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Table 4 Means by Year for Key Variables
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Figure 1 Trend Chart of Means by Year for Key Variables
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Table 5 Stock Liquidity and Stock Price Crash Risk
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Table 9 Stock Liquidity and Probability
of Unexpected Bad News Releases by Market
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Liquidity and Crash Risk .
Evidence from the Chinese A-share Stock Market

CHEN Rong' ,WU Yuxiang’
1 School of Management, Xiamen University, Xiamen 361005, China
2 School of Management and Economics, The Chinese University of Hong Kong, Shenzhen, Shenzhen 518000, China

Abstract ; In recent years, stock liquidity is regarded as one of the factors that can cause instability in the capital markets. How-
ever, whether high stock liquidity increases or decreases stock price crash risk in Chinese A-share stock market is uncertain until
now. Prior research on stock liquidity has offered two relevant theories on crash risk. Governance theory predicts that higher stock
liquidity encourages informed trading, and enhances large shareholders’ incentives and capability to monitor firms, which can
weaken the extent of bad news hoarding, and reduce stock price crash risk. However, if large shareholders decide to sell off their
shares or exit by right of low trading costs, then stock price crash risk will be exacerbated. Short-termism predicts that higher
stock liquidity atiracts transient investors and induces managers to engage in short-termist behavior, which can result in bad news
hoarding, and increase stock price crash risk.

Based on governance theory and short-termism, we use a large sample of 1 411 firms listed on Chinese A-share Main Board
for 2003-2016, and we adopt crash dummy and negative skewness to measure the stock price crash risk and use adjusted liquidity
indicator, which is derived from the Amihud stock illiquidity indicator, to measure stock liquidity. Then we verify whether stock
liquidity mitigates or exacerbates crash risk by multiple regressions analysis. Based on the results we have obtained, we adopt un-
expected surplus dummy to measure the probability of unexpected bad news releases and examine the relationship between them
in order to find out which channel is more important in driving the stock liquidity-crash risk relation.

The results suggest that; (D'The regression results show that the coefficient of the predictor variable, the stock liquidity indi-
cator, is positive and significant at 1% , which means that in Chinese A-share stock market, stock liquidity increases stock price
crash risk significantly. (2)The relationship between the probability of unexpected bad news releases and stock liquidity is poesitive
and significant, which is consistent with the short-termism. Therefore, the mechanism underlying this effect is that liquidity in-
duces managers to withhold bad news, fearing that its disclosure will lead to selling by transient investors. Eventually, accumula-
ted bad news is released all immediately, causing a crash.

The research makes several contributions that: (1)We verify from firm-level that stock liquidity can cause instability in the
capital markets, which contributes to the domestic research that examines the determinants of stock price crash risk. 2We exam-
ine the effect of short-term investors’ behaviors on crash risk and then strengthen the understanding of the potential mechanisms,
which is propitious to reduce financial risks in China's capital market and promote stable and healthy development of Chinese A-
share stock market.

Keywords ; liquidity ; crash risk ; bad news hoarding; short-termism ; negative skewness
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