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Abstract

This paper aimed to provide a review of the literature concerning the effects of corporate governance and ownership
structure on the devices of market microstructure. It provided a clear overview of empirical archival studies in
literature regarding the way corporate governance and ownership structure mechanisms influence market liquidity,
with focusing on the Saudi institutional setting. It aimed to pinpoint the differences and similarities in empirical
outcomes of studies and determine the areas that call for further exploration. On the basis of the thorough review of
literature and the theoretical basis, our study proposed a conceptual research framework. The framework is based on
the premise that effective corporate governance can lead to enhanced disclosure quality, which in turn, lead to
mitigating the information asymmetry and ultimately, enhanced market liquidity. Although theoretical studies argued
the presence of the relationship between corporate governance, ownership and liquidity, we find that outcomes from
empirical studies are still mixed. Majority of extant studies, with majority in the context of the U.S. firms, provide
ambiguous results, making it challenging to reconcile the differences among them. Our paper provides important
guidance for both new and experienced researchers, and it has implications for stock exchange authorities in terms of
adopting effective regulatory policies and efficient trading systems to tackle information asymmetry.
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1. Introduction

Following the recent global financial crisis, stock liquidity has transformed into a global concern and continues to be
a major research area in the field of market microstructure (Ali et al., 2016). Capital markets work at facilitating
access to investment funds and as such, they play a key role in the sustainable development of the country (Rajan &
Zingales, 1998). Nevertheless, emerging countries, particularly those that need such access, have market
characterized by low liquidity (Silva & Ché&vez, 2008).

In fact, due to low and lack of liquidity, emerging markets are highly volatile and this prevents the development of
their financial markets. In the perspective of investors, liquidity costs have a major role in investment strategies
(Silva & Ch&vez, 2008). Liquidity costs of firms increase the capital cost and reduces market value and in countries,
low liquidity prevents investment, and eventually the development of the economy. The pioneering study to evidence
that market liquidity can drive market declines came from Amihud et al. (1990). According to them, the 1987 stock
market crash can be attributed to the across the board revision of investors’ expectations concerning the stock market
liquidity. Because market liquidity is priced in the stock market (Amihud & Mendelson, 1986), a dip in the
expectations of investors concerning such liquidity can lead to stock prices decrease (R&sch & Kaserer, 2014).
Moreover, liquidity has a major role to play in both hedging and risk management as evidenced by Das and Hanouna
(2009) and in initiating and driving financial crisis (Wang, 2013). Therefore, liquidity can be described as a key
measure of market quality and a crucial pre-requisite for the growth and development of the financial markets.

In the present paper, the financial literature concerning market liquidity is reviewed, with the objective of providing a
clear picture of the topic and access to it to novice researchers searching for pointers to examine in this field. In
particular, this study has the following primary aims; 1) To review the institution setting of the Saudi Stock Market, 2)
To provide a review of prior empirical evidence on the impact of corporate governance mechanisms on market
liquidity, 3) To provide a review of prior empirical evidence concerning the impact of ownership structure on market
liquidity, 4) To bring forward a conceptual research framework explaining the relationship between corporate
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governance, ownership and market liquidity, and lastly, 5) To provide recommendations for future studies concerning
avenues for research.

In Saudi Arabia, the Saudi Vision 2030 drawn up in 2016 envisions the development of an advanced financial and
capital market that is accessible from any part of the globe, enabling higher funding opportunities and triggering
economic growth. It also envisions the continuous facilitation of the Saudi government of the access to investing and
trading in stock markets and listing private Saudi firms and state-owned ones like Aramco. This calls for the need to
deepen liquidity in Saudi capital markets to support the role of the debt market and open avenues for derivatives
market. In this regard, a greater level of ownership could influence liquidity as retail investors are expected to be net
sellers with more foreign capital injected to the market. In the current times, the retail investors constitute 85% of the
trading, despite the fact that ownership accounts for only 1/3rd of the market (Al Rajhi Capital, 2014).

In Saudi Arabia, corporate governance issues vary from those found in the west because successful Saudi companies
are mostly family-run with ownership concentration. The members of the family hold a great portion of the equity
stake and major positions as directors. Aside from them, the government is increasingly investing in the Saudi stocks
in the past few years and such activity is considered to influence the stock market liquidity.

Several studies can be noted on the impact of corporate governance in developed markets involving different aspects
(e.g., liquidity, transaction cost, trading mechanism, and trade size), but in the context of Saudi Stock Market, such
studies are quite few and far between. Among them, Al-Suhaibani and Kryzanowski (2000) revealed that liquidity,
commonly gauged through width and depth, is relatively low in the Saudi stock market case but exceptionally high
when gauged through immediacy.

