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DETERMINANTS OF STOCK MARKET LIQUIDITY. THE
QUANTIFIABLE EFFECTS OF PSYCHIC DISTANCE STIMULI

ANDREI DIMCEA

Abstract. Our study aims to narrow the existing gap in the academic literature on cultural
determinants of stock market liquidity by addressing the problem through a completely new
lens - that of the international investor�s point of view. To do this, we resort to bringing
together the �nancial and psychological concepts and use a proxy that can measure the
perception an individual investor has upon the di¤erences between his/her home country
and other countries.The motivation behind this decision is as follows: despite there being a
vast majority of studies analyzing the cross-country cultural distance e¤ects upon the stock
market liquidity, they only resume to describing those e¤ects through the perspective of the
domestic investor. We decided to go one step further and employ a proxy to capture the
e¤ects of the di¤erence between the home country and the target country upon an investor�s
decisions to trade internationally, which in turn, can a¤ect the overall liquidity of the stock
market in the target country. This proxy is called "psychic distance stimuli" and was �rst
measured and used by Douglas Dow. We performed the analysis on a rather extensive sample
of 21 developed and 24 developing countries, spanning an interval of 22 years, beginning in
1996. The results con�rm our hypothesis that the measure of psychic distance plays a
signi�cant role in explaining the liquidity of the stock market in the target country.

1. Introduction

The last �nancial crisis has shown us once again, the importance of stock markets and the role
they play in the global economy. Unfortunately, it did so by highlighting the biggest weaknesses
of the stock markets. One such weakness being stock market liquidity. Academic literature
de�nes it as the possibility of an investor to exit the market in the shortest amount of time
with the least possible loss at any given moment. A characteristic that has been an important
precondition for all existent stock markets. Furthermore, the importance of this characteristic
has risen dramatically since globalization intensi�ed. Now, more and more investors turn their
gaze toward markets with higher liquidity.
Stock market liquidity and its determinant are, by far, the most important topics of the

last decade. Investors, politicians, and academia alike have asked themselves: Why is liquidity
drying up?
There is a large pool of academic literature examining the macro-level determinants and the

�dry up�mechanics of the stock market liquidity through either the �supply-side factors�or the
�demand side factors�perspective. Existing literature documents that macroeconomic variables,
stock-exchange trading rules, investor-protection rules, information environment, market mi-
crostructure issues, and �rm-speci�c characteristics are possible sources of variation in liquidity
(Debata, Dash and Mahakud 2017, 124)
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Nonetheless, a new trend in analyzing this subject through the individual investor�s perspec-
tive has emerged. This study implies diverging away from some classical �nancial concepts into
a more transdisciplinary network and borrowing some instruments from areas such as psychol-
ogy, sociology, management, and international business studies. The research question becomes:
�How does the investor�s sentiment (Debata, Dash and Mahakud 2017), religion (Blau 2018),
culture (Tan, Cheong and Zurbruegg 2019), or genotype in�uence the stock market liquidity?�
For the past several years, studies that analyze the cultural impact on the decision-making

process have gained an extraordinary resonance, be it at the individual level (Grinblatt and
Keloharju 2001, Guiso, Sapienza and Zingales 2008, Chui, Titman and Wei 2010, Siegel, Licht
and Schwartz 2011, Eun, Wang and Xiao 2015), company level (Giannetti and Yafeh 2012,
Shao, Kwok and Guedhami 2010, Li, et al. 2013, Ahern, Daminelli and Fracassi 2015), or
country level (Stulz and Williamson 2003, Kwok and Tadesse 2006, Aggarwal and Goodell
2014, Gorodichenko and Roland 2011).
In one of their more recent studies Aggarwal and Goodell (2014) argue that culture can

in�uence �nancial decision-making through beliefs or values that in�uence individual agents�
perceptions, preferences, and behaviors. As a result, culture ultimately a¤ects utilities of �nan-
cial choices both at the individual level and, if frictions are present, at the �rm and national
levels.
One way culture has been incorporated in �nancial models is through a proxy that quanti�ed

the di¤erence between two nations, those di¤erences being incorporated in the �cultural dis-
tance�variable. The usual proxy for �cultural distance�is a composite index of the N cultural
dimensions characteristic of the country analyzed.
The Psychic distance concept is a fairly similar concept to cultural distance, although quite

more complex. According to Johanson & Wiedersheim-Paul, (1975), unlike cultural distance,
psychic distance refers to �factors preventing or disturbing the �ows of information between �rm
and market�. The same authors list �di¤erences in language, culture, political systems, level of
education, level of industrial development, etc.� (Johanson and Wiedersheim-Paul 1975) as a
few examples of such factors. According to Blomkvist and Drogendijk (2013), these factors are
assumed to increase uncertainty and the likelihood of misinterpreting information, in�uencing,
directly or indirectly, investor�s decision to enter a certain stock market.
Although such a decision would be �rstly determined by the existence/appearance of a pro�t-

bearing opportunity, there are many instances of investors leaving such opportunities due to
factors that feed their aversion to risk.
In this article, we want to isolate some of those factors using psychic distance. We�ve struc-

tured the article into three parts. Section 1 of the article goes into detail with some literature
review on the topic of stock market liquidity, as well as presents some hypotheses of how psychic
distance can in�uence it. Section 2 is a concise presentation of our model speci�cation, going
into detail about variable selection and estimation; whereas in the third and last section we will
present the regression results, �ndings, and some conclusions regarding this study. We will also
state some further research directions there.

