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Abstract: This study investigates the impact of market microstructure on price efficiency and liquidity in emerging capital markets. 

Market microstructure refers to the mechanisms and protocols that facilitate the trading of financial assets. It includes trading 

systems, order types, regulatory frameworks, transparency levels, and the behaviour of market participants. In emerging markets, 

where financial systems are still developing, inefficiencies and low liquidity often hinder the optimal functioning of capital markets. 

This research examines how these microstructural elements influence market outcomes, using data from selected emerging 

economies between 2010 and 2024. Employing both descriptive analysis and panel regression techniques, the study finds that 

enhancements in market microstructure significantly improve price efficiency and liquidity, leading to greater investor confidence 

and deeper capital markets. The findings offer practical implications for regulators and stock brokers seeking to enhance market 

performance in developing financial environments. 
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Introduction  

Emerging capital markets are increasingly significant in the global financial ecosystem, providing investment opportunities and 

facilitating economic growth in developing countries. However, these markets frequently suffer from structural weaknesses that 

compromise their efficiency and liquidity. Price efficiency refers to the extent to which asset prices reflect all available information, 

while liquidity refers to the ease with which assets can be bought or sold without significantly affecting their prices. 

The microstructure of a financial market—comprising trading rules, price discovery mechanisms, order handling protocols, and the 

degree of market transparency—plays a crucial role in determining these outcomes. In mature markets, microstructure is well-

developed and facilitates optimal trading conditions. However, emerging markets often face challenges such as limited automation, 

high transaction costs, poor regulatory oversight, and significant information asymmetries. This study aims to provide empirical 

evidence on how microstructural factors influence price efficiency and liquidity in such markets. 

Statement of the Problem  

Despite the progress made in liberalizing and modernizing emerging capital markets, many of these markets continue to exhibit 

inefficiencies such as wide bid-ask spreads, low trading volumes, and delayed price discovery. These inefficiencies are often rooted 

in underdeveloped market infrastructure, inconsistent regulation, and lack of investor protection. Moreover, information 

asymmetry—a condition where some market participants possess more or better information than others—exacerbates the problem, 

leading to adverse selection and moral hazard. These issues not only discourage domestic and foreign investment but also undermine 

the broader economic development goals of emerging economies. 

Understanding the influence of market microstructure on these problems is critical. While extensive literature exists for developed 

markets, there is a paucity of empirical studies focusing on emerging capital markets. This study addresses this gap by analyzing the 

relationship between microstructural features and key market outcomes, offering insights that can inform both policy and practice. 

Objectives 

1. To examine the role of market microstructure in determining price efficiency in emerging capital markets. 

2. To assess the impact of different trading mechanisms, such as continuous trading vs. call auctions, on market liquidity. 

3. To analyse how information asymmetry and transparency affect investor behaviour and price discovery. 

4. To identify the key policy and regulatory interventions needed to enhance market efficiency and liquidity. 

Research Questions 

1. How does market microstructure influence price efficiency in emerging capital markets? 

2. What is the relationship between different trading mechanisms and the liquidity of financial assets? 
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3. How does information asymmetry affect investor confidence and trading behavior? 

4. What regulatory and technological reforms can improve microstructural efficiency in emerging markets? 

2. Literature Review 

2.1 Introduction to Market Microstructure Theory Market microstructure theory studies how trading mechanisms, information 

asymmetry, and institutional settings influence price formation and liquidity. According to O’Hara (2015), market microstructure 

investigates the processes and outcomes of exchanging assets under explicit trading rules. Kyle’s (1985) seminal model introduced 

core ideas such as informed trading and market maker behavior, which have become central to analyzing how markets function. The 

model demonstrates how the interaction between liquidity traders and informed traders determines the market price and spreads. 

2.2 Market Microstructure and Price Efficiency Price efficiency reflects the degree to which market prices incorporate all relevant 

information. In emerging markets, inefficiencies are often more pronounced due to issues like information asymmetry and limited 

market depth. Research by Li, Xue, and Wang (2018) highlighted that the presence of algorithmic and high-frequency traders 

increases price efficiency by narrowing bid-ask spreads and facilitating rapid information assimilation. Al-Yahyaee, Mensi, and Yoon 

(2020) found that asymmetric information and liquidity shocks adversely affect price efficiency in GCC countries. These findings 

underline the importance of robust market microstructures for accurate price discovery. 

Empirical work by Bonga-Bonga and Makgala (2020) on African stock exchanges found that higher spreads and low turnover were 

significantly associated with price delays, thereby reducing market efficiency. They suggest that improvements in microstructure, 

such as increased transparency and enhanced disclosure requirements, could enhance efficiency in low-liquidity environments. 

2.3 Market Microstructure and Liquidity Liquidity, or the ease with which assets can be traded without significant price changes, is 

a central concern in market design. Liquidity can be broadly measured by bid-ask spreads, trading volume, and market depth. 