Financial literature has been recently focused on the relationship between market microstructure and corporate
finance, with special emphasis on the relationship between corporate governance and market liquidity. For instance,
Kanagaretnam et al. (2007), Rubin (2007), and Chung et al. (2010) laid emphasis on the role of corporate governance
in enhancing stock liquidity. According to them, effective control mechanisms like driving firms to disclose
information and hiring independent directors could mitigate the risk of expropriation and enhance profitability. The
use of such mechanisms also mitigates issues of information asymmetry between majority and minority shareholders,
and ultimately, increase stock liquidity. Theoretically, corporate governance impact stock market liquidity as
effective governance pay strict oversight over managers and hence, stopping them from concealing crucial
information. Therefore, effective governance is considered to enhance transparency, and lessen information
asymmetry (Chung et al., 2010; Prommin et al., 2014). With less information asymmetry, providers of liquidity are
faced with lower negative adverse selection issues (Glosten & Milgrom, 1985). Consequently, firms having higher
governance are expected to display higher equity liquidity.

Furthermore, corporate governance covers the board effectiveness processes and improved transparency when it
comes to disclosures. The above requirements lead to enhanced quality and quantity of information accessible to
investors. Hence, effective corporate governance assists in developing a dynamic and efficient capital market and
investor’s confidence in the markets, with companies having higher corporate governance standards.

Empirical studies dedicated to developed markets indicated that internal and external corporate governance
mechanisms should be employed to enhance stock market liquidity (e.g., Bacidore & Sofianos, 2002). More
specifically, Jain et al. (2008) reported that the Sarbanes Oxley Act 2002 had significant and positive liquidity effects
in the long term. They added that these improvements positively related with financial reports quality. In relation to
this, majority of prior studies of this caliber in developed markets indicating high liquidity also indicated protection
for investors and dispersed ownership. On the other hand, only a few studies delved into this issue in the context of
emerging markets (e.g., Matoussi et al., 2004; Belkhir & Bouri, 2008; Haddad et al., 2009; Louki & Yousfi, 2010).
They revealed that these markets are characterized by different features such as poor regulation, low market liquidity
and high ownership concentration. Without investors’ state guarantees, the major agency issues crop up between
minority and majority shareholders (Ben Ali, 2009).

According to Sakawa et al. (2014), concentrated ownership structure has a tendency to be rife with problems of
lower disclosure quality and lack of transparency. In widely held companies, the shareholders with large company
stakes might incur higher agency costs in their monitoring owing to the superior private managers-investors
information. In particular, block shareholders lessen market liquidity because of their access to private information
among investors and the market risk increase (Heflin & Shaw, 2000; Rubin, 2007). For instance, Attig et al. (2006)
indicated that large control rights could trigger poor disclosure among Canadian firms, and this leads to low liquidity
owing to the selfish behaviors of ultimate shareholders who hold large shareholdings. Such poor disclosure nurtures
asymmetric information issues in financial markets and ultimately, this leads to reduced market liquidity (Glosten &
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Milgrom, 1985).

Therefore, the combination of corporate finance and microstructure enables the present study to contribute to
literature in several ways. First, literature concerning market microstructure reports several factors influencing
liquidity (e.g., company size, trading volume, volatility of return, among others). Moreover, there are only few
empirical studies on the effect of corporate governance and ownership on liquidity. This study contributes to this
field by extending literature on corporate governance quality and stock market liquidity. Second, majority of past
studies focused on the U.S. in their examination of the influence of corporate governance and ownership on liquidity.
Hence, this study delves into the issue in the context of Saudi Arabia, an emerging market. Saudi Arabia has notable
institutional differences that make it a unique venue to explore the topic in. Third, this study has significant
implications to regulators and their understanding of the way corporate policies influence microstructure properties
as this could lead to the creation of suitable trading regulators. The study may also provide some information to
investors and traders to develop effective trading strategies.

The remaining part of the paper is organized in the following way; Section two contains the institutional setting of
Saudi Arabia, and section 3 provides the theoretical background and literature review of the phenomenon under study.
Lastly, section 4 presents the conclusion and suggestions for future research.

2. Institutional Setting of Saudi Arabia
2.1 The Saudi Equity Market

Saudi Arabia is known for being the largest country in size in the Arabian Peninsula and the largest market economy
among the Arab nations (Alsaeed, 2006), with 25% of the total Arab gross domestic product (GDP) (Ministry of
Foreign Affairs, Saudi Arabia, 2005). It stands out from its neighboring Arab countries due to its large oil resources —
resources that have resulted in considerable increase in the country’s gross national product (GNP). With the growth
resulting from the GNP, the government has decided to boost its investment activity. Added to this, Saudi Arabia is
known to be the highest income country in the Arab region (FTSE Global Markets, 2006), with frequent high budget
surpluses that drive the Saudi government to invest its financial reserves locally in order to encourage economic
development and investments from the local and foreign fronts. The government should thus foster effective
corporate governance practices and quality reporting.