2. Literature review

Psychic distance is a rather new concept for Empirical Finance, nonetheless, it is one of the
most cited constructs in the �eld of International Business Studies, being extensively used by
academics in their studies to explain: �the decision to export�, �market selection decisions�,
�entry mode choices�, �international performance�, �the degree of adaptation in foreign mar-
kets�and others.
Moreover, Cho and Padmanabhan (2005) highlight that �Since Hofstede (1980) developed

his famous dimensions to measure cultural distance, researchers (. . . ) have used it extensively
in attempting to explain di¤erences in performance, strategies, etc. across countries, almost to
the point that no international business study can be considered complete unless there is an
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explicit variable controlling for cultural distance.�. As far as we know though, this concept has
barely ever been used in �nance.
The �rst-ever mention of psychic distance can be found in the concluding remarks of a 1956

Beckerman study about international trade movements.
The nowadays representation of it, however, was built by researchers from Uppsala University,

as part of a study of companies�internationalization process (Johanson and Wiedersheim-Paul
1975, Johanson and Vahlne 1977). They developed this measure in a pursuit to explain the
export and investment behavior of Swedish �rms with the help of a concept that captured the
perceived distance to foreign markets in the eyes of managers (Blomkvist and Drogendijk 2013).
The authors have de�ned psychic distance as a set of �factors preventing or disturbing

the �ow of information between �rm and market� (Johanson and Wiedersheim-Paul 1975).
According to them, some of those factors are language di¤erences, culture, political system,
educational level, and the level of economic development of the analyzed country. The argument
behind their conclusions was that any of those factors can build up upon investors�uncertainty
regarding the foreign market of interest. Furthermore, it could result in a wrong interpretation
of available information, impeding the company�s international reach. The bigger the psychic
distance to a country, the lesser the probability of the company investing in this country.
To measure the various types of psychic distance stimuli, Dow & Karunaratna (2006) have

adopted six scales:

� Di¤erences in language and religion between countries were measured using three items.
The �rst item is a �ve-point scale indicating the �distance�between the major languages
and religions of each country using a hierarchy of languages and religions (Dow and
Karunaratna 2006). The second and third items are �ve-point scales indicating the
proportion of the population who speak (or are adherents of) one of the other country�s
major languages (or religions). E.g. the proportion of Americans who speak Japanese
and the proportion of Japanese people who speak English.

� Di¤erences in levels of education and degree of industrialization were measured using
three and nine-item scales respectively. For these two instruments, Dow & Karunaratna
(2006) used data from the United Nations (UN, 1995, UN, 1995).

� To quantify di¤erences in the degree of democracy, a four-item instrument was em-
ployed, combining scales from Henisz (2000), Gleditsch (2003), and Freedom House
(2000).

To incorporate the remaining aspects of di¤erences in political systems, Beck et al�s (2001)
scale of political ideology is employed. It measures the extent to which the government in power
is biased toward socialist policies. Whereas to quantify the cultural di¤erences, most other
studies use one of the subsequent four datasets: Hofstede (2001), Schwartz (2006), GLOBE
(2016) & World Values Survey (2014). We use Hofstede�s measures as a proxy for cultural
distance.
A signi�cant di¤erence between our paper and the studies presented above is that we did

not include cultural distance in the composite index for psychic distance, we did so to highlight
the individual e¤ects of psychic and cultural distances on stock market liquidity.
The globalization of capital markets provides a bridge between �nancial markets of indus-

trialized countries and emerging economies, encouraging international trading of assets such as
bonds, shares, and currencies between governments, banks, companies, and markets (Lee and
Chou 2018). A study by Levine and Zervos (1996) shows that �nancial liberalization leads to
an increase in stock market liquidity; additionally, Levine (2005) suggests that despite the exis-
tence of signi�cant di¤erences in �nancial market development across countries, due to capital
market globalization emerging economies can obtain funds at substantially lower costs in the
global capital market. As such, emerging economies can accumulate capital, and increase the
size and liquidity of their local �nancial markets, unless, of course, those capital movements are
prevented or disturbed by the set of factors we call psychic distance.
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Although at �rst, it was a speci�c measure that only quanti�ed an individual�s perception
regarding the distance between two countries, with time it was adapted to be used in country-
level studies. It is increasingly used to explain company behavior regarding entry-mode choice
(Dow and Larimo 2009), trade �ow (Stöttinger and Schlegelmilch 1998, Dow and Karunaratna
2006), market selection (Dow 2000, Brewer 2007), or FDI (Barkema, Bell and Pennings 1996).
Bouncing back to the main focus of this study, we shall ask ourselves: What are the factors

and tools through which psychic distance could in�uence stock market liquidity?

� The di¤erences in culture, language, and educational backgrounds of two focus groups
(economies) will result in higher costs of informational exchange between the two, in-
creasing the probability of miss-interpretation (Boyacigiller 1990); a characteristic that
will, on the one hand, a¤ect the know-how transfer between them (impeding the de-
velopment of stock markets), and, on the other hand, corrupt the �ow of �nancial
information from the market towards the investor (diminishing the volume of interna-
tional investments);

� Moreover, some cultural di¤erences we have mentioned before may decrease the trust
level between investors belonging to di¤erent markets. Guiso et al. (2008) speak of an
investor�s trust, showing that an investor�s conviction that he might get conned has a
direct in�uence over his willingness to enter a market or buy a security.

Although with some empirical evidence behind them, the theories listed before are to us
some hypotheses we are willing to test in the third part of this paper.

3. Data description and variables definitions

This section of the paper presents information about databases used, sample building, and
variables construction.

