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Chapter 1: Introduction 1 

1 Introduction 

 

 

 

 

1.1 THE ROLE OF CORPORATE INSIDERS IN CAPITAL MARKETS 

 

“Because managers’ insider knowledge is a source of both value and distortion in 

accounting data, it is difficult for outsider users of financial statements to separate true 

information from distortion and noise”. (Palepu et al. 2007, 9) 

 

The trading of securities by corporate insiders, i.e. officers and directors of publicly listed 

companies, has attracted wide attention from economics, legal, finance, and accounting 

scholars. In the general public perception, insider trading is an illegal and unfair act because 

of asymmetric information. Information asymmetry arises because insiders have direct access 

to information about the failure or success of their products or have specific information about 

forthcoming disclosures which affect the firm’s stock price. Also, because top-level corporate 

executives have discretion over the quality of their firms’ accounting and additional voluntary 

disclosures, these insiders have the ability to change the level of information asymmetry and, 

hence, the amount of private information available to them. 

 In the legal definition, insider trading is the purchasing and selling of securities by 

corporate insiders that have potential access to non-public and price-sensitive information. 

This trading is frequent as a result of stock-based compensation, generally occurs in periods 

after price-sensitive information events such as earnings announcements, and is highly visible 

to outside investors through public disclosures. The extremely low incidence of alleged illegal 

insider trading cases, relative to the incidence of trading around the world, suggests that the 

vast majority of insider trades can be regarded as legal. 

 Evidence in prior empirical research suggests that, on average, insider share trades 

predict the long-term prospects of a company. That is, insider trades are associated with 

subsequent stock price changes and performance realisations in predictable ways. This 

evidence is consistent with insiders having access to private information that they use in their 

decisions to trade. In this regard, some posit that insider trades and their subsequent 



 
2 Insider Trading 

disclosures may be beneficial to shareholders because these trades signal a piece of private 

information and therefore help uninformed outside investors to better understand the 

fundamental value of a firm’s securities. Others even argue that allowing insiders to trade on 

their information advantage is an efficient mechanism of providing rewards for value 

enhancing efforts. In this dissertation, I present three empirical studies (Chapters 4-6) that 

examine unresolved questions regarding the link between insider trades and the information, 

and noise in information, that is provided in firms’ accounting disclosures. Before I briefly 

introduce these studies in section 1.2, the discussion below first outlines some key concepts 

underlying this dissertation. 

 To highlight the role of insiders in the capital market, Figure 1.1 presents a schematic 

representation of the flows of information between investors, publicly listed firms, and 

insiders. The diagram is an extremely simplified representation of the real world, since it 

ignores important players such as financial intermediaries (banks, venture capitalists), 

information intermediaries (independent auditors, analysts, rating agencies), capital market 

regulators (the U.S. SEC or Dutch AFM), accounting standards boards (the FASB or IASB), 

or industry competitors. In the diagram, money flows from investors (savers) to firms 

(entrepreneurs) with ideas for innovations. Firms use the invested money to process their 

ideas and develop and market their products. 

 

 

 
Figure 1.1 

Flows of Information between Investors, Firms, and Insiders 
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To account for the actions taken with investors’ capital, firms are required to communicate the 

economic value created or destroyed through public accounting disclosures. These disclosures 

are subject to specific reporting requirements and are verified by independent auditors. 

Because entrepreneurs typically have better information and have incentives that differ from 

those of investors (shareholders), the accounting disclosures help investors to separate good 

from bad investments. Without credible financial reporting, the classical adverse selection 

problem may arise: investors are not able to make the separation between good and bad 

investments. This leads to the potential breakdown of the market (Akerlof 1970; Healy and 

Palepu 2001). Extant literature suggests that accounting disclosures affect investor decision 

making and that accounting earnings and its components are associated with stock prices (see 

Kothari 2001 for an overview). 