Evidently, the Saudi stock market is among the developing markets displaying rapid development in the Middle East
and Asia. In fact, the Saudi market with its rapid growth in companies and volume holds significant potential to
become a leading market in the region. However, in order to achieve such position, it needs to tackle some
challenges that are present within the market system. Looking back at the history of Saudi stock market, 14 firms
were in operation in 1975, after which in the 1980s, market developments showed a marked increase after the
increase in oil prices (in 1973). The Saudi Shares Registration Company (SSRC) was established for the
management of shareholders records and share certificates. Developments continued through the 1990s to the present
time. According to the World Federation of Exchange 2002 market capitalization statistics, the Saudi stock market
took the 9th rank in the global emerging market. By 2003, the Saudi market indicated more positive developments
(Alajlan, 2015).

The Saudi stock market appears to be transitioning with the government floating 30% of the Saudi Telecom
Company (STC), increasing the market capitalization to U.S.$701,410 billion in April 2004. Within the Arab world,
the Saudi Arabian stock market is deemed to be the largest with market capitalization equating to 79% of all Arab
stock markets. Nevertheless, challenges are rife in that the Saudi market, like the markets in developing countries,
lacks robust frameworks for regulation, transparency, and disclosure of pertinent financial information that are all
significant for the stock exchange development (Alajlan, 2015).

By the year 2014, the aggregate market capitalization of the countries in the MENA region reached U.S.$1.2 trillion,
with Saudi Arabia, constituting 45% of the total share and 65% of the U.S.$4 billion liquidity levels. With regards to
the volume of trading per day, it reached U.S.1.4 billion per day on average, indicating the highest value among the
neighboring countries. Consequently, the Saudi equity market is considered to be the largest in the MENA region,
having market capitalization of U.S.$464.5 billion on average in the year 2015. The economic liquidity level is
evaluated based on the money supply in terms of economic, foreign direct investments (FDI) and consumer level of
spending (Jeddah Economic Gateway, 2015).

In relation to the above background, the opening of domestic Saudi financial markets to global investors, as part of
the financial liberalization was geared towards improving local market liquidity. This was elaborated by Stulz (1999a)
when he stated that the participation of large international financial institutions would lead to improved local market
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liquidity via superior information disclosure and dynamic trading. Also, Bekaert et al. (2007) illustrated a positive
effect from the openness level to foreign investors to liquidity, in the case of emerging equity markets.

2.2 Corporate Governance Structure in Saudi Arabia

In Saudi Arabia, the corporate governance reforms began in 2003 with the setting up of Capital Market Authority
(CMA) (Al-Nodel & Hussainey, 2010). The reforms form a considerable part of the country’s economic reforms and
their setting up was urged by the emphasis laid on corporate governance following the collapse of Enron and
WorldCom in the developed countries and the 1997/1998 Asian economic crisis (Haniffa & Hudaib, 2006; Hussainey
& Al-Najjar, 2012). In this background, the capital markets smooth functioning requires the participants’ confidence
in the corporate governance system. Failed businesses have led to the raised concerns about the lack of robust
oversight mechanisms and the lack of corporate governance systems among firms. This is particularly true as such
failure lead to the deterioration of investors’ confidence.

Notably, early and rapid progress that took place in 2004, within the market capitalization served to direct the CMA
direction from introducing corporate governance codes since its inception in 2003. However, owing to the sharp
share prices increase, the Saudi stock market indicated a sharp decline in 2006, and this necessitated a governance
code to improve the corporate governance practices among Saudi listed companies. To compound the matter further,
the market crash led to the passing of governance legislation in light of protecting investors and in relation to this, the
stock market crash forced the launching of Saudi Corporate Governance Code (SCGC) in November 2006, with the
aim of gaining the investors’ confidence back in the market and in protecting their interests (Al-Abbas, 2009). The
Code was considered as a guideline until early 2010 when it passed mandatory regulations — where Saudi listed firms
were then mandated to disclosure of provisions in their annual report, or justify the lack thereof.

As for the reporting reforms, among the pioneering accounting standards in Saudi Arabia was the standard of
disclosure and transparency issued by the Ministry of Commerce and Investment back in 1985. The same was made
up-to-date by the Saudi Organization for Certified Public Accountants (SOCPA) in 2002. Among the disclosure
reform is the commitment of Saudi Arabia to completely implement the International Financial Reporting Standards
(IFRS) by 2017, with the aims of enhancing high-quality reporting and transparency. Nevertheless, when it comes to
non-financial disclosure requirements, the country’s rules are still poor, particularly in light of some information
aspects like the corporate governance-related information as well as beneficial ownership (World Bank, 2009).

