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This study examines the effects of stock liquidity on firm value and corporate governance using
the Real Estate Investment Trust (REIT) setting. The unique features of the REIT industry, including
homogeneity of the investment structures, the high payout requirement, and the importance of
institutional investors, highlight the positive effect of stock liquidity on firm value through corpo-
rate governance. To address the endogeneity problem,we perform a difference-in-differences test
based on the propensity scorematching estimator. The result shows that REIT stock liquidity has a
causal and positive effect onfirmvalue, asmeasuredby Tobin's Q. Importantly, REIT stock liquidity
is conducive to better corporate governance through the channel of institutional ownership. REIT
stock liquidity leads to higher institutional ownership, particularly for institutional investor types
that are active monitors and institutional investors with multi-firm ownership in their REIT
portfolios.
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1. Introduction

Stock liquidity is not only a subject of market microstructure but can also be studied from the perspective of corporate finance. A
general view is that stock liquidity has a feedback effect on firm value by lowering the cost of capital and affecting corporate invest-
ments (Foucault et al., 2013).1 Another argument is that stock liquidity can enhance the informativeness of stock prices and conse-
quently, managers learn from informative stock prices and make value-enhancing corporate decisions. In the presence of agency
problems, stock liquidity has an economic effect on firm value through corporate governance. This study provides a unique industry
experiment to demonstrate that stock liquidity has a positive effect on firm value and is conducive to better corporate governance via
the channel of institutional ownership.

Existing theories provide different perspectives on how stock liquidity enhances corporate governance. Diamond and Verrecchia
(1982) andHolmström and Tirole (1993) show that information embedded in stock prices is useful formanagerial incentive contracts
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1 Fang et al. (2009) conclude that the effect of stock liquidity that is related to the cost of capital isminor, and such effect ismore likely related tomanagerial decisions,
as discussed below.
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and performance monitoring. Faure-Grimaud and Gromb (2004) suggest that a liquid stock market can generate information about
themonitor's activity and incentivize large shareholders (such as institutional investors) tomonitor. Nevertheless, there are compet-
ing views on whether a more liquid stock should deter or enhance corporate governance. On the one hand, Coffee (1991) and Bhide
(1993) argue that a liquid stock market lowers the costs of exit and thus reduces the appeal of voice for potential monitors. On the
other hand, Kyle and Vila (1991) and Maug (1998) argue that a liquid stock market lowers the cost of acquiring shares and helps
investors to accumulate the blocks that generate sufficient incentives to voice or intervene. Edmans (2009) shows that stock liquidity
provides a governancemechanism through investors' trading of a firm's shares, including the actual exit by selling shares ex post and
the threat of exit by incentivizing the manager ex ante.

Empirical evidence on the effects of stock liquidity on firm value and corporate governance, particularly the underlyingmechanisms,
remains an understudied area. Fang et al. (2009) find a positive effect of stock liquidity on firm value, which is due to more informative
stock prices andbettermanagerial incentives. However, theydonotfind evidence that stock liquidity affectsfirmvalue through the chan-
nels of external governance andmonitoring. Edmans et al. (2013) use the setting of activist hedge funds to demonstrate that stock liquid-
ity enhances blockholder governance through the mechanisms of exit as well as voice. In contrast, Back et al. (2015) find that stock
liquidity deters blockholder activism. The following issues may explain the lack of consensus on the effects of stock liquidity on firm
value in the empirical corporate finance literature: (i) an endogeneity problem, particularly unobservable firm characteristics that affect
stock liquidity and firm value; (ii) heterogeneity in the relation between stock liquidity and firm value across different corporate or in-
dustry settings; and (iii) identification of the specific mechanism underlying the effect of stock liquidity on firm value.

This study attempts to tackle these empirical corporate finance issues by using the Real Estate Investment Trust (REIT) industry as
a natural experiment to examine the effects of stock liquidity on firm value. Stock liquidity is a central feature of REITs because the
public trading of REITs provides investors with not only liquidity and exposure to real estate assets but also the possibility of implica-
tions on firm value. Compared with other industrial firms, REITs, on average, have higher stock liquidity (see Table 1 and Section 4).
Unlike other studies that examine the value effects of stock liquidity across different industries, the REIT setting can control for
industry- and firm-level heterogeneity such as growth opportunities and business risks (Hartzell et al., 2014).2 Most importantly,
the REIT setting contains the following unique features that provide interesting and different perspectives on the proposition of
stock liquidity affecting firm value, particularly the importance of corporate governance and the channel of institutional ownership.

1.1. Homogeneous investment structures

Stock liquidity can affect firm value through the channels of investment and corporate governance (Foucault et al., 2013). While
the importance of investment vis-à-vis governance effects may vary with firms or industries, REITs provide a unique setting that
can accentuate the potential effect of stock liquidity on corporate governance. REITs have homogeneous asset and investment struc-
tures,3 suggesting that stock liquidity is less likely to have a direct impact on the investment activities of these firms. Although REITs
have similar asset and investment structures, they are diversely managed and are subject to agency problems.4 REITs do not have an
active takeover market to support corporate governance due to excess shareholder provisions (Chan et al., 2003).5 In addition, a large
number of REITs are Umbrella Partnership REITs (UPREITs), which allowmanagers to simultaneously manage several small REITs but
creates agency problems (Chung et al., 2012). Furthermore, REITs engage in significant real activities manipulation for earnings man-
agement, suggesting that corporate governance is essential for constraining such activities (Anglin et al., 2013). Hartzell et al. (2008)
and Bauer et al. (2010) find significant differences in corporate governance in a cross-section of REIT firms.

1.2. High payout requirement

An increase in stock liquidity is not necessarily conducive to improvement in firm value, depending on whether stock liquidity is
associated with value-enhancing activities. The REIT setting is particularly useful for examining whether stock liquidity can support
value-enhancing activities such as corporate governance. REITs have a high payout requirement (i.e., distribution of at least 90% of
their taxable income to investors). According to Easterbrook (1984), dividends can increase a firm's external financing needs and
hence increase the opportunity ofmarketmonitoring. In the case of REITs, the high payout requirement not only forces REITs tomain-
tain equity dependence (Boudry et al., 2010; Hartzell et al., 2014), but also increases the opportunity of market monitoring by outside
investors (Hartzell et al., 2008). Further, the required payout rate in REITs can provide outside investors observable shares of profits,
whichmay lower outside investors'monitoring costs. As such, stock liquiditymay becomemore important in enhancingmarketmon-
itoring for REITs than for other typical firms.

1.3. Outside ownership structures and institutional investors

The REIT setting highlights the importance of stock liquidity in enhancing specific corporate governance mechanisms, such as
monitoring activities by institutional investors. REITs have unique outside ownership structures that require these firms to have at

2 The existing literature, e.g., Fang et al. (2009), examines the firm value effect of stock liquidity based on a sample of industrial firms, which largely excludes REITs.
3 REITsmust have a least 75% of their total assets invested in real estate assets and cash, derive at least 75% of their gross income from real estate-related sources, and

have no more than 25% of their assets consisting of non-qualifying securities or stock in taxable REIT subsidiaries.
4 See Ghosh and Sirmans (2003), Han (2006), Hartzell et al. (2006), and Bianco et al. (2007).
5 A majority of REITs are incorporated in Maryland, which provides a specific statute for REIT trusts and strong takeover defenses.
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