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Capital Structure, Ownership Nature of Ultimate Controller and Stock Liquidity
LI Chang-ging', LIU Yu-zhong', LI Mao-liang®
(1. School of Management, Xiamen University, Xiamen, Fujian, 361005, China;

2. Institute for Financial & Accounting Studies, Xiamen University, Xiamen, Fujian, 361005, China)

Abstract;In recent years, the research between corporate finance and market microstructure theory is becom-
ing more and more popular. Stock liquidity is a core research issue of market microstructure. There are many pa-
pers about the impact of stock liquidity on company’s financial policy have been issued. By contrast, the papers a-
bout the impact of company’s financial policy on stock liquidity is still very scarce. Meanwhile, capital structure is
one of the most classical research topics in the financial field over the half a century. The aim of this paper is to
combine institutional background in China and investigates the impact of capital structure which is the importance of
corporate finance on the liquidity which is the importance of market microstructure research from the perspective of
corporate financial policy. We try to understand the role of corporate capital structure on stock liquidity and in order
to fill the blank of the current study.

Different from current mainstream capital structure research and under the background of liquidity shortage a-
mong the A-share market in China, this paper investigates the relationship between capital structure and stock lig-
uidity from a original perspective. We find that the relationship between capital structure and illiquidity present a
U-shaped curve. Due to financing discrimination because of different property, compared to the non-state enterpri-
ses, capital structure of state-owned enterprises( SOEs) have a weaker influences on illiquidity. Furthermore, com-
pared to the long-term liabilities, current liabilities has played a major role in the inverted u-shaped relationship. In
addition, not because of the different nature of property rights, there are the same between long-term liabilities and
current liabilities. In the end, We replace the liquidity indicator, build a subsample, adjust the standard error of
estimated coefficients from two dimensional, lag the financial data for one year to test the robustness of research
conclusion from this paper. At the same time, We check the endogenous problem by instrumental variable method,
the results is still robust.

The contribution of the paper is three respects as follow: (1)we first discusses the impact of capital structure
of Chinese listed companies on stock liquidity, and provides a new perspective for the market investor to know the
listed company capital structure; (2)we further expand the research of Lesmond et al. (2008) and empirical anal-
ysis the inverted U-shaped relationship between the capital structure and stock illiquidity; (3 ) our research
strengthen the comprehension among characteristics of Chinese corporation property rights and debt structure. we
argue that management should weigh tax benefits they derive from heavier debt loads against the costs associated
with having less liquid stock. Meanwhile, when management really have good news, they can further improve the
level of debt in order to improve the stock liquidity.

In general this paper makes up for the blank in the academic circles of China and enrich the literature about
the research on company’s financial and market microstructure. On the theoretical level, this paper help to under-
stand the company’s financial and market microstructure studies and help to deepen understanding the factors which
influencing the liquidity. On the practical level, this paper help to understand the importance of liquidity and help
the company to take appropriate capital structure adjustment in order to improve the company’s stock liquidity. This
paper also provides theoretical support when the company’s management in the face of systemic risk, stock market
fluctuation and so on.

Key Words: capital structure; stock liquidity; ownership nature of ultimate controller; information asymme-
try; financing discrimination
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