2.3 Ownership Structure in Saudi Arabia

Despite the fact that the market in Saudi Arabia is rife with issues like concentrated liquidity in the hands of a few,
influential shareholders, institutions or government, it is evident that it holds significant potential to achieve world
class status. The top unique feature of the Saudi economy is the expansive presence of family ownership when it
comes to business structures. This is evidenced by the fact that from 10 of the largest Saudi companies in terms of
turnover/sales, 5 are family-owned, with the inclusion of Kingdom Holding Company, which is owned by Prince
Al-Waleed bin Talal. In addition, the fourth and the ninth biggest company, which are Dallah Al-Baraka Group and
Olayan Financing Company are owned by Saleh Kamel and Olayan families respectively. Also, the government
owns a significant portion of the companies, but family-owned businesses accounts for 70% of the volume of extant
firms in Saudi Arabia (Alajlan, 2015). This necessitates developing and regulating the current system to attract the
injection of foreign investments in the country.

Most Saudi listed companies frequently have four shareholder groups, which are state, family, institutions and
blockholders. In this regard, owing to the importance of ownership structure and its close relationship with agency
issues, the Saudi regulations stipulate the disclosure of ownership that exceeds 5% as well as the board ownership.
Such disclosure is stipulated for the managers, directors, outsiders and other related associates. To promote
transparency in the companies’ contracts and to steer clear of insiders’ exploitation, the board has to provide a
detailed information of the interests linked to any board of director, the CEO, the Chief Financial Officer (CFO) and
the commercial transactions and the firm contracts (Albassam, 2014).

3. Theoretical Background and Literature Review
3.1 Theoretical Background

In this section, the theoretical framework is presented wherein the different sets of theories are explored to shed
insight into the corporate governance and ownership-liquidity relationship.

The agency theory provided that the efficiency of an ownership structure hinges on its coping ability with the
conflicts raised by the distinction between ownership and control (Naes, 2004). These conflicts concern a core
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variable namely, informational asymmetry. To this end, the governance practices have to provide and maintain
shareholders’ rights and ensure that information asymmetry is mitigated along with the agency conflict between
minority and controlling shareholders as this can significantly impact managers (La Porta et al., 2000).

With regards to and because of the agency conflict, managers may be urged to hide some pertinent information or
manipulate it. Such opportunistic and inefficient management activities are expected to lead to selective information
disclosure. This is availed on to hide inefficiencies or expropriation of wealth and this could mean more increased
information asymmetry (Prommin et al., 2014). Nevertheless, with firms characterized by robust governance,
managers are monitored more strictly through mechanisms and are therefore, not as able to hide information. Hence,
stronger governance is considered to lessen information asymmetry for the firm, and as such, it increases firm
transparency (Leuz et al., 2003). In theory, investors holding greater firm information are expected to be more
inclined to invest, indicating greater confidence in and demand for firms securities that are listed in their sectors and
this ultimately leads to increased shares liquidity (Silva et al., 2014).

Moving on to the market microstructure theory, it has challenged the basic notion of the efficiency theory that posits
hazard as the major determinant of asset price (Tissaoui & Ftiti, 2016). According to Andersen (1996), market
microstructure theory explains that asset returns are produced from novel information that arises from the market.
Hence, market microstructure theory posits that informational advantages may be obtained from the market liquidity
via higher trading costs, with a large proportion of shareholders exploiting information could leave other investor
interests unprotected. Such access to information negatively influences the adverse selection component of spread, a
wider bid-ask spread as well as a lower quoted depth (Yosra & Sioud, 2011).

This led the researchers to concentrate on two hypotheses, which are the adverse selection hypothesis and the
trading/free-float hypothesis. The former theorizes that informed shareholders who possess greater information over
their outside shareholders, could precipitate information asymmetry, and reduce market liquidity (Glosten &
Milgrom, 1985). On the other hand, the latter hypothesis posits that large stakes by blockholders minimizes the
available floating shares and hence, the oversight role of insiders’ blockholders would cost higher in light of market
liquidity. More specifically, with concentrated firm ownership, fewer trades are made and free float is limited,
thereby reducing liquidity (Demsetz, 1968; Prommin et al., 2016).

3.2 Literature Review

In this section we review the empirical evidence on the relationship between corporate governance and liquidity,
followed by evidence on the relationship between ownership structure and liquidity.

