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Abstract

With a sample of stocks listed on the Taiwan stock exchange (TWSE), this paper examines whether
a firm’s disclosure practices influence its institutional ownership and inclusion of ETFs and, hence,
its commonality in liquidity. Using the grade of Taiwan SFI's Information Disclosure and Transpa-
rency Rankings System (IDtrs) as a proxy for corporate disclosure practices, my findings robustly
indicate that TWSE-listed stocks with good (bad) corporate disclosure practices exhibit high (low)
commonality in liquidity. I further show that this positive disclosure-commonality relation can be
partly attributed to institutional investing and index trading. Overall, consistent with a demand-
side explanation of commonality in liquidity, I conclude that stocks with good (bad) disclosure
practices would have a high (low) likelihood of institutionalization and indexation, which should
imply a high (low) commonality in their liquidity.
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1. Introduction

As proposed first by Chordia et al. [1], individual stock liquidity co-moves with market- and industry-wide li-
quidity. The existence of liquidity commonality is now widely accepted (e.g., Karolyi et al. [2]) and motivates
the development of asset pricing model (e.g., Acharya and Pedersen [3], Kamara et al. [4], and Korajczyk and
Sadka [5]). Current literature focuses on the fundamental determinants of liquidity commonality. Building upon
the demand-side hypothesis that institutional investing and index-related basket trading increase co-movement
in stock liquidity (Kamara et al. [4], Koch et al. [6], Corwin and Lipson [7], and Karolyi et al. [2]), this paper
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contributes to the literature by studying whether a firm’s disclosure practices influence its institutional owner-
ship and inclusion of ETFs and, hence, its commonality in liquidity.

There are several interesting and important reasons to use the Taiwan stock market as a sample to investigate
the impact of corporate disclosure practices on liquidity commonality. First, since 2003, Taiwan’s Securities and
Futures Institute (SFI) introduce the Information Disclosure and Transparency Rankings System (IDtrs) to eva-
luate the level of corporate transparency. By placing a great focus on the IDtrs, TWSE-listed companies could
improve disclosure practices and enable investors to better protect their interests. As a result, it is expected that
higher (lower) IDtrs rank stocks would attract more (fewer) institutional investors, who are usually required to
satisfy the prudent man rule (Kamara et al. [4]). Bushee and Noe [8] also suggest that, to reduce monitoring
costs, institutional investors prefer firms with better disclosure rankings.

Second, the first tradable index for the Taiwan stock market, the FTSE TWSE Taiwan 50 Index (henceforth
TWS50 index), select the top 50 stocks by market capitalization, free float, and liquidity. Given the fact that
higher (lower) IDtrs rank stocks tend to exhibit greater (smaller) corporate transparency, which should imply a
high liquidity (Healy et al. [9]), it is expected that stocks with higher (lower) IDtrs rank are more (less) likely to
be included in ETFs such as TW50 index.

Third, prior literature has documented significant co-movement in liquidity among stocks listed on the Tai-
wan stock market (e.g., Lee et al. [10], Brockman et al. [11], and Karolyi et al. [2]). However, there is little evi-
dence of the determinants of liquidity commonality in this market. My findings, therefore, contribute to liquidity
commonality literature by filling this gap.

As suggested by prior literature, the trading behavior of institutional investors and index-related basket trad-
ing play a key role in explaining commonality in liquidity (e.g., Kamara et al. [4], Koch et al. [6], Corwin and
Lipson [7], and Karolyi et al. [2]). For example, Kamara et al. [4] suggest that the divergence of liquidity com-
monality in the cross-section of U.S. stocks can be attributed to the substantial increase in institutional investing
and index trading. Focusing on correlated trading of mutual funds, Koch et al. [6] find that the liquidity of
stocks with high mutual fund ownership experiences strong commonality.