3.1. Data sources and screens. We began by obtaining daily closing prices and dollar trading
volumes for 20,850 stocks from 45 countries for a period of 22 years (1996-2017), using the
Thomson Reuters Datastream platform. Our �nal sample totaling to 990 country-year pairs.
Out of the original 45 countries (Karolyi, Lee and van Dijk 2012), 21 are developed (Australia,

Austria, Belgium, Canada, Denmark, Finland, France, Germany, Hong Kong, Ireland, Italy,
Japan, the Netherlands, New Zeeland, Norway, Singapore, Spain, Sweden, Switzerland, the
UK, and the USA), and 24 are emerging economies (Argentina, Brazil, Chile, China, Columbia,
Hungary, India, Indonesia, Israel, South Korea, Malaysia, Mexico, Pakistan, Peru, Philippine,
Poland, Portugal, Russia, South Africa, Sri Lanka, Taiwan, Thailand, Turkey, and Venezuela).
Our preference for countries and the time frame is given by data availability and compara-

bility. The following screens were used to clean the originally downloaded data:
(1) We use only ordinary stocks, traded in the local currency and listed on the main exchange

in each country.
(2) We include both active and dead stocks.
(3) Days on which 90% or more of the stocks in a given exchange have zero returns are

excluded.
(4) Following Ince and Porter (2006), to clean the data for outliers, we deleted daily rentabil-

ities exceeding 200%, and the rentabilities that satisfy the following condition �(1+ ri;d) � (1+
ri;d�1) � 1 � 50%, where ri;d is the rentability of stock I on day d, ri;d and/or ri;d�1 bigger
than 100% were also screened out of our sample.

3.2. Stock market liquidity. Although the concept of stock market liquidity is as old as
empirical �nance, it has always been elusive to measure or account for. There is a large pool of
proposed proxies to choose from, that are used widely by researchers, analysts, investors, and
other parties alike. Nevertheless, each of those measures comes with a list of advantages and
disadvantages, building upon the reason there is no universally accepted measure of liquidity.
In a study from 2005, Lesmond tests �ve liquidity measures for e¢ ciency on a sample of 31
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emerging countries. He argues that LOT from Lesmond et al. (1999) and a measure by
Roll (1984) are best for depicting liquidity variation between countries, whereas LOT and
Amihud�s ILLIQ (2002) are best for country-speci�c studies. Marshall et al. (2013) studied
which liquidity proxy is best for developing countries by calculating correlations and mean
squared errors between the liquidity benchmark and its proxies. The Gibbs estimated measure
(Hasbrouck 2004, 2009) and Amihud (2002) have the highest correlation coe¢ cients with the
benchmark. The FHT proxy, by Fong et al. (2017) has the least average of squared residuals,
which makes it the best estimator for transaction costs.
Keeping in mind the di¢ culty of calculating liquidity measures on intraday data Fong et al.

(2017) have examined which low-frequency liquidity proxy is the best for global-level studies.
The authors used three performance parameters (average cross-section correlation, time corre-
lation, and average squared errors) and simulated a race of monthly and daily liquidity proxies
against �ve benchmarks (e¤ective percentage spread, quoted percentage spread, realized per-
centage spread, lambda coe¢ cient, and the percentage price impact). Their results show that
the percentage spread from Chung & Zhang (2014) is the best cost-percentage spread of liquid-
ity for both daily and monthly estimations for global studies, although the maximum-minimum
measure from Corwin & Schultz (2014) proved to be the best at quantifying realized percentage
spread.
Amihud�s measure is the best proxy for analyzing price impact. In the case of studies on

emerging markets, LOT and Roll measures are better than Amihud�s ILLIQ and turnover in
measuring inter-country variations.
In more recent studies, Chung & Zhang (2014), have considered Amihud�s measure as the

best percentage-cost proxy of liquidity for global studies, at a daily level and monthly level
alike. To sum up, analyzing the existing liquidity measures and taking into consideration the
advantages and disadvantages of each of them, we chose to work with Amihud�s ILLIQ measure
as being best suited for our study.
In 2002, Amihud developed an illiquidity measure which can be de�ned as a ratio between

the absolute value of daily stock rentability and the dollar trading volume for the day t. For
given security i in the month m Amihud�s ILLIQ measure can be calculated as follows:

Illiqi;m =
1

Ni;m

Ni;mX
t�1

jRi;t;mj
V oli;t;m

(1)

where Ni;m is the number of days with a positive trading volume of the stock i in the month
m, jRi;t;mj is the absolute value of daily rentabilities of the stock i in month m, and V oli;t;m is
the dollar-denominated volume for the stock i on the day t of the month m.
This measure is widely used in academic literature, being deemed as one of the most e¢ cient

low-frequency measures of liquidity (Acharya and Pedersen 2005, Karolyi, Lee and van Dijk
2012).

3.3. Psychic distance. Just like liquidity, psychic distance is a widely used concept in In-
ternational Business studies. Despite that, until now, there is no generally accepted proxy for
its measurement. Various authors bring critique to its measurement technique (Shenkar 2001),
factors included (Zhao, Luo and Suh 2004)or even the name �psychic distance�as opposed to
�psychic distance stimuli�(Harzing 2002).
We decided to opt for the methodology described by Dow and Karunaratna (2006) as it is the
most recent one and stands against most critiques (Appendix 1). The individual scores for each
of the �ve variables are publicly available (2008) and are subsequently converted into a single
composite index using Kogut and Singh�s (1988) methodology:
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PDi;j =
5X

k=1

 
(Ii;j;k)

2
=Vk

5

!
(2)

Iijk is the distance between countries i and j for the k -th dimension of psychic distance, and
V k is the variance of the k-th dimension of the psychic distance across 120 countries.