3.2.1 Corporate Governance and Stock Market Liquidity

Debates abound in literature concerning the effects of corporate governance on market liquidity. In good corporate
governance, financial transparency and information disclosure play a significant role, indicating that companies with
poor corporate governance are expected to incur greater agency costs and greater asymmetric information risk. Also,
providers of liquidity will extend the equity spreads of firms that reflect poor corporate governance, leading to the
reduction of market liquidity of equities through the use of price protection action (Chen et al., 2007).

In the context of Saudi Arabia, Alzahrani (2011) examined liquidity in the market with the help of 124 companies,
using high frequency intraday data for the years 2005-2008. The study aimed to provide sample evidence linked to
liquidity and information asymmetry. The findings showed a price impact asymmetry between buyer-initiated block
trades and seller-initiated block trades. More specifically, seller of block trades in the Saudi market incur higher
liquidity premium compared to buyers of block trades. The findings showed new evidence based on an order-driven
market, with low degree of institutional investor and high ownership concentration.

In a related study, Chung et al. (2012) analyzed the way corporate governance affects stock market liquidity
throughout countries having different shareholder protection rights. They employed an extensive survey data on 25
countries spanning years from 2003-2010. Their findings indicated that common law countries had firms with better
corporate governance structures and higher stock market liquidity, compared to their civil law counterparts. These
results show that legal and regulatory environments for shareholders’ protection at the country level, and better
corporate governance at the firm level complement each other as robust shareholder protection rights support the
efficiency of corporate governance in enhancing stock market liquidity.

More recently, Ali et al. (2016) conducted an analysis of a sample comprising 435 large capitalization Australian
firms for the years 2001 to 2008. They revealed that corporate governance positively related with stock liquidity.
Similarly, Chung et al. (2010) investigated the association between corporate governance and stock market liquidity
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employing a sample of U.S. stocks and found that firms having robust governance structure had more liquid markets
for their share compared to other firms.

Moreover, Silva et al. (2014) delved into the relationship between governance and stock liquidity in the capital
market of Brazil. They conducted an analysis using regression of panel data in two models; one with and the other
without differentiation in order to consider corporate governance levels (Level 1, Level 2, Novo Mercado) from the
years spanning from 2000-2007. Their findings showed an increase in liquidity in companies having enhanced
governance but only for Level 1 and Novo Mercado, when individually investigating segments. In the period
extending to 2009, including two years of the 2008 financial crisis, no benefits were reaped from governance on
stock liquidity. Their findings enabled a comparison between the influence of corporate governance on stock
liquidity before crisis and during crisis on the basis of the connections of governance levels and the crisis. Along a
similar line of study, Correia and Amaral (2014) determined the factors of market liquidity of shares traded on the
S& Paulo Stock Exchange for the years 1995-2010. They considered the influence of level of corporate governance,
listed on U.S. stock markets and distinct characteristics of the companies in light of dividend policy, accounting
profitability, financial structure as well as assets liquidity. They found that liquidity increases with governance,
financial slack and return on sales, and that less liquid stock pay more dividends.

Meanwhile, in the Italian stock exchange, Bar-Yosef and Prencipe (2013) investigated the influence of corporate
governance and earnings management on market liquidity. They focused on a setting that was known for having
highly concentrated non-institutional ownership. They initially reported that high non-institutional ownership leads
to higher bid-ask spreads and limits trading volumes, then they showed that trade volume had a tendency to be higher
and bid-ask spreads had a tendency to be lower for firms having superior corporate governance mechanisms like
board independence and CEO-chairman separation, when high concentration of non-institutional ownership was
present. Also in Italy, Elshandidy and Neri (2015) reported that strongly governed firms reflected risk information
voluntarily as opposed to mandatorily and this enhanced market liquidity in a considerable manner.

Meanwhile, in North American market, Chung et al. (2010) looked into the relationship between corporate
governance and liquidity based on the assumption that effective governance enhances financial and operational
transparency and maximizes shareholders’ ability to distinguish quality of management and true company value,
which could lead to increased shares liquidity. Accordingly, they developed a governance indicator that was based on
data obtained from the Institutional Shareholder Services. Their findings showed that companies characterized by
good governance and transparency in information disclosure had higher liquidity in the secondary markets, lower
information asymmetry and lower possibility for trading on inside information. They reached to the conclusion that
good governance results in increased shares liquidity and low equity cost.

In the context of France, Karmani et al. (2015) conducted an analysis of a French company data from the years 2007
to 2012. According to their results, effective and best practices of corporate governance may limit information
asymmetry and enhance the companies” market stock liquidity. Furthermore, their results hold up to a different set of
liquidity measures.

