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Abstract 
In this paper, I study the impact of stock liquidity on corporate tax avoidance from the 
perspective of market microstructure and find that stock liquidity will reduce corporate 
tax avoidance. There are two mechanisms this effect works. Stock liquidity strengthens 
the feedback of stock price information content and trading ability mechanism, which 
increases  the supervision of shareholders on the opportunistic behavior of management, 
thus reducing the positive tax avoidance behavior of management. I also study the 
influence of different ownership structure on this effect and results show that the 
relative shareholding structure makes the effect more significant. 
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1. Introduction 

Firms have obvious incentives to avoid taxes, which can reduce cash outflow and is one of the 
important means to pursue firms‘ value maximization. However, as the degree of corporate tax 
avoidance increases, the risk of tax avoidance become more obvious. Management often adopts 
very complex and opaque transactions to cover up their tax avoidance behaviors in order to 
avoid being discovered by tax authorities. These behaviors aggravate the information 
asymmetry and principal-agent problem of firms. The external risks caused by tax avoidance 
should not be ignored. Aggressive tax avoidance causes penalties from tax regulators, and the 
capital market has obvious negative reaction to the tax authorities' inspection. Public disclosure 
of aggressive tax avoidance may lead to customer resistance and political backlash, and damage 
corporate value. Tax avoidance in different degrees has attracted scholars‘ attention. Some 
research study the influencing factors and economic consequences of tax avoidance from the 
principal-agent cost view. Desai and Dharmapala show that in firms with poor governance 
mechanisms, enhancing executive incentives can reduce the degree of tax avoidance. That’s 
because Executive incentives can reduce the incentive of executives to cover up opportunistic 
behavior with tax avoidance. Hanlon et al.  and Wilson et al.  found that only in areas with strong 
tax regulation or good corporate governance, corporate tax avoidance activities can increase 
corporate value. 
The study of tax avoidance is of great significance to both theory and reality. As mentioned 
above, researches of tax avoidance mainly focuses on principal-agent cost, including the 
determinants and consequences of tax avoidance. Few researches link stock liquidity with 
corporate tax avoidance. Recent studies show that stock liquidity is closely related to corporate 
governance. Xiong Jiacai et al. presented that stock liquidity can alleviate under-investment and 
restrain over-investment, thus improve the efficiency of capital allocation. Feng Genfu et al. 
studied stock liquidity and technological innovation of firms. The improvement of stock 
liquidity can reduce the level of technological innovation of firms. Improving stock liquidity will 
reduce the cost of capital, expand the set of investment opportunities, and thus increase 
corporate value. Admati et al. and Edmans found that stock liquidity strengthens the exit 
threaten of major shareholders and reduces opportunistic behaviors of management. Su 
Dongwei and Xiong Jiacai believe that stock liquidity strengthens the supervision of investors 
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on CEO, and it improves the sensitivity of CEO compensation to stock price and reduces agency 
costs. However, active tax avoidance provides hidden opportunities for managers' self-
interested behaviors. Then, can stock liquidity affect managers' tax avoidance decisions? It is a 
topic worth studying. 
This paper selects the data of A-listed firms from 2009 to 2020 as research samples, constructs 
A regression model, and studies the relationship between stock liquidity and corporate tax 
avoidance. The results show that :(1) stock liquidity is negatively correlated with the degree of 
corporate tax avoidance, that is, higher stock liquidity will reduce corporate tax avoidance, 
which verifies the governance effect of stock liquidity. (2) compared with absolute holding, 
stock liquidity have a more negatively significant effect on corporate tax avoidance in firms with  
the shareholding structure of relative holding. 
The contributions of this paper may be as follows: First, it enriches literatures related to the 
governance effect of stock liquidity, and increases the evidence of the impact of market 
microstructure on the real economy. This research provides a theoretical basis for capital 
market reform. Secondly, it provides a new perspective for clarifying the mechanism of stock 
liquidity on corporate tax avoidance -- trading capacity mechanism. Most literatures focus on 
the effect of stock liquidity by shareholder supervision, exit threaten of shareholders, 
information content of trades feedback mechanism.  