3.4. Cultural distance. Cultural distance measures the cultural di¤erences between two coun-
tries or regions. As culture cannot be changed in shorter periods of time, we assume that cultural
characteristics and cultural distance are constant for the time frame of this study. The com-
prehensive cultural distance index (KSI) is used to measure cultural distance. According to the
method proposed by Kogut and Singh (1988), the KSI is based on the four cultural dimensions
identi�ed by Hofstede, and is measured using the following formula :

CDi:j = KSi;j =

4X
d=1

 
(Ii;d � Ij;d)2=V d

4

!
(3)

where KSi;j denotes the cultural distance between country/region i and country/region j ,
Ii;d and Ij;d indicate the values of country/region i and j on cultural dimension d , and V d
denotes the variance of the samples on dimension d .
Country-speci�c cultural dimension scores can be downloaded from Geert Hofstede�s website

(www.geert-hofstede.com). We include the following 4 dimensions in our study: Uncertainty
avoidance, Individualism, Masculinity, and Power Distance. According to Hofstede (2018):
�uncertainty avoidance (UA) is the extent to which the members of a culture feel threatened
by ambiguous or unknown situations�, �Individualism (IDV) is the extent to which people feel
independent, as opposed to being interdependent as members of larger wholes�. �Masculinity
(MAS) is the extent to which the use of force is endorsed socially�, whereas �Power Distance
(PwD) expresses the degree to which the less powerful members of a society accept top-down
decisions and expect that power is distributed unequally�.
This study measures both, the cultural and the psychic distance of each country in compari-

son to the USA. We use the USA as a benchmark because, �rstly it has the biggest and the most
developed stock market, and secondly, it is the country with the most internationally-exposed
investors.

3.5. Control variables. We followed Karolyi and van Dijk, (2012) to control for the country-
level speci�c characteristics, including in our model the following variables: company Her�ndal
index and Industry Her�ndal index to account for market concentration, GDP growth volatility
as a measure of macroeconomic stability, number of stocks and market value to GDP ratio to
quantify for the stock market size, and country�s geographical size, and GDP per Capita as
proxies for the country�s economic potential.
GDP per capita, GDP growth, bank deposits to GDP ratio, number of internet users, and the

Worldwide Governance Indicator of �Rule of Law�were obtained using the database provided
by the World Bank for the period from 1996 until 2017, and were also included as control
variables.
The Rule of Law was de�ned as �re�ected perceptions of the extent to which agents have

con�dence in and abide by the rules of society, and in particular, the quality of contract en-
forcement, property rights, the police, and the courts, as well as the likelihood of crime and
violence�(Glossary 2020).
The Freedom of press index was obtained from the Freedom House website and �assesses the

degree of print, broadcast, and digital media freedom in 199 countries and territories�(Freedom
in the World 2000).
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4. Empirical Results

Our analysis was conducted in two steps, on the one hand using the psychic distance as an
exogenous variable, and on the other hand �cultural distance and its components.
At �rst, we investigate the e¤ects of psychic distance on stock market liquidity.
As it can be seen, regression results are consistent with our hypothesis and build upon our

expectations of psychic distance playing an important role in explaining stock market illiquidity.
The coe¢ cients remain robust after the inclusion of additional control variables such as �nancial
disclosure, rule of law, freedom of the press, the ratio of people with internet access, and the
ratio of bank deposits to the country�s GDP. We follow this by testing our second speci�cation,
adding cultural distance to the model. Contrary to our expectations, the beta coe¢ cient for
cultural distance is insigni�cant, and we can see a sign-reversal in opposition to psychic distance;
a result which is inconclusive with the �ndings of Zhou & Guillèn (2015), and Eun et al. (2015).

Table 2. Regression results of psychic distance on market illiquidity
(1) (2) (3) (4) (5) (6) (7)

PD 0.0097*** 0.0100*** 0.0126*** 0.0091*** 0.0090** 0.0125*** 0.0093**
(2.65) (2.68) (3.28) (3.01) (2.42) (3.05) (2.45)

CD -0.0023
(-0.55)

dep/GDP 0.00002
(0.43)

Fin_discl 0.0742*
(1.92)

Rul_law -0.0037
(-1.04)

Fr_pres -0.0004
(-1.44)

Int_usr% -0.00007
(0.41)

Ihhi 0.0061 0.0063 0.0349 0.0147 0.0080 0.0022 0.0013
(0.24) (0.25) (1.49) (0.67) (0.33) (0.008) (0.04)

Fhhi -0.0051 -0.0067 -0.0224 -0.0163 -0.0065 0.0026 0.00006
(-0.33) (-0.46) (-1.59) (-1.36) (-0.46) (0.16) (0.00)

ln(#cmp) 0.0037 0.0037 0.0067 -0.0028 0.0036 0.0049 0.0041
(0.91) (0.92) (1.49) (-0.68) (0.86) (1.22) (0.95)

GDP vol -0.0075** -0.0071* -0.0102** -0.0089** -0.0087** -0.0057 -0.0072**
(-2.02) (-1.93) (-2.38) (-2.44) (-2.22) (-1.41) (-1.97)

CB/GDP -0.00007* -0.00007* -0.00007* -0.00007* -0.00006* 0.00008* -0.00006*
(-1.84) (-1.83) (-1.86) (-1.80) (-1.78) (-1.78) (-1.84)

ln(g_size) -0.0054*** -0.0057*** -0.0047** -0.0032* -0.0053*** -0.0062*** -0.0061***
(-3.29) (-3.26) (-2.57) (-1.83) (-3.18) (-3.15) (-2.82)

Overall R2 0.2982 0.3031 0.4463 0.3706 0.2980 0.3462 0.3155
Note: As some variables in our model are time-invariant, we use a random-e¤ects model. Figures in
parenthesis are t- statistics. ***, **, * denote statistical signi�cance at the 1%, 5%, and 10% level,

respectively.