Moving on to Asian stock markets, Prommin et al. (2014) used a sample of the largest firms in Thailand from the
years 2006 to 2009 and found a significant relationship between governance and firms liquidity over time.
Specifically, with increased governance quality, liquidity was considerably enhanced. A rise in governance quality by
one standard deviation enhanced liquidity ratio by 26.19%. Moreover, in the Chinese stock market, Tang and Wang
(2011) investigated the cross-sectional relationship between corporate governance and firm liquidity and revealed
robust evidence that the corporate governance level positively associates to firm liquidity. In the context of India,
Prasanna and Menon (2012) conducted an empirical study and reported corporate governance positive impact on
stock liquidity, with better governed companies displaying higher liquidity. The authors also investigated the
association between ownership pattern and stock liquidity, and revealed that higher promoter holdings decreased
stock liquidity. The results are consistent with Welker’s (1995) arguments concerning ownership dispersion, and it
validates the notion that foreign institutional investors and their investments provide liquidity to emerging stock
markets, such as the case with India.

In Hong Kong, Shi et al. (2015) employed data obtained from the Hong Kong Stock Exchange to determine the
relationship between corporate governance (investor protection at legal and firm levels) and stock market liquidity.
They found a relationship between corporate governance issues (investor rights protection at both levels) and stock
market liquidity.

Goh et al. (2009) conducted an analysis to look into the relationship between bid-ask spread and governance, with
voluntary disclosure as the mediating variable. They reached to the conclusion that better governance in light of
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board of directors’ independence and participation of institutional investors in the ownership enhanced liquidity. This
relationship was found to be mediated by higher voluntary disclosure, higher analyst coverage, and lower adverse
selection. The authors noted that the latter was the primary reason for better governance-higher liquidity relationship.
Furthermore, the study of Ferreira and Laux (2007) indicated that better corporate governance and openness to
market for corporate control results in higher informative stock prices through the encouragement of collection of
and trading on private information.

As for the information asymmetry-liquidity relationship, Diamond (1985) revealed that increased information
disclosure mitigates information asymmetry between management and traders, and it reduces the trader’s motivation
for private information acquisition, which leads to lower heterogeneity among trader beliefs and minimal speculative
positions among informed traders. Consequently, it is posited that poor corporate governance prevents stock market
liquidity owing to the fact that poor governance reduces transparency in both financial and operational processes.
Further, the association between disclosure policy and its influence on market liquidity was elaborated by Welker
(1995), who related that disclosure policy impacts stock markets as uninformed investors’ price protect against
adverse selection and such price protection is reflected through market liquidity. His results showed that a
well-developed disclosure policy minimizes information asymmetry and maximizes liquidity in equity markets.

Lastly, Maug (1998) developed a theoretical model to examine the negative liquidity impact against the opposite
positive effect — in light of reducing the issue of free-riding of small shareholders. The model explained that the
positive effect dominates the negative one (more liquid market leads to effective corporate governance). This was
supported by Edmans et al. (2013) who revealed the positive effect of liquidity on corporate governance, with
liquidity encouraging large shareholders to put a stake on the firm.

3.2.2 Ownership Structure and Stock Market Liquidity

Ownership structure role on liquidity has been debated upon in literature for years. In essence, the theoretical basis
upon which ownership-liquidity association is built primarily on agency theory that explains the problem that arises
when the agent takes advantage of the control granted by the principal to act on the latter’s behalf. Information
asymmetry arises when large shareholders have access to privileged firm value information (Heflin & Shaw, 2000).
In this regard, the higher the information asymmetry, the greater the adverse selection cost incurred, which will lead
to a larger bid-ask spread. Because of the presence of two types of costs (adverse selection costs and transaction
costs), the relationship between ownership structure and liquidity is quite complex in studies. This is compounded by
the various types of informed investors, such as managers, majority shareholders and institutional investors (Ajina &
Lakhal, 2010).

On the basis of past literature, Bhide (1993) contended that the presence of blockholders mitigates market liquidity
because market makers as well as investors have a tendency to perceive a higher risk of information asymmetry. For
instance, Arjoon et al. (2016) investigated companies that listed in Trinidad and Tobago Stock Exchange and
revealed that greater institutional coverage was not related with greater liquidity, indicating that institutional owners
have information advantages over stock owners. In the Thailand case, Prommin et al.’s (2016) current study showed
that firms characterized by concentrated ownership display significant lower stock liquidity. This is because
shareholders are expected to hold private information, which leads to information asymmetry and higher adverse
selection cost. Consequently, higher ownership concentration is related with lower liquidity.

