenly across sectors and
asset classes. This widespread participation enhances market depth and
tightens bid-ask spreads, resulting in more balanced liquidity distribution.
When liquidity commonality declines under such conditions, it signals
healthy market segmentation and diverse trading opportunities. Thus,
liquidity commonality serves as a barometer for overall market health—
rising in uncertain times and easing when confidence prevails—making it a
critical tool for monitoring systemic risk and investor behavior in emerging
financial systems.

This study centers around two primary independent variables:

Market Liquidity Index: A proxy for aggregate market trading efficiency.
Market Return Rate: Reflecting prevailing investor sentiment and general
market performance.

Additionally, two macroeconomic controls—interest rate and exchange
rate—are included to evaluate their broader effects. Although past literature
indicates mixed results for these variables, their presence allows a
comparative assessment under linear and nonlinear conditions.

By framing liquidity dynamics as responsive to both macro-level indicators
and behavioral market mechanisms, the research positions itself to explore
structural asymmetries and reveal how shocks translate into real-time
liquidity adjustments across equity assets.

Methodology

The research is structured into two main analytical phases:

ARDL Model (Linear Framework): Evaluates long-term and short-term
relationships using standard ARDL bounds testing procedures. Assumes
symmetric behavior—i.e., similar responses to positive and negative changes
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in explanatory variables. Incorporates Error Correction Mechanism (ECM)
to determine the speed of adjustment following disequilibrium.

NARDL Model (Nonlinear Framework): Introduces asymmetry by
decomposing market liquidity and return rates into positive and negative
partial sums. Tests for asymmetric cointegration and evaluates differential
impacts of shocks across supply and demand sides. Captures behavioral
inflections that linear models may miss, such as panic-driven liquidity
withdrawals or exuberance-induced trading surges.

Results

The investigation begins with a cointegration analysis confirming the
presence of long-run relationships among the key macroeconomic and market
variables. The linear ARDL model was first employed to estimate long-term
coefficients. Findings reveal that interest rate and exchange rate exhibit no
statistically significant impact on supply or demand liquidity commonality
over the long run. In contrast, market liquidity and market return rate display
positive and significant effects on liquidity commonality, affirming their
roles in synchronizing liquidity patterns across equity assets.

Further analysis of short-term dynamics via the Error Correction Model
(ECM) yields compelling results. The error correction coefficients show a
rapid adjustment mechanism, with 92% correction in the supply-side model
and 91% in the demand-side model. This indicates a swift reversion to
equilibrium following shocks, reflecting the high responsiveness of liquidity
dynamics in Iran’s equity market.

To capture asymmetric behavior, the study advances to the NARDL model,
which decomposes the impact of positive and negative shocks in explanatory
variables. Cointegration bounds testing again confirms the existence of long-
term relationships. Consistent with the ARDL findings, interest rate and
exchange rate shocks—both positive and negative—do not significantly
affect long-term liquidity commonality. However, positive shocks in market
liquidity and return rates exert strong and statistically significant effects,
reinforcing the notion that favorable market conditions enhance systemic
liquidity.

Short-term dynamics under the NARDL framework echo the ARDL results:
both supply and demand models exhibit 92% error correction coefficients,
indicating highly efficient adjustment to disequilibrium. This reinforces the
systemic stability of equity liquidity under both modeling approaches and
highlights the robustness of the Iranian financial infrastructure in managing
liquidity imbalances.
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Conclusion

In summary, the research demonstrates that heightened market liquidity and
positive return expectations stimulate trading activity, leading to tighter co-
movement among asset liquidities—a phenomenon known as liquidity
commonality. The negligible role of interest and exchange rate variables in
both linear and nonlinear contexts suggests that internal market mechanics,
rather than macroeconomic rate fluctuations, drive liquidity synchronization
in the Iranian equity landscape.
These findings offer crucial insights for regulators, institutional investors,
and market participants aiming to enhance liquidity resilience and forecast
market behavior. The study’s dual-model approach delivers a comprehensive
view of liquidity interdependencies, encouraging further research into sector-
specific dynamics, high-frequency modeling, and cross-market effects in
emerging economies.
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