Motivated by the suggestion above, | hypothesize that corporate disclosure practices would be positively re-
lated to institutionalization and indexation, which drive a correlated increase in the demand for liquidity and
hence a high commonality in liquidity. My hypothesis therefore predicts that good (bad) corporate disclosure
practices would be related to high (low) commonality in liquidity.

With a sample of common stocks listed on the Taiwan Stock Exchange (TWSE) during 2005-2012, | show
that, in the cross-section of TWSE-listed stocks, the sensitivity of individual stock liquidity to market liquidity
shocks increases with corporate disclosure practices. That is, TWSE-listed stocks with good (bad) disclosure
practices exhibit high (low) commonality in liquidity. The discovery of this positive disclosure-commonality re-
lation is important as it implies a possible demand-side explanation (i.e. institutional investing and index/basket
trading) for liquidity commonality.

To confirm this possibility, | further examine the institutional ownership and the inclusion of TW50 index
across portfolios grouped by disclosure practices. My univariate results indicate that the average institutional
ownership and fraction of TW50 index inclusion monotonically increase with corporate disclosure practices,
suggesting stocks with good (bad) disclosure practices tend to be held more (less) by TWSE three major institu-
tional investors and be included in the TW50 index.

Given the fact that institutional holding/investing and index trading are more concentrated in stocks with good
disclosure practices stocks than in stocks with bad disclosure practices, | also examine the impacts of institu-
tional ownership and TW50 index inclusion on liquidity commonality across portfolios grouped by disclosure
practices. My regression results show that the positive impacts of institutional ownership and TW50 index in-
clusion on liquidity commonality are stronger among stocks with good disclosure practices, which tend to be
those stocks most favored by TWSE institutional investors or included in the ETFs of TW50 index. In contrast, |
find that the institutional ownership and TW50 index inclusion have no significant effects on liquidity commo-
nality among stocks with bad disclosure practices, which is not surprising because this type of stocks are less
likely to be the constitutes of TW50 index and to be traded/held by TWSE institutional investors.

The overall conclusion of this paper is that, in a sample of the Taiwan stock market, stocks with good (bad)
disclosure practices will exhibit a high (low) likelihood of institutionalization and indexation and thus a high
(low) commonality in their liquidity, which is consistent with the demand-side explanation of commonality in

liquidity.
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The rest of the paper is organized as follows. Section 2 contains a data description and a measure of liquidity
commonality. Section 3 presents the association between commonality in liquidity and corporate disclosure
practices, using a univariate analysis and a regression analysis. Section 4 tests the role of institutionalization and
indexation in explaining why stocks with good (bad) disclosure practices have high (low) liquidity commonality.
Section 5 concludes the paper.

2. Data Description
2.1. Sample Selection

The primary data source for my sample of stocks listed on the Taiwan stock market is the Taiwan Economic
Journal (TEJ) over the period 2005-2012. To measure the firm-year commonality in liquidity, | collect the daily
stock return, daily dollar trading volume, and daily market capitalization from the TEJ. To measure corporate
disclosure practices for individual stocks, | download firm-year grade of Information Disclosure and Transpa-
rency Rankings System (IDtrs) from Taiwan’s Securities and Futures Institute (SFI). Since my focus is the im-
plication of corporate disclosure practices for institutionalization and indexation, | require institutional owner-
ship data and constitutes of the FTSE TWSE Taiwan 50 Index. After deleting stocks with missing data, my final
sample comprises a total of about 5,200 firm-year observations.

2.2. Measuring Commonality in Liquidity

Following Chordia et al. [1] and Kamara et al. [4], | define commonality in liquidity as the sensitivity of indi-
vidual stock liquidity to market liquidity shocks. In particular, | run the following time-series regression for each
stock i for each year t:

dILLIQ, 4, = e, + BLAILLIQur g + & 4. 1)

where ﬂifl is my first proxy for commonality in liquidity for stock i in year t, which measures the sensitivity of
changes in stock i’s liquidity to changes in market liquidity. Stock i is dropped from the market portfolio when
estimating its ﬂl dILLIQ,,, is stock i’s daily change in Amihud’s [12] illiquidity measure on day d of year t.
dILLIQyr 4 is daily change in value-weighted market illiquidity measure on day d of year t.

