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2 Literature Review 

 

 

 

 

2.1 INTRODUCTION: INSIDER TRADING DEFINITIONS AND REGULATIONS 

 

The existence and enforcement of laws on insider trading is a relatively recent phenomenon in 

many countries. Bhattacharya and Daouk (2002) find that in 103 of their surveyed countries, 

only 34 had laws in place before 1990 of which only nine countries enforced those laws. 

These figures increased rapidly during the 1990s to 87 and 38 in 1998, respectively. By far 

the earliest country to adopt insider trading laws was the United States in 1934. Because the 

majority of literature that is discussed in this chapter and two out of my three empirical 

chapters (Chapters 4 and 6) focus on reported insider trades in the U.S., this section only 

discusses the definitions and regulations of insider trading in the U.S., unless specifically 

noted otherwise.1 For a summary of regulation in the Netherlands, see Section 5.2.3. 

 Rule 10b-5 under section 10(b) of the Securities and Exchange Act of 1934 prohibits the 

purchase or sale of a security of any issuer (traded company) on the basis of material non-

public information. Material information is defined as information that will affect the 

market’s assessment of the value of securities when made public. Insiders in possession of 

such material non-public information are required to either disclose this information or 

abstain from trading. While section 10(b) applies to anyone, section 16(a) defines “insiders” 

more formally as officers, directors, and large shareholders of more than ten percent of any 

equity class of securities of the issuing company. These insiders are required to report to the 

Securities and Exchange Commission (SEC) all transactions made in the securities of the 

issuer. The “short-swing” rule under section 16(b) of the Act prevents short-term trading 

opportunities to insiders by allowing shareholders to recover the profits made by an insider 

when purchasing and selling (or selling and purchasing) within a period of six months. 

Section 16(c) further prohibits short selling by insiders. 

                                                 
1 Bhattacharya and Daouk (2002, 77) state that “…because of availability of data, and because of a long 
evolution of common law on insider trading, nearly all empirical research on insider trading has been 
concentrated in the United States”. 
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 In addition to country-level regulation on insider trading, firms also have policies and 

restrictions on trading by their company employees in order to reduce litigation risks. Bettis et 

al. (2000) find that 92 percent of their sample firms have policies that restrict the trading by 

their insiders. In addition, 78 percent of firms have explicit blackout periods during which 

trading is prohibited. Consistent with these restrictions, the research shows that purchasing 

and selling by insiders in these firms is successfully suppressed during the blackout periods. 

In countries such as the the Netherlands and the U.K., blackout periods are imposed at the 

country-level rather than the firm-level (Kabir and Vermaelen 1996; Hillier and Marshall 

2002b). 

 Penalties for illegal insider trading were significantly increased during the 1980s through 

the Insider Trading Sanctions Act of 1984 (ITSA) and the Insider Trading and Securities 

Fraud Enforcement Act of 1988 (ITSFEA). Civil and criminal fines were substantially 

increased, maximum jail terms were increased, whistleblowing was introduced, and 

companies could be held liable for illegal insider trading by their employees (Meulbroek 

1992). Garfinkel (1997) examines the effect of ITSFEA on insider trading activity around 

earnings announcements. He finds that after ITSFEA, insiders are more likely to postpone 

their trades until after earnings announcements. At the same time, however, insiders postpone 

their sales transactions until after positive earnings announcements, suggesting that profitable 

trading has shifted from before to after new information releases. Seyhun (1992a) documents 

that the insider trading sanctions introduced in the 1980s did not deter insiders from 

(profitable) trading, showing that both the trading volume and profitability of insider trades 

have substantially increased in the period after 1984. 

 The Sarbanex-Oxley Act of 2002 (SOX) has had a significant impact on disclosures of 

insider trades. While in the pre-SOX period insiders were required to report their trading 

activity before the tenth day of the next calendar month, SOX cut down the filing lag to two 

business days as of August 29th 2002. Also, before SOX insiders could report their trading 

activities on both SEC Forms 4 and 5. Under special circumstances, trades could be reported 

on Form 5 and not be filed until the end of the fiscal year. Consistent with SOX reducing 

insiders’ ability to file their trading on Form 5, Cheng et al. (2007) find that pre-SOX insider 

selling activity (reported on Form 5) is highly predictive of future stock returns, more 

predictive than sales that are filed on the more timely disclosed Form 4. As discussed in 

Section 2.2, regular share sales reported on Form 4 are generally found to be (at maximum) a 

weak predictor of future stock returns. 
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 Lastly, rule 10b5-1 of the Securities and Exchange Act, enacted in October 2000, 

provides protection against litigation for insiders who pre-plan their trades while not in 

possession of material non-public information. Jagolinzer (2009), however, presents evidence 

suggesting that trading within this safe harbour does not solely reflect uninformed trading. 