In the U.S. markets, mixed evidence has been reported concerning the hypothesis that reduced liquidity is a result for
the information asymmetries among owners of the company. Chiang and Venkatesh (1988) used a sample of 75
NYSE stocks for 251 trading days from January-December 1973 to examine the way market perceives corporate
insiders and institutional holdings via their impacts on the spread. They found insider holdings to positively relate to
the dealer’s information costs, while controlling for other holding costs and size of the firm. They also found
institutional holdings not to have any impact on the spread. Contrastingly, in Rubin’s (2007) study, he examined the
relationship between firm’s stock liquidity and ownership structure — with a focus on how the firm’s stock is owned
by insiders and institutions, and the level of ownership concentration. His findings revealed that the relationship
between liquidity and ownership is largely directed by institutional ownership as opposed to insider ownership. More
specifically, his findings revealed liquidity to positively relate to total institutional holdings but negatively so to
institutional blockholdings. This result is supported by the hypothesis that while the institutional ownership level
proxies for trading activity, the ownership concentration proxies for adverse selection.

More from the U.S. market context, Glosten and Harris (1988) reported an insignificant association between spreads
and insider holdings using a sample of 250 NY'SE stocks for the years 1981 to 1983. Additionally, Sarin et al. (1996)
used a sample of 786 listed U.S. stock for the years April-December 1985 and found that greater insider and
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institutional ownership are both related with wider spreads and smaller quoted depth. Meanwhile, Heflin and Shaw
(2000) used a sample of 260 listed U.S. stocks in their study and found that firms having greater blockholder
ownership also displayed larger quoted and effective spreads, a larger adverse selection spread, and smaller quoted
depths. Moreover, in Canada, Attig et al. (2006) used a sample of publicly-traded firms and reported a difference
between ultimate control and ownership that contributes to the widening of the bid-ask spread.

In the same caliber of studies, Iskandrani (2016) examined a sample of 131 companies in the Amman Stock
Exchange and revealed that information asymmetry (measured by analysts’ coverage) is a key determinant of market
liquidity. He specifically showed that market liquidity is less when firms had larger analyst’s coverage and high level
of ownership concentration.

Similarly, Yosra and Sioud (2011) investigated two empirical associations namely, the ownership concentration-stock
liquidity association, and the ownership separation-control/market liquidity association. They empirically found that
the structure of ownership was still concentrated in most Tunisian companies and that stock liquidity lessens with
concentrated ownership. Owners make use of various devices to gain control and therefore, a considerable separation
of ownership from control influences liquidity in various ways. These results show that pyramidal structures
significantly and negatively affect liquidity for controlled firms — in contrast, for family-owned firms, non-voting
shares heighten liquidity for minority shareholders through the reduction of informed trading probability.

Moreover, in Ding et al.’s (2013) study of the Chinese stock markets, they investigated the effect of foreign
institutional investors on liquidity. They initially found that foreign institutional investors’ market participation
promoted liquidity for two types of enterprises (state owned and non-state-owned). They also found that foreign
institutions effect liquidity via informational frictions channel rather than real frictions channel. Also, in China, Chu
et al. (2015) used a sample from Chinese listed firms for the years 2005 to 2009 and confirmed that
control-ownership divergence negatively affected market liquidity. This finding is aligned with those reported by
Attig et al. (2006) in the case of Canada. They also found control-ownership divergence negative influence on
market liquidity is higher in firms having serious agency issues and information asymmetry.

In the context of Indonesia, Rhee and Wang (2009) noted that foreign institutions held approximately 70% of the
free-float value of the Indonesian equity market from January 2002 to August 2007, or in effect 41% of the whole
market capitalization. Throughout the same period, the Jakarta Stock Exchange liquidity showed substantial
improvement with more than halving of the bid-ask spread, and doubling of the average depth.

Meanwhile, shareholder concentration was reported to have a negative effect on liquidity of the French market by
Ajina and Lakhal (2010). Evidently, the controlling shareholder (informed investor), may lessen the information
volume on the market and this would lead to high adverse selection costs. They found that large shareholder presence
leads to minimal transactions as the private information lies in the hands of few shareholders. Therefore, the cost of
private information acquisition increases, and in turn, stock market liquidity decreases. Also, among their findings,
institutional investor ownership positively and significantly affected liquidity, and the bid-ask spreads showed
shrinkage owing to high frequencies of transactions by the investors that enhances the market liquidity.

In the same context, Ajina et al. (2015) indicated that institutional share-ownership appeared to mitigate bid-ask
spreads and enhance stock liquidity. Owing to the diverse portfolios of institutional investors, they trade frequently.
This is expected to minimize trading costs and enhance stock liquidity. In other words, in this context, institutional
investor ownership is a positive sign by the market that leads to increased mutual trust among investors and
enhanced liquidity. Their findings indicated no significant effect of bank and insurance ownership on stock liquidity
because with passive investors, no advantage can be obtained from a high rotation of portfolio. Nevertheless, the
authors found a positive relationship between pension fund ownership and stock-market liquidity, emphasizing the
role of institutional investor in clarifying the liquidity level in the French market.