As suggested by Hameed et al. [13], the R? statistics of the regression model in Equation (1) also can be used
to measure commonality in liquidity. | therefore store the R statistics estimated from Equation (1) as my second
proxy of commonality in liquidity (denoted as RSQ ).

As robustness, | follow Chordia et al. [1] to generate another beta-based measure of commonality in liquidity
by controlling for any lagged adjustment in commonality, the volatility in individual stock returns, and the effect
of daily market return. Particularly, I run the following time-series regression for each stock i for each year t:

dILLIQ 4 = & + BRAILLIQur g + B ™ AILLIQur .1
+,8Iaggedd|LL|QMKT,d—1,t +7:,dRVOL, 4 + 6, RET 7 4 @

leading lagged
0, RETer qin 7O RETyr aoae T &

where g7 is my third proxy for commonality in liquidity for stock i in year t, which measures the sensitivity of
changes in stock i’s liquidity to changes in market liquidity by controlling for any lagged adjustment in com-
monality, the volatility in individual stock returns, and daily market return. dILLIQ,r 4,1, and dILLIQr 4 1,
are daily change in value-weighted market illiquidity on day d + 1 and d — 1 of year t, respectively, which are
incorporated to capture any lagged adjustment in commonality. dRVOL,,, is the daily change in stock i’s
squared stock return on day d of year t, which is used to measure the change in return volatility. RET, 4.
RETyr asc» aNd RETq 4.4, are daily market returns (proxied by the return of the Taiwan Stock Exchange
Welghted Index (TAIEX)) onday d, d + 1, and d — 1 of year t, respectively.

2.3. Descriptive Statistics

Table 1 summarizes descriptive statistics on the main variables used in this paper. For the TWSE-listed stocks
during 2005-2012, the average sensitivity of changes in individual stock liquidity to market liquidity shock ( £*)
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Table 1. Descriptive Statistics. This table summarizes descriptive statistics on the main variables for the Taiwan Stock Ex-
change (TWSE) listed common stocks during 2005-2012. Commonality in liquidity is proxied by three measures: £, £ and
RSQ, which areestimated from Equation (1) and (2). CDP is the score of corporate disclosure practices. Taiwan SFI’s Infor-
mation Disclosure and Transparency Rankings System (IDtrs) ranks TWSE-listed stocks as Grade A++, A+, A, A-, B, C,
and C-. | define CDP as 5 if stocks are ranked as A++ or A+; 4 if stocks are ranked as A or A-; 3 if stocks are ranked as B; 2
if stocks are ranked as C; and 1 if stocks are ranked as C-. 10 is total ownership by TWSE three major institutional investors
(QFIIs, mutual funds, and securities dealers). TW50 is an indicator variable if stocks are the constituents of the FTSE TWSE
Taiwan 50 Index. MV is the year-end market value. TURN is the time aggregate of daily share turnover over the year. ILLIQ
is the average of Amihud’s [12] daily return-to-volume illiquidity measures over the year. Firm-year observations (N)
change due to data unavailability. Data on CDP is collected from Taiwan’s SFI and other variables are collected from the
TEJ.

N Mean Median STD
A. Commonality in Liquidity

I's 5,508 0.615 0.624 0.371

Vs 5,508 0.316 0.323 0.306

RSQ 5,508 0.057 0.040 0.058

B. Corporate Disclosure Practices
CDP 5,224 3.179 3.000 0.833
C. Institutionalization and Indexation

1 (%) 5,460 14.458 8.645 15.937

TW50 5,508 0.066 0.000 0.249

D. Control Variables

MV (in NT$ billions) 5,294 27.143 5.313 104.156
TURN (%) 5,294 193.793 136.413 182.884