2. Literature Review and Hypotheses Development 

Tax avoidance activities are often accompanied by opportunistic behavior of management. 
Some empirical and theoretical studies have confirmed this view. Kim found that managers 
would actively avoid taxes to postpone or hide bad news, and equity incentive plans would 
strengthen managers' tendency to hide negative information. Tax avoidance enhances the 
degree of information asymmetry and creates opportunities for managers' opportunistic 
behaviors. As a result, managers may seek to maximise their personal interests and tax 
avoidance provides a reasonable justification for shareholders. In addition, corporate tax 
avoidance activities will lead to the increase of agency cost, which actually reflects the principal-
agent conflict of firms.  
Stock liquidity measures the ability of capital market to make transactions quickly at 
reasonable prices, which is the core research content of market microstructure. Stock liquidity 
is an index that the capital market can easily pay attention to when understanding a firm. The 
fluctuation of this index will directly or indirectly supervise the management and enrich the 
corporate governance mechanism. According to studies, stock liquidity can affect tax avoidance 
decisions through the following two mechanisms: 
On the one hand, stock price information content mechanism. In a market with asymmetric 
information, the more liquid stock becomes, the more personal information is incorporated into 
stock price, thus the information content of stock price keeps rising.  
Therefore, the more liquid, the more the results of management's efforts are incorporated into 
stock price. The management will reduce the degree of tax avoidance, avoid aggressive tax 
avoidance to cause shareholders' misunderstanding of hidden opportunistic behavior, and 
reasonably display the fiduciary results. 
On the other hand, trading capacity mechanism. First, the higher stock liquidity, the stronger 
ability of stock to be traded at a lower cost and faster speed, thus strengthening the exit threaten 
of shareholders. Shareholders of public firms have a strong incentive to monitor corporate 
value. If tax avoidance is more aggressive, it can bring more non-tax costs, such as aggressive 
financial reporting, covering up the negative news, inefficient investment, etc., which damages 
the value of the company or hides opportunistic behaviors, shareholders will sell their shares, 
causing the stock price to fall and resulting in the reduction of performance-related 
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management compensation. Stock liquidity enhances the exit threaten of large shareholders. 
Secondly, higher stock liquidity encourages investors to gather information and trade, leading 
to wild swings in share prices and management compensation, and minority shareholders may 
reduce their holdings. As a result, stock liquidity also strengthens the exit threaten of minority 
shareholders. 
Based on the above discussion, hypothesis 1 is proposed: 
H1: Stock liquidity can reduce the degree of corporate tax avoidance. 
Different proportions of major shareholders have different influences on management 
supervision. Studies usually define relative holding as 20%≤TOP1≤50%, and absolute holding 
as TOP1>50%. Firms with relative holding may have competing interests between different 
shareholders, and other large shareholders spend a lot of time and energy to strictly examine 
and supervise the behaviors of controlling shareholders and management, so as to reduce the 
behaviors of controlling shareholders and management to conspire to deliver corporate 
interests. In addition, multiple large shareholders have stronger supervision ability than a 
single controlling shareholder. Major shareholders with different knowledge and experience 
backgrounds can bring new perspectives to the firm's decision-making and improve 
supervision efficiency. Therefore, compared with absolute holding, firms with relative holding 
have stronger supervision ability and are more effectively supervise the opportunistic behavior 
of management. That is, the negative significant relationship between stock liquidity and 
corporate tax avoidance is more significant in firms with relative holding. 
Based on the above discussion, hypothesis 2 is proposed: 
H2: Compared with absolute holding, the negative correlation between stock liquidity and 
corporate tax avoidance is more significant in firms with relative holding. 

3. Sample and Research Design 

3.1. Data Source and Sample Selection 
My samples consists of all non-financial firms listed on the Shanghai and Shenzhen A-listed 
stock exchanges from the China Securities Market and Accounting Research (CSMAR) database 
for the period 2009–2020, except the nominal income tax rate is from Wind database.  
This paper excludes finance, insurance and ST firms. The data are calculated and matched 
according to the variable definition, and the samples with missing data were eliminated. Due to 
the time difference of the impact of stock liquidity on corporate tax avoidance behavior, the 
explanatory variable and control variable are treated with lag, and final number is 1751 listed 
firms with 8726 samples. To reduce the influence of extreme values, all continuous variables 
are winsorized at the 1% and 99% levels. 

3.2. Research Design 
To test the H1, I use the following model: 
 

𝑇𝐴 ,  = 𝛽 + 𝛽 × 𝐿𝑖𝑞 , + 𝛾 × 𝑐𝑜𝑛𝑡𝑟𝑜𝑙 , + 𝜀 ,                                      (1) 
 

