Accepted Manuscript

Stock liquidity and default risk

Jonathan Brogaard , Dan Li, Ying Xia

Pl S0304-405X(17)30040-5

DOI: 10.1016/j.jfineco.2017.03.003
Reference: FINEC 2746

To appear in: Journal of Financial Economics
Received date: 23 February 2016

Revised date: 21 April 2016

Accepted date: 24 April 2016

Please cite this article as: Jonathan Brogaard, Dan Li, Ying Xia , Stock liquidity and default risk,
Journal of Financial Economics (2017), doi: 10.1016/j.jfineco.2017.03.003

This is a PDF file of an unedited manuscript that has been accepted for publication. As a service
to our customers we are providing this early version of the manuscript. The manuscript will undergo
copyediting, typesetting, and review of the resulting proof before it is published in its final form. Please
note that during the production process errors may be discovered which could affect the content, and
all legal disclaimers that apply to the journal pertain.


http://dx.doi.org/10.1016/j.jfineco.2017.03.003
http://dx.doi.org/10.1016/j.jfineco.2017.03.003

Stock liquidity and default risk”

Jonathan Brogaarda*, Dan LiP, Ying Xia¢

a Foster School of Business, University of Washington, Seattle, WA 98195, United States

b School of Economics and Finance, Faculty of Business and Economics, The University of Hong
Kong, Pokfulam Road, Hong Kong

¢ Department of Banking and Finance, Monash Business School, Monash<University, 900
Dandenong Road, Caulfield East, VIC 3145, Australia

ABSTRACT

This paper examines the impact of stock liquidity on firm bankruptcy risk. Using the Securities
and Exchange Commission decimalization regulation as a shock to stock liquidity, we establish
that enhanced liquidity decreases default risk. Stocks with the.highest default risk experience
the largest improvements. We find two mechanisms through which stock liquidity reduces firm
default risk: improving stock price informational efficiency and facilitating corporate
governance by blockholders. Of the two mechanisms;. the informational efficiency channel has
higher explanatory power than the corporate governance channel.
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