ILLIQ 5,357 3.045 0.091 26.483

is 0.615. After controlling for any lagged adjustment in commonality, the volatility in individual stock returns,
and the market return, the average sensitivity ( %) declines to 0.316. When | set corporate disclosure practices
(CDP) as 5 if stocks’ IDtrs are ranked as A++ or A+; 4 if stocks’ IDtrs are ranked as A or A-; 3 if stocks’ IDtrs
are ranked as B; 2 if stocks’ IDtrs are ranked as C; and 1 if stocks’ IDtrs are ranked as C-, | find that the average
of CDPis 3.179, suggesting that on average, TWSE-listed companies have relatively good disclosure practices.
Also, the average ownership held by TWSE three major institutional investors is about 14.46%.

3. Commonality in Liquidity and Corporate Disclosure Practices
3.1. Univariate Analysis

To examine the association between commonality in liquidity and corporate disclosure practices, | start with my
univariate analysis. Table 2 presents the average degree of liquidity commonality for portfolios grouped by
corporate disclosure practices (CDP) at the end of previous year. As shown in Panel A of Table 2, for the whole
sample, TWSE-listed stocks with good (bad) disclosure practices tend to have high (low) commonality in liquid-
ity. This finding is robust to each proxy of commonality in liquidity. For example, good (bad) disclosure prac-
tices stocks have a positive average £ of 0.511 (0.236), which leads to a statistically significant difference in
average of 0.275 at the 1% level.

To see the patterns of positive CDP-commonality relation more clearly, | plot the average commonality in li-
quidity for each of CDP portfolios. As shown in Figure 1, commonality in liquidity increases monotonically
with the quality of a firm’s disclosure practices, suggesting that good-CDP(bad-CDP) stocks have more (less)
sensitive to market-wide liquidity variations.

To ensure that the effect of corporate disclosure practices (CDP) is not driven by firm size, | examine the
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Table 2. Average of Liquidity Commonality across CDP Groups. This table reports the average degree of liquidity commo-
nality for portfolios grouped by corporate disclosure practices (CDP) at the end of previous year. The sample consists of the
Taiwan Stock Exchange (TWSE) listed common stocks during 2005-2012. Panel A (B) reports the results for the whole
sample (two firm-size sorted subsamples). In panel B, stocks are first grouped into two portfolios based on their firm size
(MV) at the end of previous year. Within each of MV portfolios, | then group stocks into 5 portfolios (denoted as HIGH, Q4,
Q3, Q2, and LOW) based on their corporate disclosure practices (CDP) at the end of previous year. Commonality in Liquid-
ity is proxied by three measures: 4%, £, and RSQ, which are estimated from Equation (1) and (2). Differences in average be-
tween HIGH and LOW are assessed using a t-test and their corresponding t-statistics are reported in parentheses. ™, ™, and *
separately represent 1%, 5%, and 10% significance levels. Data on CDP is collected from Taiwan’s SFI and other variables
are collected from the TEJ.

Panel A: Results for the Whole Sample

HIGH: A++ or A+ Q4: AorA- Q3:B Q2:C LOW: C- H-L
(N = 140) (N =1,343) (N =2,193) (N = 657) (N=171)

s 0.843 0.714 0.641 0.545 0.476 0.367
(8.53)™

s 0.511 0.377 0.322 0.264 0.236 0.275
(8.33)™

RSQ 0.104 0.074 0.060 0.047 0.038 0.066
(8.43)™

Panel B: Results for the MV Subsamples

HIGH: A++ or A+ Q4: Aor A- Q3:B Q2:C LOW: C- H-L
Large Firm:
B 0.888 0.811 0.745 0.666 0.652 0.236
(3.58)™
Vs 0.548 0.437 0.382 0.309 0.339 0.209
(3.70)™
RSQ 0.113 0.091 0.076 0.062 0.062 0.051
(3.92)™
Small Firm:
I's 0.604 0.541 0.562 0.488 0.352 0.252
(2.86)™
B 0.311 0.274 0.279 0.246 0.200 0.111
(1.69)"
RSQ 0.055 0.045 0.047 0.040 0.033 0.022
217"