Where, 𝑇𝐴 ,  are explained variables and it presents tax avoidance of fim i in year t. 𝐿𝑖𝑞 ,  is 
the explanatory variable, and is the stock liquidity of fim i in year t-1. To some extent, the 
endogeneity of the model can be alleviated by delaying the independent variables by one period. 
In addition, the industry and year of the samples are controlled. In order to test hypothesis 2, 
samples are divided into two groups of relative holding and absolute holding according to the 
shareholding ratio of the largest shareholder, and group regression is performed on the basis 
of the model of hypothesis 1. 
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Tax avoidance (TA). Referring to Kangtao Ye and Xing Liu, I use book-tax differences (BTD) and 
its deformation (DDBTD) to measure corporate tax avoidance.  BTD is the difference between 
a firm's pre-tax accounting profit and its taxable income, divided by its total assets at the end of 
the period, where taxable income is the ratio of current income tax expense to nominal income 
tax rate. A larger BTD indicates a higher level of tax avoidance. DDBTD is an indicator of book-
tax differences after deducting the effect of accrued profit. 
Stock liquidity (LIQ). There are many ways to measure stock liquidity, and this paper selects 
the most representative Amihud index. Amihud index was proposed by Amihud, who pioneered 
the liquidity premium theory, that is, the liquidity of assets is an important factor affecting asset 
pricing. Assets with low liquidity have higher expected returns, while those with high liquidity 
have lower expected returns. For the convenience of regression observation, the final stock 
liquidity index, Liq= -Amihud/100, was formed by reducing the Amihud index by one hundred 
times on the basis of taking a negative value. Bigger Liq means that the stock is more liquid. 
The variable Settings are shown in Table 1. TA and LIQ are explained variables and explanatory 
variables. TA measures corporate tax avoidance, and LIQ measures corporate stock liquidity. 
All variables and their meanings are shown in Table 1. 
 

Table 1. Variable definition 
Variable categories Variables Variable Definition 

Dependent variables 
BTD Book-tax differences. 

DDBTD Book-tax differences after deducting the effect of accrued profit. 
Independent variables LIQ Stock liquidity: -Amihud/100. 

Control variables 

Cash Monetary capital/total assets. 
Size The log of total assets. 

Intang Intangible assets/total assets. 

Lev Total liabilities/total assets. 
If firms have MLS, define Multi as 1; or as 0. 

Ppe (equity + fixed assets)/Total assets. 
Loss If net profit is less than 0, take 1; Instead take 0. 

Both If the general manager and chairman are the same person, take 1, 
otherwise, take 0. 

State 1 for state-owned firms and 0 for other firms. 

Grouping variables 
Re Relative holding, the shareholding ratio of the largest 

shareholder >50%. 

Ab Absolute holding, 20%≤the shareholding proportion of the largest 
shareholder ≤50%. 

4. Empirical Results 

4.1. Descriptive Statistics 
Table 2 presents the descriptive statistics for all variables in the regressions. The mean value 
of BTD is 0.0567, greater than 0, indicating that accounting profit is higher than taxable income, 
and firms usually take certain tax avoidance measures. The mean value of DDBTD is -0.0013, 
close to 0, and BTD can basically be explained by accruals. The mean value of stock liquidity LIQ 
was -0.0099, and the standard deviation was 0.041. There was little difference in stock liquidity 
among samples. The second hypothesis distinguishes relative holding from absolute holding 
according to the shareholding proportion of the largest shareholder, and the samples with 
TOP1 less than 20% are excluded. Therefore, the lowest TOP1 in the samples is 20%, and the 
highest is 71.45%. The proportion of shareholders of different firms varies greatly, but the 
mean value of TOP1 is 38.62%. Firms with relative holding accounts more. 
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Table 2. Descriptive statistics 

 (1) (2) (3) (4) (5) (6) (7) (8) 
VARIABLES N mean sd min max p25 p50 p75 

liq 8,726 -0.0099 0.0410 -0.291 -3.70e-05 -0.0011 -0.0005 -0.0003 
BTD 8,726 0.0567 0.0607 -0.229 0.217 0.0278 0.0546 0.0871 

DDBTD 8,726 -0.0013 0.0538 -0.169 0.151 -0.0331 -0.0049 0.0280 
cash 8,726 0.240 0.170 0.027 0.755 0.112 0.187 0.326 
size 8,726 21.59 1.032 19.95 25.37 20.84 21.43 22.12 

intang 8,726 0.042 0.037 0.000 0.216 0.019 0.034 0.055 
lev 8,726 0.319 0.178 0.040 0.789 0.174 0.296 0.441 
ppe 8,726 0.863 0.208 0.281 1.317 0.739 0.889 1.005 
loss 8,726 0.043 0.204 0 1 0 0 0 
both 8,726 0.403 0.490 0 1 0 0 1 
top1 8,726 38.62 12.68 20 71.45 28.27 36.91 47.08 
state 8,726 0.119 0.323 0 1 0 0 0 