With regards to the existence of significant blockholders, effective corporate governance mechanisms, particularly
board independence may rise to the fore in importance with the increase of perceived risk of information asymmetry
as evidenced by Bar-Yosef and Prencipe (2013). With high ownership concentration, owners are able to influence
corporate decisions and policies or appoint CEO or board members — lessening the effect of corporate governance
mechanisms (Prencipe et al., 2011).

Lastly, proponents of corporate governance advocate that ownership dispersion is required as this would provide
liquidity in the market. They stated that ownership concentration leads to limited information that can be accessed by
capital markets investors and thus investors deem such firms as high-risks (Prasanna & Menon, 2012). In other
words, retail investors refrain from providing funds to firms and this will result in illiquid stock markets. Becht (1999)
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countered with the argument that ownership dispersion leads to the de-motivation of individual investors to make use
of effective management controls, which in turn, have a negative impact on the liquidity of stocks.

4. Proposed Research Framework

On the basis of the thorough review of literature, the effects of corporate governance and ownership structure on
stock market liquidity is still mixed and inconsistent. This inconsistency can be resolved through the development of
a comprehensive framework that could clarify the mechanisms via which the influence of corporate governance
could heighten in effectiveness. The framework acts as a guide for empirical studies desiring to examine the
determinants of liquidity in the stock market.
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Figure 1. The impact of corporate governance mechanisms on stock market liquidity
5. Conclusion and Recommendations for Future Research Directions

Liquidity forms the center element of the development of stock market, as a liquid market is one which is capable of
providing allocational efficiency and of facilitating economic growth. For the realization of efficient markets,
liquidity is required so that investors are able to trade any amount of security without having to worry about price.
However, market imperfections exist that may have certain implications for liquidity. In this paper, the authors
attempted to extend literature concerning corporate governance effect on market microstructure devices. It
specifically conducts a review of the effect of corporate governance and ownership structure on market liquidity,
with particular focus on Saudi institutional context. Saudi firms are characterized by concentrated ownership, with
ownership of firms confined in the hands of only a few families and individuals.

Based on literature, effective corporate governance and well-diffused ownership structure improves market liquidity.
The findings indicated by studies in different contexts were varied considering the differences of the countries’
institutional settings with regards to corporate governance codes and ownership structure. The thorough review of
studies indicated that based on agency theory, principals and agents have divergent interests and in the corporate
realm, governance mechanisms have been proposed to minimize the possibility that agents will expropriate wealth of
principals. Several studies showed that regularly using effective corporate governance practices is related with
several benefits to companies, with higher stock liquidity among them.

The proposed research model of our study offers a comprehensive theoretical framework that could be used as
reference for empirical examination. The framework was developed and proposed to tackle mixed results concerning
the effect of corporate governance mechanisms on stock market liquidity and to shed light on the reason behind the
mechanisms failure to generate the expected outcome. Generally speaking, the framework may be used to guide
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future empirical studies to provide greater insight into the effect of corporate governance mechanisms on the stock
market liquidity.

Moreover, this paper may have implications for market players in their understanding of the effect of trading
practices on stock prices, and for stock exchange authorities in their adoption of effective regulatory policies, and
choice of efficient trading systems to mitigate information asymmetry. It also has implications to managers who are
desirous of enhancing their shares’ market liquidity and accordingly, for their application of effective corporate
governance mechanisms.

This study has some recommendations for future research as several questions remain unresolved regarding the
effects of corporate governance mechanisms upon market liquidity. Despite the presence of corporate governance in
firms, the legal enforcement of statutes for individual protection and stock market liquidity have been acknowledged
as components of an efficient market mechanism and the relationship between them have yet to be explored. Future
studies would likely obtain more knowledge by exploring them. Moreover, consensus on informed group of investors
has yet to be reached in literature — with most studies focused on three investor groups holding superior information
namely, institutional investors, blockholders and managers. Therefore, future studies dedicated to market liquidity
and ownership should distinguish between the groups owing to their overlapping aspects in extant studies.

Of similar importance, majority of prior studies have concentrated on a single liquidity proxy — but Amihud (2002)
related that liquidity is variable that has multiple dimensions and that all the dimensions cannot be encapsulated by
using one metric. Therefore, future studies should make use of other liquidity proxies. On a final note, future
research may opt to conduct a comprehensive analysis to indicate the way the corporate governance
mechanisms-stock liquidity relationship is affected by distinct institutional characteristics in the context of emerging
markets, like Saudi Arabia, that is different from those found in the developed markets.
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