average commonality in liquidity for CDP portfolios, controlling for firm size. In particular, | first sort stocks
into two portfolios (denoted as Large and Small) based on their firm size (MV) at the end of previous year.
Within each of MV portfolios, | then group stocks into 5 portfolios (denoted as HIGH, Q4, Q3, Q2, and LOW)
based on their CDP at the end of previous year. As a result, the average liquidity commonality across 10 (2 x 5)
MV-CDP portfolios are calculated. Panel B of Table 2 reports the results and shows that within similar-size bins,
stocks with better disclosure practices experience significantly higher commonality in liquidity across all three
commonality proxies. Evidently, this finding confirms that the positive impact of corporate disclosure practices
on liquidity commonality is not driven by firm size effect.
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Figure 1. Average of liquidity commonality across CDP Groups.

3.2. Regression Analyses

In this subsection, | test the relation between corporate disclosure practices and liquidity commonality using a
multivariate regression analysis. Following Kamara et al. [4], the regression equation is given as follows:

Commonality, = 4, + 4CDP,_, + ,MV, , + ,TURN, , + 4, ILLIQ, , + ¢, +U;, 3)

where Commonality,, is stock i’s liquidity commonality measures in year t: 5, A7, and RSQ,,, which are
estimated from Equation (1) and (2). CDPR,, is stock i’s score of corporate disclosure practices in year t — 1.
Taiwan SFI’s Information Disclosure and Transparency Rankings System (IDtrs) ranks TWSE-listed stocks as
Grade A++, A+, A, A-, B, C, and C-. | define CDP as 5 if stocks are ranked as A++ or A+; 4 if stocks are
ranked as A or A-; 3 if stocks are ranked as B; 2 if stocks are ranked as C; and 1 if stocks are ranked as C-. As
robustness, HCDP, , is also used as a main independent variable, where HCDP,_, is an indicator variable
which equals to 1 if stocks are ranked as Grade A++, A+, A or A-, and 0 otherwise. MV, , is stock i’s market
value at the end of year t — 1. TURN,, is the stock i’s annualized share turnover in year t — 1. ILLIQ,, is
stock i’s average of Amihud’s [12] daily return-to-volume illiquidity measures in year t — 1. ¢, are year dum-
mies.

Table 3 reports the results of estimating regression (3). In the first two columns, | show the impact of my two
primary measures of disclosure practices (CDPR,_, and HCDP,_,) on the liquidity commonality (proxied by
/5'5, ). | find that corporate disclosure practices is significantly and positively associated with liquidity commo-
nality, after controlling for firm size (MV, ), turnover (TURN;_, ), and liquidity ( ILLIQ,,,) that could affect
commonality. The coefficienton CDPR,_, (HCDP, ) is 0.0571 (0.0732) with a significance at 1% level. When
I use ﬁft as a dependent variables in model (2a) and (2b); and use RSQ,, as a dependent variables in model
(3a) and (3b), the coefficientson CDR,_, and HCDP, _, is consistently positive and significant.

Consistent with the univariate results in Table 2, the overall results in Table 3 suggest again that TWSE-
stocks with good (bad) corporate disclosure practices have more (less) sensitive to market-wide liquidity varia-
tions, after controlling for potential determinants of commonality such as firm size, turnover, and liquidity.

4. Why Do Stocks with Good (Bad) Disclosure Practices Have High (Low) Liquidity
Commonality?

So far, my findings robustly suggest that stocks with good (bad) corporate disclosure practices have high (low)
commonality in liquidity. Motivated the view that indexation and institutionalization could have different effects
on the behavior of good disclosure practices stocks than on the behavior of bad disclosure practices stocks, this
section is devoted to understanding why corporate disclosure practices is positively associated with commonali-
ty in liquidity.