 While the above discussion refers to firms, Figure 1.1 makes a more specific distinction 

between firms and its insider managers. Firms are the economic entities in which money is 

invested, while insider managers are those that make business decisions. The separation of 

ownership (by investors) and control (by insiders) in publicly listed companies results in 

moral hazard problems. Self-interested insiders have incentives to expropriate outsiders’ 

investments if their interests are not properly aligned and full monitoring is not possible (e.g., 

Fama 1980; Fama and Jensen 1983). Several solutions are available to alleviate such 

problems, of which the most common solution is to encourage managerial ownership. In 

theory, insiders are more likely to act in the interests of shareholders when they own shares, 

as their wealth becomes a function of their value destroying (or enhancing) actions (Jensen 

and Meckling 1976). Such ownership, however, can also have the detrimental effect of 

shifting the focus of insiders to short-term stock price changes at the expense of long-term 

value creation. That is, they have incentives to trade on their private information advantage 

and thereby profit from new or exiting shareholders, and/or change the noise in accounting 

disclosures to alter the value of their ownership in the short-term. 

 Figure 1.1 depicts the private information flows between the firm as an economic entity 

and its insider managers. The flows of private information go both directions, because i) 

insiders have direct access to information that affects the value of the firm, such as new 

product innovations, the likelihood that current R&D activities will generate cash in the 

future, or sales order developments; ii) insiders “create” private information through their 

value enhancing efforts; and iii) insiders have discretion over the precision of the information 

flow to investors, that is, they have control over the noise in accounting disclosures and 

thereby affect the level of private information that is retained within the firm. If disclosures 
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are more precise, managers require higher compensation because the profitability of trading 

on private information is lower (Baiman and Verrecchia 1996). 

 Noise in accounting disclosures arises from several factors. For example, accounting 

information consists of summary figures of the economic events that created value during a 

period. The aggregation of accounting data can hide part of the information that investors 

require to fully understand the private information available to managers. Such an information 

gap may be overcome by management’s supplementary disclosures. However, full disclosure 

of private information about a firm’s business strategies and expected outcomes is often 

deterred by proprietary information costs. Full disclosure may be beneficial to investors, but 

also to competitors, thereby hurting a firm’s competitive position. In addition, managers may 

be reluctant to make subjective supplementary disclosures of forward-looking information as 

a result of legal liability. 

 Noise in accounting disclosures may also result from the application of accrual 

accounting, which relies on expectations of the future cash consequences of current economic 

activities. Due to their intimate knowledge of the firm, managers are entrusted with making 

the required accrual estimates and are provided with flexibility to make accounting numbers 

best reflect the underlying business reality. Within this flexibility, management’s accounting 

choices are determined by debt and compensation contracts as well as political considerations 

(Watts and Zimmerman 1978; Watts and Zimmerman 1990). However, because it is 

sometimes difficult, if not impossible, to predict the future cash outcomes of current activities, 

noise from unintentional estimation errors is introduced. In addition, the flexibility given to 

management may result in noise from intentional errors because insider managers, with their 

equity ownership, have incentives to make biased assumptions to distort accounting earnings 

and, hence, stock price. Accrual accounting may therefore introduce noise from both 

unintentional as well as intentional errors. 

 Financial statement analysis is a tool that can be used to get at management’s private 

information using publicly available accounting information (Palepu et al. 2007). However, 

because of noise in aggregated financial statement data, financial statement analysis may not 

fully reveal insiders’ private information. Additional information is therefore necessary for 

investors to separate noise from true, “permanent”, accounting earnings. In this dissertation I 

argue that legal insider trades, as reported to stock market regulators and publicly disclosed, 

may provide such additional information. The primary motivation for this reasoning is that 

insider trading is one of the most direct signals of management’s private information. The 

arrow pointing from insiders to investors in Figure 1.1 depicts this information flow as a form 
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of supplementary disclosure to investors. Be it opportunistically, unintentional, or as a form of 

voluntary disclosure, managers are less likely to purchase (sell) their firms’ equity when 

future prospects are poor (optimistic). As a result, reported insider trades may signal the 

information necessary for financial statement users to separate noise from true value in 

accounting data.  

 

 

1.2 OUTLINE 

 

In this dissertation, I examine several aspects of the tension between accounting information 

and reported insider trades. The recurring theme is that both accounting information and 

reported insider trades are associated with levels and changes in stock prices. The presented 

studies focus on legal insider trades which are reported to the market regulator of the 

respective country (U.S. or the Netherlands). The terms “insider”, “manager”, “director”, 

“officer”, and “executive” are used interchangeably to refer to corporate insiders, which are 

assumed to have a distinct information advantage over other market participants due to their 

intimate knowledge of the firm and their access to – and influence on – information sources 

such as financial reporting.  

