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The purpose of this study is to examine the role of Market Liquidity, Information Efficiency on Stock 
Market Performance in Uganda. The research design adopted was cross-sectional and quantitative. 
Data were collected from 66 respondents from a sample of 80 investors, brokers and staff of Uganda 
stock exchange. We performed a Pearson correlation and multiple regressions in the analysis of data. 
The study posts a positive relationship between Market Liquidity, Information Efficiency and Stock 
Market Performance in Uganda and explains 62.3% of the variance in stock market performance in 
Uganda. Study was cross-sectional, which measures the intention only at a single point in time hence 
may suffer from cross-sectionalôs attendant limitations. It contributes to dearth of existing literature on 
stock market performance - largely focuses on Market Liquidity, Information Efficiency separately using 
Ugandaôs experience. The study recommends the necessity for the Uganda stock exchange to create 
awareness on the importance of security market in Uganda. As our model explains only 62.3% of the 
variance in stock market performance in Uganda is concerned, future research should be directed at 
establishing other factors that could explain the remaining 37.7% 
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INTRODUCTION 
 
Stock market is an important part of the economy of any 
country. The stock market plays a pivotal role in the 
growth of the industry and commerce of the country that 
eventually affects the economy of the country to a great 
extent.  Stock markets have become an important vehicle 
for raising funds for investments and business expansion 
(Bohnstedt, 2000). Stock markets contribute to the 
countryôs economy by raising long-term finance for 
productive investment, diversifying investorsô risks, and 
improving the management of firms. That is reason why 
the government, industry and even the central banks of 
the country keep a close watch on the happenings of the 
stock market.  In addition, Littman (1994) and Levine 
(1997) argue that well-developed stock markets promote 

higher economic growth through their ability to attract 
international investments and mobilize domestic savings.  
Therefore, stock market performance acts as the 
barometer of the economy as a whole.  Bohnstedt (2000) 
and Fama (1970), however, noted that if performance of 
an economy is good then the Stock Market Performance 
is also good and bull markets are inevitable. If the 
economic performances are not up to the mark, then the 
stock market is most likely to underperform and might 
see a downward trend.  

 Despite the rapid increase in the number of stock 
exchanges, stock markets in Africa (with the exception of 
South Africa) have remained underdeveloped compared 
to their counterparts in developed and other emerging 
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markets (Ngugi, 2003). For example, reports have shown 
that stock market participants in Uganda remain con-
cerned about the stock market performance which has 
periodically declined. This situation has threatened 
investors and other prospective traders from active 
trading (USE, 2009).  In addition to that, USE as a body 
has not attracted a significant proportion of the global 
capital flows (CMA, 2006), which makes it hard for 
Uganda stock exchange to design interventions that 
would enhance stock market performance.   

Several studies elsewhere have identified informational 
efficiencies and market liquidity as predictors of stock 
market performance and research shows a link between 
the two predictors (Grossman et al., 1998). Together, 
market liquidity and information efficiency of the stock 
markets are closely related to stock performance. Recent 
research by Raymond (2007) shows that market down 
turns is positively correlated with stock performance, that 
is trading volume increases as prices fall abruptly due to 
liquidity and information efficiency and decline only later 
as market prices progress.  Kumar et al. (1998) also posit 
that public information arrival is associated with stock 
market performance. Kyle (1985) adds that when liquidity 
increases, informed traders become more aggressive 
based on the existing information resulting in a change in 
stock prices. 

Although there have been several studies concerning 
the issue of stock market performance, few authors have 
attempted to build an integrated framework of the deter-
minants of stock market performance. In this research, 
theoretical perspectives and research from disparate 
areas are integrated in order to develop a framework that 
specifies the factors contributing to stock market perfor-
mance. It is therefore within this framework that we 
considered examining the role of Market Liquidity, 
Information Efficiency on stock market performance in 
Uganda. The significance of this paper lies in its benefit 
to its stakeholders. The paper exemplifies the necessity 
for the Uganda securities exchange to avail all Infor-
mation on performance of all companies listed on the 
security market to the citizens. 
The paper is organized into five sections: 

The first section is a brief overview of the research 
study, the second section is informing literature and 
development of hypotheses; the third is research 
methodology, fourth is analysis and presentation of 
findings, and the fifth is a discussion, conclusions, 
research implications and suggested areas for further 
research.  
 