If the positive disclosure-commonality relation can be attributed to the indexation and institutionalization, it
should be seen that stocks with good (bad) disclosure practices are held more (less) by institutional investors and
are more (less) possibly to be included in the ETFs of TW50 index. | begin my analysis of this possibility by
comparing the institutional ownership and the TW50 index inclusion of good disclosure practices stocks with
those of bad disclosure practices stocks.

Table 4 reports the average institutional ownerships ratio (10) and fraction of the constituents of the FTSE
TWSE Taiwan 50 Index (TW50) across CDP portfolios. The evidence in Table 4 indicates that relative to bad
disclosure practices stocks, good disclosure practices stocks exhibit higher institutional ownerships ratio (10)
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Table 3. Regression Analysis of CDP in Explaining Commonality in Liquidity. This table reports regressions results of CDP
in explaining liquidity commonality in the cross section for the Taiwan Stock Exchange (TWSE) listed common stocks dur-
ing 2005-2012. Following Kamara et al. [4], the regression equation is given as Equation (3).

Dep. Variable = £, Dep. Variable= f3? Dep. Variable = RSQ,
(1a) (1b) (23) (2b) (3a) (3b)
CDP,, 0.0571 0.0364 0.0093
(9.11)a (6.78)a (9.51)a
HCDP, 0.0732 0.0464 0.0129
(6.90)a (5.12)a (7.77)a
MV, 0.0009 0.0009 0.0008 0.0008 0.0002 0.0002
(18.87)a (19.49)a (18.46)a (18.96)a (26.87)a (27.44)a
TURN, 0.0325 0.0332 0.0091 0.0096 0.0034 0.0035
(12.01)a (12.23)a (3.95)a (4.14)a (7.94)a (8.21)a
ILLIQ,,, —0.0023 —0.0026 —0.0009 —0.0011 —0.0001 —0.0002
(-6.27)a (-6.99)a (-2.89)a (-3.43)a (~2.06)b (-2.79)a
N 4,313 4,313 4,313 4,313 4,313 4,313
R? 19.02% 18.36% 12.85% 12.45% 30.81% 30.33%

Table 4. Average of 10 and TW50 across CDP Groups. This table reports the average institutional ownerships (10) and frac-
tion of the constituents of the FTSE TWSE Taiwan 50 Index (TW50) for portfolios grouped by corporate disclosure practices
(CDP) at the end of previous year. The sample consists of TWSE listed common stocks during 2005-2012. Taiwan SFI’s In-
formation Disclosure and Transparency Rankings System (IDtrs) ranks TWSE-listed stocks as Grade A++, A+, A, A-, B, C,
and C-. | define that HIGH contains stocks with grade A++ or A+; Q4 contains stocks with grade A or A-; Q3contains stocks
with grade B; Q2contains stocks with grade C; and LOW contains stocks with grade C-. 10 is total ownership by TWSE
three major institutional investors (QFIIs, mutual funds, and securities dealers). TW50 is an indicator variable if stocks are
the constituents of the FTSE TWSE Taiwan 50 Index. Differences in 10 and TW50 between HIGH and LOW are assessed
using a t-test and their corresponding t-statistics are reported in parentheses. ~ represents 1% significance levels. Data on
CDP is collected from Taiwan’s SFI and other variables are collected from the TEJ.

HIGH: A++ or A+ Q4: Aor A- Q3:B Q2:C LOW: C- H-L
10(%) 31.368 19.103 12.859 10.254 9.461 21.907
(11.32)™
TW50 0.400 0.134 0.030 0.012 0.006 0.394
(9.90)™

and tend to be included in TW50 ETFs. A t-test rejects the equality of average 10 and TW50 for the good and
bad disclosure practices stocks (the difference in average 10 (TW50) between good and bad disclosure practices
stocks is 21.907% (0.394) with a t-statistic of 11.32 (9.90)). | also plot the average 10 and TW50 across CDP
portfolios in Figure 2. From Figure 2, it is more clearly to see that institutional ownerships (10) and fraction of
TW50 monotonically increase with corporate disclosure practices.

