
 

I.  Introduction  

A major focus of finance literature is on the profound impact of information 

asymmetry. The market microstructure literature stresses on how the trading 

mechanism reflects the asymmetric information in the evolution of trading prices. 

Bagehot (1971) argues that the adverse selection due to the presence of informed 

traders is a primary cause of illiquidity in financial markets. Market makers always 

lose money when they trade with informed traders who possess superior information 

about the true value of a stock. To remain solvency, market makers are compensated 

for bearing this adverse selection cost by increasing the bid-ask spread to eventually 

recoup the cost from liquidity traders. Supporting models, which explain the effect of 

information asymmetry on the behavior of market makers, are provided by Copeland 

and Galai (1983), Glosten and Milgrom (1985), Kyle (1985), and Easley and O’Hara 

(1987). 

  To examine the empirical validity of the notion, some researchers develop models 

to estimate the adverse selection component of the spread1 based on high frequency 

data. These models all conclude that the adverse selection accounts for a significant 

proportion of bid-ask spread. However, with different assumptions, sample periods 

and market structures, empirical estimates of adverse selection costs vary from about 

10 percent to 60 percent. 

In the corporate finance literature, it is essential to ask whether asymmetric 

information results in the change of intrinsic value of a firm. There are two types of 

proxy measures of information asymmetry in the empirical corporate finance studies. 

One type is corporate finance variables that include firm characteristics and insider 

                                                 
1 The first paper to decompose the spread based on intraday data is Glosten and Harris (1988). 
Following up are George, Kaul, and Nimalendran (1991),Lin, Sanger, and Booth (1995), Easley, Kiefer, 
O’Hara, and Paperman (1996), Madhavan, Richardson, and Roomans (1997), and Huang and Stoll 
(1997).    
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trading related factors. These variables can be obtained from the trading data and 

financial reports. Bhusan (1989a, b) and Moyer, Chatfield and, Sisneros (1989) 

suggest that the expected profits from private information increase with the price 

volatility. Some studies argue that firms with higher growth potential whose managers 

have superior knowledge about future earnings are prone to have higher degree of 

asymmetric information. McLaughlin, Safieddine, and Vasudevan (1998) use the 

market-to-book ratio as a proxy measure of growth potential while the Chung and 

Charoenwong (1998) present earnings- price ratio (E/P ratio). As to the models 

including insider trading variables, Brennan and Subrahmanyam (1995) find evidence 

that more analysts following generates greater information production, and 

consequently decreases the adverse selection components. Chung, McInish, Wood, 

and Wyhowski (1995) question the former result by showing that the re is a positive 

relation between the spread and analysts following on the premise of endogenity of 

information production. Brennan et al. (1995) also ho ld that a greater number of 

institutional owners could reduce private information. 

The other type of corporate finance measures is based on analysts’ forecasts. 

Normally, the intrinsic value of a stock is calculated as the present value of the future 

cash flows. Since the earnings play an important role in a firm’s future cash flows, it 

is reasonable to relate the uncertainty about earnings to asymmetric information about 
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the intrinsic value. Previous research noted that the opinions concerning a firm’s 

expected future earnings tend to converge after the information about the firm boosts. 

Krishnaswami and Subramaniam (1999) use the analysts’ forecasts as the proxy for 

asymmetry information to exploit the asymmetry information regarding a spin-off.    

Before applying market microstructure measures to corporate finance studies, it is 

necessary to identify whether these adverse selection proxies and corporate finance 

proxies measure the same concept, i.e. information asymmetry. Recently, there were 

some studies investigating the relation between the spread decomposition models and 

the corporate financial variables that should ex ante be associated with information 

asymmetry. Based on a random sample of 320 stocks listed on NYSE, Clarke and 

Shastri (2000) indicate that the firm characteristics are significantly related to the 

estimates of adverse selection components. The high correlation verifies the 

effectiveness of market microstructure models in the sense that they measure the 

degree of information asymmetry as the corporate financial variables do. They also 

find that the magnitude of correlation differs across size and volume categories. Van 

Ness, Van Ness, and Warr (2001) examine the performance of various microstructure 

models by regressing these adverse selection components on corporate finance 

variables. They use the bid-ask spread as a benchmark. These components exhibit an 

overall significant correlation with volatility measures, but none of them outperforms 
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the spread. Hence, the usefulness of extracting the adverse selection components from 

spread is suspicious. 

The main focus of this paper is exploring the relation among different information 

asymmetry measures in Taiwan Stock Exchange (TSE). Allowing for interesting 

comparison of findings in a quote-driven market with that in an order-driven market, 

this study follows the methodology of Clarke and Shastri (2000). Unlike the NYSE, 

there are no designated market makers whose obligation is to supply bid-ask quotation 

and make the market in TSE. All securities listed on TSE are traded by periodic auto 

matching through Fully Automated Securities Trading (FAST) 2  and orders are 

executed in strict price and time priority.  