4.2. Regression Results 
Table 3. Regression results of H1 and H2 

 

H1 H2 
BTD DDBTD BTD DDBTD 
(1) (2) (3) (4) (5) (6) 

  Ab Re Ab Re 

liq 
-0.079*** -0.053*** -0.045 -0.082*** -0.021 -0.058*** 
(-6.365) (-4.317) (-1.532) (-5.962) (-0.680) (-4.259) 

cash 
0.060*** 0.058*** 0.044*** 0.061*** 0.046*** 0.058*** 
(11.170) (12.173) (4.033) (10.012) (4.405) (10.859) 

size 
0.006*** 0.007*** 0.013*** 0.003*** 0.012*** 0.005*** 
(7.186) (9.717) (8.267) (3.119) (8.722) (5.406) 

intang 
-0.023 -0.000 -0.054 -0.025 -0.046 0.000 

(-1.248) (-0.017) (-1.406) (-1.193) (-1.286) (0.001) 

lev 
-0.084*** -0.054*** -0.113*** -0.073*** -0.075*** -0.044*** 
(-10.548) (-7.835) (-7.400) (-7.975) (-5.191) (-5.647) 

ppe 
-0.000 0.024*** -0.023* 0.005 0.007 0.030*** 

(-0.035) (4.579) (-1.912) (0.771) (0.616) (4.953) 

loss 
-0.044*** -0.035*** -0.035*** -0.045*** -0.027*** -0.035*** 
(-11.034) (-12.081) (-3.436) (-10.278) (-3.241) (-11.518) 

both 
0.000 0.000 0.004 -0.001 0.001 -0.000 

(0.040) (0.062) (1.463) (-0.720) (0.508) (-0.279) 

state 
0.002 -0.001 -0.019*** 0.006** -0.019*** 0.003 

(0.984) (-0.411) (-4.570) (2.571) (-4.940) (1.230) 

_cons 
-0.093*** -0.224*** -0.222*** 0.003 -0.331*** -0.143*** 
(-3.658) (-9.930) (-5.395) (0.100) (-8.906) (-6.032) 

N 8726 8726 1736 6990 1736 6990 
Year YES YES YES YES YES YES 

Industry YES YES YES YES YES YES 

t statistics in parentheses. 
* p < 0.1, ** p < 0.05, *** p < 0.01. 
 

Table 3 shows the regression results of hypothesis 1.  
Columns 1-2 provide the regression results of stock liquidity on corporate tax avoidance degree. 
Column 1 use BTD index and Column 2 use DDBTD index to measure corporate tax avoidance. 
The coefficient of LIQ is significantly negative at the 1% level, supporting hypothesis 1. Control 
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variables Cash and Size are both significantly positive, indicating that the more Cash a firm 
holds or the larger size, the higher the degree of corporate tax avoidance will be. 
Columns 3-6 show the regression results for hypothesis 2. As can be seen from the table, 6990 
samples are firms with relative holding, while there are only 1,736 samples of absolute holding. 
Hypothesis 2 adds ownership structure as grouping basis to test the influence of different 
ownership structures on the relationship between stock liquidity and corporate tax avoidance. 
Relative holding group shows stronger significance, while the absolute holding group does not. 
Chow test was used to further verify that the difference in regression coefficients between the 
two groups was statistically significant. 

4.3. Robust Tests 
The above research finds that stock liquidity will reduce corporate tax avoidance. But this 
finding could be affected by endogenous problems. Tax avoidance may in turn affect stock 
liquidity, so this paper treats explanatory variables with a lag period, which to some extent 
supports the causal relationship between stock liquidity and corporate tax avoidance. 
In order to solve the endogeneity problem caused by omitted variables, referring to the study 
of Yuan Rongli et al., this paper uses fixed effect regression for further analysis. First, no fixed 
effect was adopted, and year, industry and control variables were gradually added. The results 
show that the degree of corporate tax avoidance represented by BTD and DDBTD has a 
significant negative correlation with stock liquidity, and the results are robust and not affected 
by the use of models. For space reasons, regression results are not listed here.  

5. Conclusion 

This paper finds that the stock liquidity can reduce tax avoidance degree. Further theoretical 
analysis shows that compared with absolute holding firms, the effect of stock liquidity on 
corporate tax avoidance is more significant in firms with relative shareholding. 
The empirical research of this paper effectively supplements the mechanism of stock liquidity 
on corporate tax avoidance, and enriches the evidence that market microstructure affects 
corporate financial decisions. This paper has important implications for reducing principal-
agent problems and corporate tax avoidance. 
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