Given the fact that institutional investing and index trading are more concentrated in good disclosure practices
stocks than in bad disclosure practices stocks, it is expected that the positive impacts of institutional ownership
and TW50 index inclusion on commonality in liquidity are stronger (weaker) among stocks with good (bad) dis-
closure practices.

To provide further evidence on this issue, | estimate regressions of 10 and TW50 in explaining liquidity

commonality across CDP groups:
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Figure 2. Average of 10 and TW50 across CDP Groups.

ﬁii =1 + 10,4 +7,TWS0;  ; +17,MV, ; +7,TURN; ; +75ILLIQ, ; + ¢ +U;, 4)

where ﬂt is stock i’s liquidity commonality measures in year t, which is estimated from Equation (2). 10,
is stock i’s total ownership by TWSE three major institutional investors (QFIIs, mutual funds, and securltles
dealers) in year t— 1. TW50,,, is an indicator variable if stock i is the constituent of the FTSE TWSE Taiwan
50 Index inyear t —1. MV, , is stock i’s market value at the end of year t — 1. TURN, , is the stock i’s an-
nualized share turnover in year t—1. ILLIQ,, isstock i’s average of Amihud’s [12] daily return-to-volume il-
liquidity measures in year t — 1. ¢, are year dummies. The t-statistics based on standard errors robust to clus-
tering by firm are reported.

The regression results in Table 5 indicate that compared to stocks with bad disclosure practices, the positive
impacts of institutional ownership and TW50 index inclusion on liquidity commonality are stronger among
stocks with good disclosure practices. For example, when I combine 10, , and TW50;,, as main indepen-
dent variables into regression in model (3a) and (3c), the coefficientson 10, , and TW50,,, are 0.1505 (t=
3.16) and 0.0863 (t = 3.27) with significances at 1% level, respectively, among stocks in HIGH CDP group,
while the coefficients on 10,,, and TW50,,, are 0.0840 (t = 1.42) and —0.1079 (t = —0.91), respectively,
among stocks in LOW CDP group.

In sum, consistent with the expectation, the positive impacts of institutional ownership and TW50 index in-
clusion on liquidity commonality are stronger among stocks with good disclosure practices, which tend to be
those stocks most favored by TWSE institutional investors or included in the TW50 index. Nevertheless, the in-
stitutional ownership and TW50 index inclusion have no significant effects on liquidity commonality among
stocks with bad disclosure practices, which is not surprising because this type of stocks are less likely to be the
constitutes of TW50 index and to be traded/held by TWSE institutional investors.

5. Conclusions

Previous studies have found that individual stock liquidity co-moves with market-wide liquidity shock and that
this commonality in liquidity can be partly explained by demand-side forces: institutional investing and index
trading. In this paper, | extend this literature by analyzing whether a firm’s disclosure practices influence its in-
stitutional ownership and inclusion of ETFs and, hence, its commonality in liquidity. Using the grade of Taiwan
SFI’s Information Disclosure and Transparency Rankings System (IDtrs) as a proxy for corporate disclosure
practices, my findings robustly indicate that TWSE-listed stocks with good (bad) disclosure practices exhibit
high (low) commonality in liquidity.