Despite the betas for control variables being insigni�cant, their sign is in line with our
expectations. Speaking of the bank deposits to GDP ratio, we see a positive dependency between
it and our dependent variable; as such the higher the ratio the lower is the country�s stock market
liquidity. Rule of law and freedom of the press have a negative impact on illiquidity, which is
in line with our hypothesis that the more powerful are the press and the law of a country,
the more liquid would its stock market be. Additionally, the variables meant to control for
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a country�s development level have a positive impact on the trading intensity and as such, on
stock market liquidity. Contrary to our expectations, the beta coe¢ cient for �nancial disclosure
has a positive sign, implying that better disclosure would lead to lower market liquidity. This
anomaly could be potentially explained by the heterogeneity of our pool sample, as �nancial
disclosure does indeed have di¤erent e¤ects on developed and emerging countries. Things are
not so simple concerning GDP growth volatility. Although we are expecting that higher levels
of macroeconomic stability would lead to higher market liquidity, it could potentially be the
macroeconomic instability that pushes trading volumes and makes investors constantly adjust
their investment portfolios, driving liquidity up.
The second step of this analysis is meant to shed some light on the unexpected coe¢ cient

sign for the cultural distance we obtained while regressing the �rst model.
So, to focus on cultural distance, we decided to isolate psychic distance away from our re-

gression. New regression results are presented in Table 3. Cultural distance plays an important
role in explaining market liquidity, nonetheless, the coe¢ cient�s sign is negative, contrary to
our expectations. There could be several explanations for this phenomenon. Firstly, maybe the
US is not the best benchmark for calculating cultural distance as it is a rather heterogeneous
culture in itself, with not so much history de�ning it through time, and secondly, there could be
some critiques of the methodology behind the composite index that measures cultural distance.

Table 3. Regression results of cultural dimensions on market illiquidity
(1) (2) (3) (4) (5)

CD -0.0101**
(-2.13)

IDV 0.006**
(2.15)

UAI -0.0003*
(-1.80)

MAS -0.0005
(-0.35)

PwD -0.00016
(-0.73)

LnGDP/cap -0.02823*** -0.0314*** -0.0238*** -0.0242*** -0.0257***
(-3.63) (-3.65) (-3.72) (-3.44) (-3.02)

ihhi -0.0239 -0.0376 -0.0184 -0.0198 -0.0212
(-0.86) (-1.31) (-0.59) (-0.68) (-0.72)

fhhi 0.0316* 0.0428** 0.0293 0.0304 0.0323*
(1.87) (2.22) (1.47) (1.63) (1.71)

Ln(#comp) 00051 0.0063 0.0036 0.0056 0.0062
(1.26) (1.50) (0.96) (0.1.21) (1.25)

GDP grwth vol -0.0043* -0.0021 -0.0072** -0.0063* -0.0057*
(-1.65) (-0.80) (-2.27) (-1.72) (-1.74)

MV/GDP -0.00006* -0.00005* -0.00007* -0.00006* 0.00006*
(-1.78) (-1.74) (-1.79) (-1.78) (-1.78)

Ln( size) -0.0076*** -0.0073*** -0.0052*** -0.0060*** -0.0061***
(-4.10) (-4.26) (-3.22) (-3.69) (-3.53)

Overall R2 0.4670 0.4993 0.4517 0.4151 0.3462
Note: As some variables in our model are time-invariant, we use a random-e¤ects model. Figures in
parenthesis are t-statistics. ***, **, * denote statistical signi�cance at the 1%, 5%, and 10% level,

respectively

To research this sign reversal, we decided to decompose the cultural distance index into its
components and run separate regressions for each of them. Re-running a regression for each of
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the cultural dimension�s components brings us interesting results. Speci�cations 3 to 5 which
used Uncertainty Avoidance, Masculinity, and Power Distance have a negative coe¢ cient sign,
however, the only signi�cant one is uncertainty avoidance. This �nding is rather intuitive, as
the higher the uncertainty avoidance between market participants, the more willing they are
to abandon/change their position when changes occur, thus increasing trading volumes, and
market liquidity. The beta coe¢ cient for Individualism is signi�cant and positive. This �nding
is contrary to our expectations (Chui, Titman and Wei 2010, Tan, Cheong and Zurbruegg 2019,
Ma, Anderson and Marshall 2019). One explanation of this could be that individualist investors
tend to focus more on privately held information, being over-con�dent in their knowledge, and
could potentially ignore some market-wide signals. More research is required to con�rm this
hypothesis.
Overall, our �ndings are somewhat consistent with the academic literature in International

Business, nonetheless, it is hard to draw conclusions in regards to the Financial area, as there
haven�t been any other studies analyzing the potential e¤ect of psychic distance on the stock
market liquidity.