 

INFORMING LITERATURE AND DEVELOPMENT OF 
HYPOTHESES 
 

Market liquidity and stock market performance 
 

Ngugi (2003) argued that one of the key roles of the stock 

 
 
 
 
market is to provide liquidity. Market liquidity is imperative 
because it makes investment less risky and more 
attractive. Ultimately, by making investment less risky 
and more profitable, liquidity enhances mobilization of 
savings and investment growth and therefore prospects 
for long-term economic growth.  However, Demirguc-Kunt 
and Littman (1994) observed that liquidity may have 
adverse effects on economic growth. For example, by 
increasing return on investment, liquidity may reduce 
savings rate through the income and substitution effect. 
Further, by reducing uncertainty, liquidity reduces savings 
due to the ambiguous effect of uncertainty on savings. 
For example, while uncertainty makes investment less 
attractive to risk averse agents, less uncertainty reduces 
precautionary savings. Furthermore, liquidity may encou-
rage myopia so that investorôs commitment is weakened 
together with the incentive to exert corporate governance. 
Demirguc-Kunt and Levine (1996) further noted that 
market liquidity helps savers to be able to acquire assets 
and sell them quickly and cheaply when they need to 
access their savings or to alter their portfolios.  However, 
sources from developed economies suggest that market 
participants remain concerned about liquidity, as 
investors and traders have become more risk averse, and 
various players have withdrawn from active trading, after 
observing that the insiders such as chief executive 
officers for a long time are no longer buying stocks of 
their companies, but only are selling if they had any share 
in the company (Kim and Singal, 2000).  

Different scholars have approached market liquidity in 
different ways relating it to various factors. Diamond 
(1991) looked at market liquidity as an assetôs ability to 
be easily converted through an act of buying or selling 
without causing a significant movement in the price and 
with minimum loss of value. But contemporary scholars 
defined market liquidity as the ease and speed at which 
one can trade stocks in the market (Chordia and Roll, 
2006).  According to Kyle (1985) model market liquidity is 
measured by width, depth and immediacy. Width refer to 
the bid-ask prices for a given number of shares and 
commissions plus fees to be paid per share. Depth is the 
number of shares that can be traded at given bid and 
asks prices while immediacy refers to how quickly trades 
of given size can be done at a given cost.   According to 
Reilly (1985), market liquidity is measured using market 
size, number of shares and the bid-ask spread. He 
posted that the most important determinant of market 
liquidity is the number of shares traded in the security 
and or the volume of shares traded. However, Ahna and 
Cheung (1999) observed that low liquidity is implied by a 
negative relationship between the spread and market 
depth. Harris (1993) and Pagano (1989) pointed out that 
any factor that increases the number of market 
participants in the securities market has a self- enforcing 
or self-sustaining effect on market liquidity due to positive 
externality  effects.  In  addition, Pagano and Roell (1996)  



  

  

 
 
 
 
attribute liquidity to the adopted trading system, obser-
ving that greater transparency in the trading process 
enhances market liquidity by reducing the opportunities 
for taking advantage of less informed or professional 
participants. However, Schwert (1989) suggested that an 
infrequently traded stock may not necessarily be 
considered as illiquid in any particular period, if the 
market liquidity as a whole is low during the same period. 
He further said that ñapart from illiquidity of stocks, the 
variability in the level of liquidity is considered to be risky 
to the investors as the more the stock liquidity fluctuates 
the higher the uncertainty in trading returns which leads 
to erosion of investorôs confidence in the trading 
activities. 