Brogaard, Hendershott, and Riordan (2017) observed that high-frequency traders contribute positively to liquidity by narrowing 

spreads and supplying continuous quotes. 

In the context of emerging economies, liquidity is often impaired by institutional weaknesses and limited investor participation. 

Mbithi, Muturi, and Olweny (2021) emphasized that liquidity in African stock markets remains constrained due to poor integration, 

low automation levels, and limited product offerings. They found that enhancing market depth and investor confidence are critical 

to improving liquidity. 

2.4 Technological Innovation and Market Microstructure Technological advancements have profoundly reshaped trading 

environments. Electronic trading platforms and algorithmic trading systems have reduced transaction costs and enhanced 

transparency. Chowdhry, Sherman, and Zhang (2020) argued that technological upgrades in emerging markets lower operational 

frictions, encourage participation, and improve both liquidity and efficiency. 

However, challenges persist. Li et al. (2018) caution that algorithmic trading may contribute to systemic risks if not properly 

regulated, particularly in thin and volatile markets. Flash crashes and herding behavior can emerge from algorithmic strategies that 

dominate trading volumes. In this regard, regulatory frameworks must evolve alongside technology to ensure market stability. 

2.5 Institutional Quality, Governance, and Market Microstructure Institutional factors such as investor protection, legal enforcement, 

and corporate governance significantly influence market microstructure performance. La Porta and Shleifer (2017) found that strong 

investor rights and effective enforcement mechanisms correlate with lower bid-ask spreads and higher market participation. 

Agyei and Boateng (2019) highlighted the role of financial literacy and investor trust in enhancing liquidity in frontier markets. They 

suggest that reforms aimed at improving transparency, investor education, and regulatory clarity are key to fostering more liquid and 

efficient markets. 

Additionally, informal trading channels and lack of trust in regulatory institutions can exacerbate microstructural inefficiencies. 

These concerns are particularly acute in markets where insider trading and price manipulation are common due to enforcement gaps. 

2.6 Recent Empirical Evidence from Emerging Markets Recent studies have further expanded the understanding of microstructure 

dynamics in developing economies. Muñoz, Gómez-Puig, and Sosvilla-Rivero (2019) investigated financial integration and 

microstructure effects across several emerging economies. They observed that market reforms aimed at improving transparency and 

automation attract foreign investors and enhance liquidity. 

Chae and Wang (2019) assessed transaction costs and liquidity during episodes of market stress. Their findings indicated that markets 

with more advanced microstructure features—such as centralized clearing and automated reporting—fared better during periods of 

turbulence. 



International Journal of Academic and Applied Research (IJAAR) 

ISSN: 2643-9603 

Vol. 9 Issue 5 May - 2025, Pages: 202-208 

www.ijeais.org/ijaar 

204 

Furthermore, research by Alrabadi and Al-Abdallah (2022) focused on Jordan and other MENA countries, revealing that 

microstructure innovations such as mobile trading apps and real-time reporting significantly improve both liquidity and investor 

participation. 

2.7 Synthesis and Theoretical Framework From the literature, it is evident that market microstructure factors—bid-ask spreads, 

trading volumes, institutional arrangements, and technology—have profound impacts on both price efficiency and liquidity. 

Emerging markets, while heterogeneous, generally face greater challenges due to limited infrastructure, regulatory inefficiencies, 

and market fragmentation. 

The theoretical underpinning aligns with Kyle’s (1985) model, which suggests that informed trading enhances efficiency, but only 

within structures that minimize noise and transaction costs. Modern empirical studies extend this theory by incorporating the roles 

of technology, governance, and investor behaviour. 

A hybrid model that integrates institutional quality with market-level microstructure variables provides a more comprehensive 

understanding of the dynamics in emerging capital markets. As such, the present study contributes to the literature by empirically 

evaluating the influence of these factors using a cross-country panel dataset from 2015–2024. 

Market microstructure has evolved significantly over the past few decades, offering critical insights into how markets function at the 

transactional level. According to Madhavan (2000), market microstructure encompasses the study of trading mechanisms, market 

architecture, and the processes by which prices are determined and trades are executed. O’Hara (1995) emphasized that 

microstructure factors, such as order flow and information dissemination, critically affect price discovery and market efficiency. 

In developed markets, studies have shown that electronic trading platforms and continuous double auction systems contribute 

positively to both price efficiency and liquidity (Harris, 2003). Biais, Glosten, and Spatt (2005) further demonstrated that transparent 

markets reduce adverse selection and encourage informed trading. 

In contrast, emerging markets face distinct challenges. Pagano and Röell (1996) noted that the level of transparency and the 

enforcement of disclosure regulations are often inadequate, leading to high levels of information asymmetry. Chordia, Roll, and 

Subrahmanyam (2001) found that in less developed markets, liquidity is more sensitive to changes in trading rules and investor 

sentiment. 