5. Conclusion and Future Research

In his pursuit to diversify the portfolio, the nowadays investor, be he a retail or institutional
one, seeks to expand his reach by going beyond his home country�s borders. When choosing a
market he will enter, the investor�s decision is mainly de�ned by the following two factors: the
macroeconomic context and his subjective perception of the country. There are certain stimuli
behind the perception formation process as �rst de�ned in International Business Studies by
Johanson and Vahlne (1977). In fact, those stimuli represent di¤erences in culture, language,
religion, education, political system, industrial development, and other factors such as colonial
links and even time zones. Altogether, those di¤erences are used to construct a composite index
called psychic distance, meant to measure an individual�s perception of the distance/di¤erences
between his home country and another country of interest.
Despite, this concept being widely used for over forty years in International Business Studies,

to explain market selection decisions, international performance, the decision to export, entry
mode choices, and a variety of other international phenomena, to our knowledge, we are the
�rst to incorporate psychic distance as an exogenous variable in a stock market study.
Our �ndings are consistent with the research hypothesis. The regression results con�rm

that the higher the psychic distance of a country from the US, the less liquid is its stock
market. The results remain robust even after controlling for market size, economic potential,
macroeconomic stability, and market concentration. One reason behind this relationship is that
the higher the value for psychic distance, the slower the know-how transfer between the country
of origin (the USA) and the target country occurs. Another reason could be that the bigger the
psychic distance between the origin and target country, the higher the costs for obtaining and
interpreting information, leading to rising transaction costs. Moreover, the di¤erences between
countries�culture, language, education, and religion could diminish investors�trust levels and,
potentially, increase the likelihood of misinterpreting information.
We would like to further extend this study through the inclusion of additional variables,

such as institutional ownership, ethnic fractionalization, and other factors that could in�uence
individuals�perceptions of target countries.
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6. Appendix 1. Psychic distance stimuli measurements. (Based on Dow and
Karunaratna (2006))

Indicators
Language distance
Distance between major languages of countries
Incidence of i�s major language in j
Incidence of j�s major language in i
Distance between religions
Distance between major religions
Incidence of i�s major religion in j
Incidence of j�s major religion in i
Industrialization distance
Di¤erence in GDP per capita between countries
Di¤erence in energy consumption (equiv. kilogram coal per capita) between countries
Di¤erence in cars per 1,000 people between countries
Di¤erence in percentage of non-agricultural labour between countries
Di¤erence in percentage of urban population between countries
Di¤erence in newspapers per 1,000 people between countries
Di¤erence in radios per 1,000 people between countries
Di¤erence in phones per 1,000 people between countries
Di¤erence in TV per 1,000 people between countries
Educational distance
Di¤erence in percentage of adult literacy between countries
Di¤erence in percentage in second-level education between countries
Di¤erence in percentage in third-level education between countries
Democratic distance
Di¤erence in POLCON between countries
Di¤erence in Modif POLITY IV between countries
Di¤erence in Freedom House Political Rights between countries
Di¤erence in Freedom House Civil Liberties between countries