Several researchers have provided evidence of the 
significant effect of market liquidity on stock market 
performance. For example, practical findings by Brennan 
and Subrahmanyam (2004) show that uncertainty in 
execution delays grows with the order size, and declines 
with liquidity, while uncertainty in the price impact growth 
with size, and declines with liquidity and depth.  However, 
Kyle (1985) noted that market liquidity have a positive link 
with stock market performance since depth, width and 
immediacy as a measuring variables can  be used as 
elements in calculating the all share index (ALSI) and 
relative strength index (RSI) to measure stocks 
performance. This is inconsistent with Andrew and Craig 
(2007) who suggested that stock market performance is 
an important aspect of the economic interactions in 
financial market among different investors that bases 
their trading on liquidity reasons.  

According to Cornell and Sim (1992), stock market 
performance and liquidity increase when insiders are 
active. Amihud et al. (1997) and Gardiol et al. (1997) 
presented evidence that improvement in stock liquidity 
leads to increased stock prices. But Barclay and Warner 
(1993) model stated that liquidity may depend on trade 
size. They found out that medium sized trades tend to be 
the most informed and defined trade size as the average 
number of shares traded over all eligible trades. Yet 
Lemmon, (2000) disagreed with his view of considering 
liquidity to mean trade volume since  during ñtrading 
windowsò when insiders are allowed to trade liquidity may 
dry up yet volume traded is increasing.  

Admati and Pfleider (1988) and De long et al. (1990) 
tested market liquidity effects and its correlation with 
stock prices and returns. Their results found that this link 
was statistically significant and that market liquidity is 
proved to be the major determinant of returns (Broner et 
al., 2006) and correlates highly with investor sentiment 
(Baker, 2004). Similarly, Aronoud (2006) who stated that 
market liquidity of a public ownership facilitates trading 
and lowers the cost of capital, but introduces volatility in a 
firmôs shareholdersô base. However, Postel (2007) stated 
that without a large number of shares in public hands, 
trading will be illiquid, and shareholders will  have  trouble  
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in selling their shares when they want or need to sell 
them, leading to reduction of investor sentiment in the 
market. Hence we hypothesize that: 
 
H1: There is a positive relationship between market 
liquidity and stock market performance. 
 
 
Market liquidity and information efficiency 
 
Glen (1994) defines market liquidity as the ability to buy 
and sell a particular security with minimal market impact. 
This means that the efficiency of trading systems deter-
mines the ease with which investors can buy and sell 
their shares thus, macroeconomic and political environ-
ments affect market liquidity.  
Researchers (Kyle, 1985) noted that there is a positive 

relationship between market liquidity and information 
efficiency. Admati and Pfleiderer (1988) suggest that 
informed traders camouflage their information by trading 
during high volume periods. Barclay and Warner (1993) 
propose the stealth trading hypothesis and argue that 
informed traders who want to avoid detection will break 
up their trades into several medium-sized trades because 
small-sized trades increase the likelihood that their 
private information will be revealed too quickly, and large-
sized trades may have an excessively large price impact. 
Madhavan (1992), while focusing on the transactional 
properties of the market, argues that the quality of 
information possessed by the market makers and traders 
significantly influence market depth. This argument 
corroborates the information asymmetry paradigm of Kyle 
(1985) and Admati and Pfleiderer (1988), suggesting that 
adequacy of the institutional infrastructure, including the 
tightness of disclosure rules and the accounting stan-
dards, matter in gaining market liquidity. For example, 
Ahna and Cheung (1999) observe that low liquidity is 
implied by a negative relationship between the spread 
and market depth.  In addition, Pagano and Roell (1996) 
attribute liquidity to the adopted trading system, 
observing that greater transparency in the trading process 
enhances market liquidity by reducing the opportunities 
for taking advantage of less informed or professional 
participants. On the other hand, Simaan et al (2003) 
observed that decrease in transparency reduces liquidity 
in the market.  

According to Ross and Sera (1995), legal, regulatory, 
accounting, tax, and supervisory systems influence stock 
market liquidity. For example, while considering the 
impact of liberalizing controls on international capital 
flows through reduction of impediments to repatriating 
dividends or capital, Levine et al (2005) found that stock 
market liquidity rose significantly in 12 out of 14 countries 
that liberalized restrictions on the repatriation of dividends 
by foreign investors. None of the 14 countries experien-
ced   a statistically  significant  drop  in  liquidity  following 