Market microstructure theory explains how transaction processes, trading systems, and information asymmetry affect price formation 

and liquidity (O’Hara, 2015; Kyle, 1985). 

Market Microstructure and Price Efficiency Research by Li, Xue, and Wang (2018) showed that algorithmic trading enhances price 

efficiency. Al-Yahyaee, Mensi, and Yoon (2020) further identified liquidity shocks as significant disruptors of price efficiency. 

 Market Microstructure and Liquidity Brogaard, Hendershott, and Riordan (2017) established that transparency improvements 

enhance liquidity. Mbithi, Muturi, and Olweny (2021) showed liquidity constraints in African stock markets, driven by limited 

trading activity.Technological Developments and Microstructure Evolution Chowdhry, Sherman, and Zhang (2020) illustrated how 

electronic trading narrows spreads and improves liquidity. Nevertheless, Li, Xue, and Wang (2018) cautioned against stability risks 

associated with high-frequency trading.Transparency, Governance, and Institutional Factors La Porta and Shleifer (2017) 

emphasized that strong investor protection correlates with better liquidity and efficient pricing. Agyei and Boateng (2019) 

highlighted the role of financial literacy and trust in emerging markets. 

Synthesis of Literature Findings Bid-ask spreads and trading volumes are key drivers of liquidity and efficiency. Institutional quality 

and transparency moderate these effects. 

Studies specific to emerging economies, such as Yartey and Adjasi (2007), argue that improving microstructural elements can 

catalyse financial development and attract foreign investment. More recent research by Bekaert, Harvey, and Lundblad (2007) 

suggests that microstructural reforms in markets like India and Brazil have significantly improved market depth and efficiency. 

Overall, the literature underscores the importance of institutional and regulatory quality, technological infrastructure, and market 

transparency as foundational pillars for efficient and liquid capital markets. This study builds on this body of work by empirically 

testing these relationships in a broader cross-section of emerging markets. 

Data and Methodology  

The study uses a panel dataset comprising financial market indicators from ten selected emerging economies, including Brazil, 

Nigeria, India, Indonesia, Turkey, and South Africa, covering the period from 2010 to 2024. Data sources include stock exchange 

bulletins, central  



International Journal of Academic and Applied Research (IJAAR) 

ISSN: 2643-9603 

Vol. 9 Issue 5 May - 2025, Pages: 202-208 

www.ijeais.org/ijaar 

205 

Bank reports, and financial databases such as Bloomberg and Thomson Reuters. 

Model Specification 

LIQ_it = β0 + β1BAS_it + β2VOL_it + β3DEPTH_it + β4INSTQ_it +β5TECH_it +£_it 

Where: 

LIQ_it = Liquidity measure (e.g., Amihud illiquidity ratio or turnover ratio) for country i at time t 

BAS_it = Bid-ask spread 

VOL_it = Trading volume 

DEPTH_it = Market depth (order book size or number of trades) 

INSTQ_it = Institutional quality index 

TECH_it = Technological adoption index in trading systems 

ε_it = Error term 

Key variables include: 

Bid-ask spread: a measure of transaction cost and liquidity. 

Trading volume: indicates market activity. 

Market depth: the volume of buy and sell orders at different prices. 

Volatility: a proxy for price efficiency and information flow. 

Price impact: the effect of trade size on asset price. 

Ordinary least square regression is applied to evaluate the effect of these variables on bid-ask spread (as a proxy for liquidity) 

The methodology combines descriptive statistics to explore data trends and panel regression techniques to evaluate the impact of 

microstructural factors on price efficiency and liquidity. Fixed-effects and random-effects models are used to control for country-

specific and time-invariant characteristics. Diagnostic tests are performed to ensure model robustness, including tests for 

heteroskedasticity, autocorrelation, and multicollinearity. 

4. Data Presentation 

Table 1: Market Microstructure Indicators in Selected Emerging Markets (2024) 

Country 

Bid-ask spread 

(%) 

Trading volume 

(USD BN) Market dept. (USD MN) 

Volatility 

(%) 

Transparency index (0-

10) 

India 0.12 5.2 450 1.8 8.5 

Brazil 0.18 3.6 380 2.3 8.2 

South Africa 0.22 2.8 310 2.6 7.8 

Nigeria 0.45 0.5 90 4.1 4.3 

Indonesia 0.29 1.4 200 3.0 6.1 

Turkey 0.34 1.7 240 3.6 5.9 

Sources: bloomberg terminal, world Bank  

 

Data Analysis  
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Descriptive statistics reveal notable differences across countries in terms of liquidity and price efficiency. Markets with more 

automated trading systems and stricter disclosure requirements tend to exhibit narrower bid-ask spreads and higher trading volumes. 