In addition to analyzing the important link among the microstructure measures and 

corporate finance variables, we also examine the empirical relation between quarterly 

stock returns and these measures of information asymmetry. We are curious about 

how information asymmetry affects stock returns in an order-driven market. Previous 

studies have addressed the issue of information and asset returns in the asset pricing 

literature. It is argued that the adverse selection due to private information would 

reflect the permanent change of true value of a stock. Accordingly, a stock with higher 

adverse selection component should have a more volatile price. Should that have an 

                                                 
2 The auto matching system calls the market for every 45-50 seconds throughout the regular trading 

hour. The regular trading hour is 9:00 a.m. to 13:30 p.m., Monday to Friday. 



 5 

effect on the stock’s required rate of return? Amihud and Mendelson (1986) employ 

the bid-ask spread as a proxy of illiquidity and suggest that liquidity should be priced. 

They find evidence that asset returns include a significant premium for the quoted 

spread. That is contradictory to the traditional asset pricing models. On the ground 

that assets are priced in an “efficient” way, all information should be considered in 

equilibrium and “private” information is no exception. However, the idea of 

efficiency is static. Easley, Hvidkjaer, and O’Hara (2000) argue that the efficiency 

should be a dynamic process for stock prices which continually adjust to new 

information, and private information would ultimately affects the asset pricing 

fundamentals. They also clarify the difference between adverse selection risk and the 

illiquidity issue resulting from exogenous factors. This paper would not subject to this 

notional confusion. For we employ not only traditional corporate finance variables but 

also explicit microstructure measures for information asymmetry in determining the 

influence of adverse selection risk on stock returns. 

With a random sample of 180 firms listed on the Taiwan Stock Exchange, we 

examine the correlations among the corporate finance and market microstructure 

measures. We find that the estimates of the adverse selection component are 

significantly connected with most of the corporate finance measures that have been 

frequently used in other studies as proxies for information asymmetry. For example, 



 6 

the results indicate that the LSB measure is negatively correlated with volume and 

firm size variables, suggesting that the frequently traded stocks and large firms 

usually have less information asymmetry. Contrary to our expectation, the LSB 

measure is negatively related to volatility and the MB ratio of equity.   

Since the correlation may subject to the problem of spurious correlations, we use 

an ordinary least squares regression method to further elucidate the relation between 

the microstructure measures and the corporate finance variables. We use two kinds of 

effective spread in estimating the adverse selection component. Generally, the results 

indicate that the adverse selection component can capture some firm characteristics 

that should shed lights on the level of information asymmetry in advance. The volume 

and firm size variables are significantly negative to both LSB measures. We also find 

that different definitions of the effective spread lead to discrepancy in the relation 

between LSB measure and the volatility variables. It is surprising that both LSB 

measures and the bid-ask spread have no relation with any of analysts’ forecast 

measures. This could be a symbol of the incapability of the analysts’ forecast 

measures to detect the information asymmetry of stocks in TSE which could arise 

from the lack of institutions focusing on the security survey. In sum, the redefined 

adverse selection component, LSBZ'
t, has better performance than LSBZt , the original 

component in Lin et al. (1995) model. But LSBZt displays greater sensitivity toward 
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firm characteristics. 

Finally, our empirical results highlight the importance of the adverse selection risk 

in determining asset returns. For the whole sample period, the adverse selection 

component has a significant influence on the stock returns and dominates all other 

variables in explaining stock returns except for the number analysts following. For 

whole-period regressions, the estimated coefficients suggest that one percent increase 

in LSBZ'
t and LSBZt will result in about 0.35 and 0.24 percent increase in the stock 

returns, respectively. The result demonstrates that investors should obtain risk 

premium for holding the stocks with higher adverse selection risk. We also find the 

positive relation between stock returns and the volatility variables, stand ing for the 

association between stock returns and volatility. The negative correlation between 

stock returns and firm size means that large firms have more information production 

and lower level of adverse selection risk. Evidence from the whole-period regressions  

also indicates that larger MB ratio of equity would result in higher stock returns. 

However, the negative relation between the leverage and the stock returns is contrary 

to our hypothesis. Other measures of information asymmetry, such as INTANGTA, 

EQUIPTA, and PINST are insignificant in determining the stock returns. The power 

of these variables could be captured by volatility, volume or investment opportunity 

measures. The analysts’ forecast measures have no significant relation with the stock 
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returns.  

The performance of the number of analysts following is not consistent throughout 

our study. It is positively correlated to the adverse selection component which means 

the presence of greater analysts following is associated with higher information 

asymmetry. It follows that the number of analysts should have a positive impact on 

stock returns. Nevertheless, the number of analysts is negative related to the stock 

returns in the regression. The inverse relation could be caused by the greater 

competition among security analysts who try to make profit from private information 

of stocks and that may reduce the overall level of adverse selection risk.   

Although several information asymmetry proxies act as competent determinants 

of stock returns, we cannot conclusively put forward a consistent and robust measure 

across quarters. Their relations with the stock returns  are mostly as expected, but they 

are not always consistent and their significance varies from quarter to quarter. For 

example, the adverse selection component is insignificant in every quarter regression, 

but is significant for the whole period. The inconsistent results suggest that these 

information asymmetry measures may have diverse performance with regard to 

different periods. 

The remainder of this paper is organized as follows. Section 2 constructs the 

measures of information asymmetry. Section 3 discusses sample criterion and 
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descriptive statistics. Section 4 performs empirical analysis and presents the results. 

Section 5 concludes the paper.  

 