Why does good (bad) disclosure practices stocks’ liquidity experience more (less) sensitivity to market liquid-
ity shock? My analysis indicates that good (bad) disclosure practices stocks tend to be held more (less) by
TWSE institutional investors and are more (less) possibly to be included in the FTSE TWSE Taiwan 50 Index.
As a result, the institutionalization and indexation are more (less) prevalent in stocks with good (bad) disclosure
practices, which should imply a high (low) commonality in liquidity. Evidently, | also show that that compared
to stocks with bad disclosure practices, the positive impacts of institutional ownership and TW50 inclusion on
liquidity commonality are stronger among stocks with good disclosure practices, which tend to be those stocks
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Table 5. The Impacts of 10 and TW50 on Commonality Using Regressions across CDP groups. This table reports regressions
results of 10 and TW50 in explaining liquidity commonality across CDP groups for the Taiwan Stock Exchange (TWSE) listed
common stocks during 2005-2012. Taiwan SFI’s Information Disclosure and Transparency Rankings System (IDtrs) ranks
TWSE-listed stocks as Grade A++, A+, A, A-, B, C, and C-. For this regression analysis, | group my whole sample into three
portfolios based on their information disclosure and transparency rankings grade at the end of previous year: HIGH contains
stocks with A++, A+, A, or A-; MEDIUM contains stocks with B; and LOW contains stocks with C or C-. | then estimate the

regression across CDP groups: 7, =, +m,10,, +1,TW50, , +7,MV, , +7,TURN, , +7ILLIQ, , + ¢, +U,, , Where 2
is stock i’s liquidity commonality measures in year t, which is estimated from Equation (2). 10, is stock i’s total owner-

it

ship by TWSE three major institutional investors (QFIls, mutual funds, and securities dealers) in yeart —1. TW50, , isan
indicator variable if stock i is the constituent of the FTSE TWSE Taiwan 50 Index in year t —1. MV, , is stock i’s market
ILLIQ,,, is stock i’s av-

erage of Amihud’s [12] daily return-to-volume illiquidity measures in year t — 1. ¢, are year dummies. The t-statistics

based on standard errors robust to clustering by firm are reported in parentheses. a, b, and c separately represent 1%, 5%, and
10% significance levels. Firm-year observations (N) change due to data unavailability. Data on CDP is collected from Tai-
wan’s SFI and other variables are collected from the TEJ.

value at the end of year t — 1. TURN, , is the stock i’s annualized share turnover in year t — 1.

HIGH MEDIUM LOW HIGH MEDIUM LOW HIGH MEDIUM LOW
(1a) (1b) (1c) (22) (2b) (2¢) (33) (3b) (3c)
10, 0.2126 0.1768 0.1200 0.1505 0.1144 0.0840
(4.85)a (3.94)a (1.38) (3.16)a (2.01)b (1.42)
TW50,, 0.1195 0.0885 -0.0988 0.0863 0.0501 -0.1079
(4.92)a* (2.16)b (-0.81) (3.27)a (1.84)c (-0.91)
MV, 0.0006 0.0007 0.0017 0.0005 0.0007 0.0023 0.0005 0.0007 0.0021
(10.86)a (9.03)a (3.07Ma (8.58)a (8.00)a (3.40)a (8.07)a (7.06)a (3.03)a
TURN,, -0.0072 0.0143 0.0097 -0.0049 0.0148 0.0107 —0.0047 0.0145 0.0095
(-1.67)c (4.59)a (167)c (-1.12) (4.74)a (1.86)c (~1.06) (4.64)a (1.64)
ILLIQ,, —0.0195 —0.0048 —0.0002 —0.0203 —0.0052 —0.0003 —0.0189 —0.0048 —0.0002
(—4.47)a (—4.48)a (-0.67) (-4.67)a (—4.81)a (-0.81) (-4.34)a (-4.48)a (-0.65)
N 1,445 2,108 751 1,446 2,113 754 1,445 2,108 751
R? 19.07% 11.13% 7.09% 19.12% 10.64% 6.74% 19.67% 11.21% 7.19%

most favored by TWSE institutional investors or included in the TW50 index.

To summarize, in a sample of stocks listed on the Taiwan stock market, stocks with good (bad) disclosure
practices tend to exhibit a high (low) likelihood of institutionalization and indexation and, hence, a high (low)
commonality in their liquidity, which is consistent with the demand-side explanation of commonality in liquidi-

ty.
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