7. Appendix 2. Summary statistics



DETERMINANTS OF STOCK MARKET LIQUIDITY 119

C
o
u
n
tr
y

#
co
m
p
a
n
y

il
ic
h

P
sy
ch
ic
_
d
is
t

C
u
lt
_
d
is
t

tr
u
st

ih
h
i

fh
h
i

D
is
cr
eq

g
o
v
_
co
rr

G
D
P
p
er
ca
p
it
a

C
B
/
G
D
P

d
ep
o
si
t
%
G
D
P

in
te
rn
et
u
se
rs
%

A
rg
en
ti
n
a

5
7

0
.0
0
7
2

3
.0
1
4

2
.5
1
9

0
.2
0

0
.3
9

0
.0
0

0
.5
0

9
1
.7
5

9
,1
9
4

1
5
.8
3

1
8
.8
4

3
0
.8
2

A
u
st
ra
li
a

1
3
5
7

0
.0
3
4
7

2
.7
3
1

0
.2
3
8

0
.4
5

0
.4
0

0
.2
8

0
.7
5

1
8
9
.6
8

4
9
,0
3
7

1
0
3
.5
4

7
8
.0
5

6
2
.8
8

A
u
st
ri
a

5
2

0
.0
0
7
8

1
.3
5
4

2
.3
7
1

0
.3
3

0
.2
0

0
.0
3

0
.2
5

1
8
6
.1
8

4
4
,8
2
3

2
5
.7
0

7
3
.0
0

5
6
.8
4

B
el
g
iu
m

1
0
2

0
.0
1
0
9

1
.0
8
7

2
.4
0
7

0
.3
1

0
.4
1

0
.1
0

0
.4
2

1
8
2
.6
3

4
2
,4
0
8

6
7
.5
5

9
1
.5
6

5
5
.4
6

B
ra
zi
l

2
3
9

0
.0
2
0
0

4
.3
0
8

2
.8
8
1

0
.0
6

0
.2
5

0
.0
0

0
.2
5

1
0
4
.2
5

1
0
,0
5
9

4
8
.5
0

4
5
.6
1

2
8
.8
1

C
a
n
a
d
a

7
2
9

0
.0
2
1
8

3
.0
5
1

0
.6
8
8

0
.4
4

0
.4
2

0
.3
9

0
.9
2

1
9
0
.7
8

4
6
,2
5
8

1
2
5
.3
2

1
0
8
.4
6

6
6
.0
0

C
h
il
e

1
0
7

0
.0
0
5
3

3
.2
5
5

3
.8
0
3

0
.2
0

0
.2
2

0
.0
1

0
.5
8

1
7
4
.4
1

1
1
,8
4
4

9
8
.7
6

4
4
.8
7

3
6
.9
1

C
h
in
a

1
5
5
1

0
.0
0
0
1

9
.5
1
6

3
.4
5
1

0
.5
4

0
.4
0

0
.0
0

0
.3
8

9
8
.5
7

3
,6
8
6

5
4
.0
6

2
1
.6
5

C
o
lo
m
b
ia

3
0

0
.0
0
2
6

4
.2
6
7

3
.6
5
2

0
.1
2

0
.2
4

0
.0
4

0
.4
2

1
0
0
.6
5

5
,8
7
7

4
7
.3
6

1
9
.5
4

2
4
.5
5

D
en
m
a
rk

1
1
8

0
.0
0
5
3

0
.6
3
8

2
.9
3
3

0
.5
9

0
.2
3

0
.0
2

0
.5
8

1
9
8
.7
1

5
7
,4
8
9

5
3
.4
7

5
2
.9
4

7
0
.5
5

F
in
la
n
d

1
0
6

0
.0
0
5
8

0
.6
1
6

2
.2
6
9

0
.5
6

0
.2
0

0
.0
3

0
.5
0

1
9
7
.8
9

4
3
,5
8
9

1
2
8
.0
3

5
4
.3
6

6
7
.4
8

F
ra
n
ce

5
3
1

0
.0
1
2
5

0
.5
9
9

2
.4
6
2

0
.2
2

0
.1
8

0
.0
2

0
.7
5

1
7
9
.8
1

3
9
,7
6
1

7
6
.9
2

6
9
.1
1

5
0
.2
9

G
er
m
a
n
y

3
6
7

0
.0
0
9
8

1
.2
0
8

1
.2
8
8

0
.3
4

0
.1
5

0
.0
1

0
.4
2

1
8
5
.7
7

4
0
,7
7
5

4
6
.1
2

6
9
.9
6

5
9
.7
3

H
o
n
g
K
o
n
g

1
1
2
0

0
.0
1
0
8

3
.0
5
1

3
.0
3
4

0
.4
1

0
.1
6

0
.0
0

0
.9
2

1
8
9
.3
0

2
9
,0
5
8

7
3
1
.2
3

2
5
6
.9
0

5
5
.4
9

H
u
n
g
a
ry

2
9

0
.0
3
0
0

1
.9
7
0

2
.0
9
2

0
.2
7

0
.5
4

0
.0
0

0
.4
8

1
4
1
.5
6

1
2
,5
0
9

2
0
.6
1

4
2
.0
6

4
2
.8
8

In
d
ia

1
4
3
5

0
.3
1
3
7

8
.5
2
2

2
.4
4
3

0
.3
5

0
.1
7

0
.0
2

0
.9
2

9
4
.7
1

1
,1
5
6

7
7
.0
3

5
1
.7
9

8
.2
6

In
d
o
n
es
ia

4
1
8

0
.0
4
1
5

8
.0
5
3

3
.6
3
6

0
.4
6

0
.2
2

0
.0
0

0
.5
0

7
4
.9
4

2
,8
6
4

3
4
.3
8

3
4
.8
2

8
.6
1

Ir
el
a
n
d

2
5

0
.0
1
9
2

4
.2
4
7

1
.3
9
9

0
.4
1

0
.2
8

0
.0
8

0
.6
7

1
8
1
.7
2

4
9
,7
3
0

5
2
.9
0

8
0
.1
5

4
9
.5
3

Is
ra
el

3
6
9

0
.0
2
0
0

2
.9
2
7

2
.5
4
5

0
.2
3

0
.1
7

0
.0
1

0
.6
7

1
6
4
.9
5

2
9
,1
7
6

6
5
.8
8

7
5
.0
3

4
2
.8
8

It
a
ly

2
1
3

0
.0
0
1
1

0
.8
4
1

1
.4
9
2

0
.3
2

0
.1
9

0
.0
6

0
.6
7

1
3
0
.4
0

3
5
,6
2
1

3
8
.2
4

6
1
.2
4

3
7
.6
7

J
a
p
a
n

3
2
6
5

0
.0
0
1
5

0
.6
2
3

3
.2
1
4

0
.4
2

0
.1
6

0
.0
0

0
.7
5

1
8
0
.4
9

4
4
,1
9
0

7
6
.8
0

2
0
0
.7
7

6
0
.3
1

K
o
re
a
,
R
ep
.