 Chapter 2 first presents a broad overview of prior research on insider trading. It starts 

with some definitions and a description of regulation on insider trading. Next, it discusses 

research papers examining the predictive ability of insiders and the relation between insider 

trades and material news events, stock market inefficiencies, accounting information, 

information asymmetries in a more general sense, and voluntary disclosures. The chapter 

concludes with a discussion of literature that discusses the benefits and drawbacks of allowing 

insiders to trade their own firms’ equity. 

 Chapter 3 discusses the role of stock options in corporate insiders’ compensation 

packages. First, the mechanics and incentive effects of stock options are explained, because 

the payoff structure of stock options is more complex than that of ordinary shares. Second, 

insights are provided into the rise and fall of stock option compensation – in particular in the 

U.S. – in recent years. An important determinant of variation in the mix between options and 

shares in compensation packages over time is the accounting treatment of employee stock 

options. This has important implications for research focused on insider trades, stock option 

exercises in particular. Lastly, option compensation has come under scrutiny after the 
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accounting scandals around the turn of the century. In addition to creating incentives to 

manipulate accounting numbers, options have proven an effective tool for insiders to make 

easy profits through practices such as “backdating”. 

 Chapter 4 investigates the information content of insider option versus share trades. 

Information content is the extent to which transactions reflect price-sensitive information. In 

the study, information content is measured by the extent to which trades are associated with 

future changes in firms’ annual earnings performance and contemporaneous abnormal 

accounting accruals. Despite the relative importance and unique role of stock options in 

compensation packages, prior research has been primarily concerned with insiders’ decisions 

to purchase and sell shares. One explanation is that researchers previously assumed that 

insiders sell all shares acquired upon option exercise and hence, exercises can simply be 

regarded as regular share sales. Using transactions by U.S. executives, however, the study 

first shows that many option exercises are not associated with share sales. Next, it examines 

whether different incentives induced by stock options versus shares result in differences in 

information content between insider option exercises and regular purchases and sales of 

shares. I predict that insiders’ disposition trades through stock options are more likely 

associated with opportunistic behaviour than their direct dispositions of share holdings.  

 Chapter 5 analyses a manually collected set of insider transactions in the Netherlands. In 

light of global differences in disclosure requirements between managers’ personal insider 

trades and their trades on behalf of the firm (i.e., share repurchases and equity issues), the 

study examines the market timing ability of managers versus firms. This analysis is facilitated 

by the specific institutional setting in the Netherlands prior to October 2005. Information 

content is measured by the extent to which transactions are associated with subsequent stock 

price changes. In addition, I attempt to separate managers’ trading on private information 

versus their trading in reaction to market mispricing of public available information. Market 

mispricing is approximated using the divergence between theoretical equity values and 

observed market prices. 

 Chapter 6 examines a large sample of disclosures of insider trades in the U.S. In that 

study, I examine a potential way in which insider trades and their subsequent disclosure may 

be beneficial to shareholders. I test whether reported insider trades help investors to resolve 

uncertainty regarding the implications of previously reported earnings information for the 

market valuation of a company. This analysis is motivated by prior research, which suggests 

that equity investors initially underreact to earnings announcements (adjusting stock prices 

upward and downward too conservatively after good news and bad news announcements, 
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respectively) and that this underreaction may be explained by earnings “information 

uncertainty”. More specifically, due to imperfect information, investors are initially unable to 

isolate the part of a firm’s reported earnings that is “permanent” and relevant for equity 

valuation. Previous research suggests that estimation error in accounting accruals is an 

important determinant of earnings information uncertainty, with greater underreaction to 

earnings announcements in firms with more noisy accruals. In the study, I test whether 

disclosures of insider equity purchases are associated with stock price revisions and, if so, 

whether these price revisions are increasing in accrual noise. 

 Finally, chapter 7 presents a summary and discussion of the main conclusions and 

limitations of the empirical chapters 4 through 6. The dissertation closes with a summary of 

the research findings in Dutch. 

 

  