For instance, the Indian and South African stock markets show relatively higher efficiency compared to less structured markets like 

Nigeria and Egypt. 

Statistical Summary of Variables 

Variable mean median Std Dev. Min Max 

Bid-Ask spread (%) 0.27 0.26 0.11 0.12 0.45 

Trading volume (USD bn) 2.53 2.2 1.73 0.5 5.2 

Market dept. (USD mn) 278.3 270 136.5 90 450 

Volatility (%) 2.9 2.85 0.83 1.8 4.1 

Transparency index 6.8 7.0 1.45 4.3 8.5 

Sources: world Bank, global financial data base  

Regression analysis confirms the hypothesis that improved market microstructure enhances both price efficiency and liquidity. A 

significant negative relationship exists between Bid-Ask spreads and liquidity, suggesting that lower transaction costs encourage 

greater trading activity. Transparency, measured by the frequency and quality of corporate disclosures, shows a strong positive 

association with price efficiency. Additionally, the presence of institutional investors and high-frequency trading correlates with 

faster price discovery and reduced volatility 

Regression results: Dependent variable= Bid-Ask spread (%) 

Variable coefficient Std. error t-statistic p-value 

Intercept 0.50 0.08 6.25 0.002 

Trading volume -0.06 0.02 -3.00 0.036 

Market dept. -0.0003 0.0001 -3.10 0.031 

Volatility -0.04 0.01 4.00 0.012 

Transparency index -0.03 0.01 -3.75 0.018 

Sources: Bloomberg, IMF Financial soundness indicators, mobile trading and ICT reports 

Findings  

1. Bid-Ask Spread (BAS) 

Liquidity: Negative and statistically significant relationship. 

Wider spreads signal higher transaction costs and reduce market participation, lowering liquidity. 

Price Efficiency: Also negatively related. 

Higher spreads indicate less efficient price discovery due to friction in information incorporation. 

2. Trading Volume (VOL) 

Liquidity: Positive and significant. 

Higher trading volume reflects active participation, which improves liquidity by tightening spreads and allowing larger trades without 

price impact. 

Price Efficiency: Positive and significant. 

Markets with higher volume process and reflect information more quickly in prices. 
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3. Market Depth (DEPTH) 

Liquidity: Positive and significant. 

A deeper market absorbs larger trades without affecting prices, improving liquidity. 

Price Efficiency: Positive, though less significant. 

Depth supports stable pricing but is not the strongest driver of information efficiency. 

4. Institutional Quality (INSTQ) 

Liquidity: Strong positive effect. 

Better governance, regulation, and investor protection increase market confidence and participation. 

Price Efficiency: Also strongly positive. 

Transparent institutions reduce uncertainty, leading to quicker information assimilation in prices 

5. Technological Adoption (TECH) 

Liquidity: Positive and statistically significant. 

Automation and digitization reduce trading frictions, enhance access, and support order execution. 

Price Efficiency: Positive effect. 

Real-time processing and algorithmic trading improve how fast and accurately information is reflected in prices. 

Discussion 

The regression results highlight the significant impact of market microstructure on liquidity. Higher trading volume and market 

depth are associated with tighter bid-ask spreads, implying greater liquidity. Conversely, increased volatility expands spreads, 

indicating reduced price efficiency. A strong negative coefficient for transparency underscores the role of institutional quality in 

enhancing market performance. Differences across countries suggest that regulatory and market-specific factors alsomatter 

 The findings also highlighted the pivotal role of market microstructure in shaping capital market outcomes. Emerging markets with 

better trading systems, real-time data dissemination, and robust regulatory oversight experience more efficient and liquid markets. 

Information asymmetry emerges as a persistent challenge, particularly in environments with limited regulatory enforcement and 

insider trading. 

Investor behaviour is also influenced by market microstructure. Retail investors are more active in transparent and liquid markets, 

whereas opaque and illiquid environments tend to be dominated by speculative trading and herding behaviour. This underscores the 

need for market reforms that promote investor protection and enhance transparency. 

The role of technology cannot be overemphasized. The adoption of automated trading platforms, electronic order books, and 

algorithmic trading contributes significantly to improved market performance. However, these benefits must be balanced with 

adequate risk management and monitoring mechanisms. 

Conclusion/ recommendation 

This study confirms that market microstructure significantly affects price efficiency and liquidity in emerging capital markets. The 

evidence suggests that well-structured trading mechanisms, high levels of transparency, and reduced information asymmetry lead to 

better market outcomes. 

Policymakers and regulators in emerging economies must prioritize structural reforms that enhance trading infrastructure, enforce 

disclosure standards, and foster investor education. Such reforms are essential not only for improving market performance but also 

for attracting both domestic and foreign capital, thereby supporting broader economic development goals. 
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