7
0
8

0
.0
0
1
3

1
.2
9
7

3
.6
7
4

0
.3
2

0
.1
5

0
.0
2

0
.7
5

1
5
2
.4
5

1
9
,4
5
4

6
8
.1
5

6
7
.8
8

6
4
.9
6

M
a
la
y
si
a

8
4
3

0
.0
1
6
2

4
.1
9
0

3
.9
8
0

0
.1
4

0
.0
2

0
.9
2

1
4
3
.0
2

8
,5
0
3

1
4
3
.7
3

1
0
9
.8
7

4
4
.6
1

M
ex
ic
o

1
0
6

0
.0
1
2
8

4
.9
1
2

3
.4
4
7

0
.2
4

0
.2
1

0
.0
0

0
.5
8

1
0
1
.2
2

9
,0
7
8

2
9
.5
6

2
3
.0
9

2
4
.4
2

N
et
h
er
la
n
d
s

8
6

0
.0
0
4
4

0
.5
0
0

2
.5
4
8

0
.5
1

0
.4
1

0
.0
2

0
.5
0

1
7
7
.4
7

4
8
,2
5
4

9
9
.0
0

8
8
.8
8

6
9
.8
3

N
ew

Z
ea
la
n
d

9
8

0
.0
1
6
2

3
.3
1
0

1
.1
1
6

0
.5
0

0
.1
6

0
.0
0

0
.6
7

1
9
5
.3
1

3
2
,6
3
1

3
7
.2
2

8
2
.5
4

6
4
.1
2

N
o
rw
a
y

1
2
6

0
.0
0
4
9

0
.6
1
2

2
.9
7
1

0
.6
6

0
.2
0

0
.0
3

0
.5
8

1
9
4
.6
6

8
5
,9
5
0

5
0
.6
2

5
1
.2
2

7
4
.7
0

P
a
k
is
ta
n

2
3
6

0
.0
9
6
6

9
.3
7
3

3
.3
7
6

0
.2
7

0
.1
9

0
.0
3

0
.5
8

4
7
.0
4

9
8
5

2
2
.5
9

2
8
.8
5

6
.8
7

P
er
u

5
0

0
.0
0
9
4

5
.3
9
4

3
.7
7
9

4
,4
3
2

3
7
.2
9

2
2
.6
2



120 ANDREI DIMCEA
C
o
u
n
tr
y

#
co
m
p
a
n
y

il
ic
h

P
sy
ch
ic
_
d
is
t

C
u
lt
_
d
is
t

tr
u
st

ih
h
i

fh
h
i

D
is
cr
eq

g
o
v
_
co
rr

G
D
P
p
er
ca
p
it
a

C
B
/
G
D
P

d
ep
o
si
t
%
G
D
P

in
te
rn
et
u
se
rs
%

P
h
il
ip
p
in
es

2
2
3

0
.0
8
6
7

5
.6
7
9

3
.4
1
4

0
.1
7

0
.0
1

0
.8
3

8
6
.8
9

2
,0
0
3

5
8
.6
3

4
9
.6
5

1
8
.6
9

P
o
la
n
d

4
7
9

0
.0
2
8
5

2
.6
9
9

2
.6
6
1

0
.2
3

0
.2
4

0
.0
0

0
.4
7

1
4
0
.0
0

1
1
,0
4
7

2
6
.1
6

3
9
.9
9

4
0
.2
8

P
o
rt
u
g
a
l

4
0

0
.0
3
8
1

1
.7
9
6

4
.0
2
5

0
.1
7

0
.2
0

0
.0
4

0
.4
2

1
6
3
.7
2

2
1
,6
4
2

3
6
.3
4

8
1
.4
3

3
9
.2
6

R
u
ss
ia
n
F
ed
er
a
ti
o
n

1
4
6

0
.0
3
5
5

2
.6
3
3

4
.0
2
8

0
.2
8

9
,1
4
1

4
1
.0
2

2
5
.5
1

3
0
.0
0

S
in
g
a
p
o
re

4
9
2

0
.0
2
7
4

4
.1
5
9

3
.6
8
4

0
.1
5

0
.2
6

0
.0
5

1
.0
0

1
9
6
.9
6

4
1
,5
2
1

1
9
9
.4
1

1
0
4
.6
0

S
o
u
th

A
fr
ic
a

2
3
2

0
.0
3
0
5

4
.9
4
7

1
.1
2
8

0
.2
0

0
.1
6

0
.0
0

0
.8
3

1
2
9
.6
6

6
,7
3
0

2
1
2
.7
1

5
3
.5
9

2
0
.0
7

S
p
a
in

1
1
4

0
.0
0
0
9

1
.7
3
0

2
.6
3
3

0
.3
3

0
.5
3

0
.4
3

0
.5
0

1
6
3
.2
0

2
9
,6
4
3

7
4
.8
3

8
1
.5
4

4
6
.4
3

S
ri
L
a
n
k
a

2
4
3

0
.1
2
5
2

5
.3
0
5

2
.4
4
3

0
.1
7

0
.1
1

0
.7
5

9
7
.0
8

2
,5
0
8

2
0
.5
3

2
8
.8
7

9
.9
2

S
w
ed
en

3
2
7

0
.0
0
9
0

0
.4
0
7

3
.2
3
9

0
.6
3

0
.1
8

0
.0
2

0
.5
8

1
9
5
.9
6

4
9
,2
4
8

1
0
0
.7
7

5
1
.2
4

7
3
.3
7

S
w
it
ze
rl
a
n
d

1
6
0

0
.0
0
1
9

0
.6
8
0

1
.1
2
2

0
.4
4

0
.1
3

0
.0
1

0
.6
7

1
9
5
.2
6

7
1
,3
3
0

2
1
3
.1
5

1
3
1
.1
4

6
6
.2
2

T
a
iw
a
n

8
4
1

0
.0
0
1
3

1
.8
3
3

5
.4
5
9

0
.3
1

0
.0
2

0
.7
5

1
5
9
.3
1

T
h
a
il
a
n
d

5
7
7

0
.0
3
6
5

5
.2
5
9

3
.4
6
1

0
.4
2

0
.2
3

0
.0
8

0
.9
2

1
0
8
.2
2

4
,5
6
3

6
5
.0
6

9
6
.8
6

1
8
.5
2

T
u
rk
ey

3
5
9

0
.0
0
2
5

4
.8
0
9

3
.0
9
0

0
.1
1

0
.2
0

0
.0
5

0
.5
0

1
1
9
.5
5

1
0
,3
6
0

2
6
.4
7

3
5
.5
5

2
6
.6
4

U
K

1
0
7
9

0
.0
0
3
3

3
.5
8
0

0
.3
8
1

0
.3
6

0
.1
9

0
.0
4

0
.8
3

1
8
5
.9
1

3
8
,2
9
9

1
2
7
.2
4

6
3
.1
9

U
S
A

1
0
5
1

0
.0
0
0
0

0
.0
0
0

0
.4
1

0
.1
2

0
.0
2

1
.0
0

1
8
0
.4
0

4
7
,5
5
9

1
2
8
.6
8

7
0
.1
8

6
0
.1
7

V
en
ez
u
el
a

1
5

0
.0
2
9
0

3
.3
9
2

3
.9
2
8

0
.1
5

1
2
,7
9
1

2
2
.8
5

2
5
.6
2