There appear to be loopholes, for example the fact that trades can occur during blackout 

periods where the information advantage of insiders is greatest. Also, the rule does not require 

an insider to abstain from trading when material non-public information is obtained in the 

period after the trading plan has initiated. Jagolinzer (2009) finds evidence of predictable 

stock returns around pre-planned insider sales under the safe harbour provided by rule 10b5-1. 

Similar to Cheng et al. (2007), these patterns are stronger than for regular share sales reported 

on SEC Form 4. In addition, it appears as if many 10b5-1 plan initiations are associated with 

subsequent adverse news disclosures, while plan terminations are associated with positive 

subsequent news events. These findings are consistent with opportunistic insider trading. 

 

  

2.2 DO REPORTED INSIDER TRADES REFLECT PRIVATE INFORMATION? 

 

While empirical research on the information content of accounting disclosures initiated 

approximately four decades ago after the publication of studies such as Ball and Brown 

(1968), Beaver (1968), and Fama et al. (1969), empirical research on the information content 

of insider trades initiated around the same time. The theoretical framework underlying early 

empirical studies on insider trading is based on the hypothesis that the stock market is 

efficient in the semi-strong or strong form (Fama 1970; Fama 1991). Consistent with 

securities regulation and theoretical finance models of informed trading (Glosten and 

Milgrom 1985; Kyle 1985; O'Hara 1998), insiders are assumed to have asymmetric 

information and be better informed about the prospects of the firm than the average investor. 

 One of the earliest studies presenting empirical evidence on the information content of 

insider trades is Lorie and Niederhoffer (1968). The paper is motivated by the SEC’s interest 

in monitoring insiders in order to ensure that insiders do not exploit their information 

advantage. Also, the interest of the investment community suggests the importance of 

information on insider trades for investors’ assessments of future stock price movements. In 

that period of time, information on insiders’ trading activity was published on a monthly basis 
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in the SEC’s “Official Summary”. This publication contained information on insider trades 

that took place approximately five weeks in the past (Lorie and Niederhoffer 1968). 

 Consistent with the views of investors, analysts, and regulators, Lorie and Niederhoffer 

(1968) show that insider trades are associated with large subsequent price changes, suggesting 

insiders are able to predict the direction of the future movements of their firms’ stock. When 

insiders purchase large amounts of shares, stock price outperforms the market during a period 

of approximately six months. These findings suggest that the stock market is not efficient in 

its strongest form. That is, individuals are able to make excess returns as a result of special 

access to price-sensitive information. 

 Jaffe (1974) provides supporting evidence for the predictive ability of insider trades, but 

also concludes that only intensive trading is associated with profits that outweigh transaction 

costs. Results further suggest that outsiders are able to profit from trading on the information 

published in the Official Summary, providing evidence against the semi-strong form of 

market efficiency, that is, efficient pricing of publicly available information. Analysing a 

broader sample of insiders and the characteristics of their trades, Finnerty (1976) provides 

corroborative evidence that insiders are able to outperform the market, refuting the strong-

form of market efficiency. Baesel and Stein (1979) show that the results on the trading of U.S. 

insiders extend to the Canadian setting. In addition, they document that insider trades by bank 

directors, that is, insiders who are also directors at Canadian chartered banks, are significantly 

more informative than trades by regular insiders, consistent with a view that such insiders 

have superior information. 

 Using a standard market model approach, Rozeff and Zaman (1988) find that outsiders 

can make profitable investments using the information in the Official Summary. These 

findings provide supporting evidence for the “anomalous” evidence presented in prior 

research. However, the authors also predict and find that the “insider trading anomaly” is 

caused by the mismeasurement of abnormal returns. Assuming average transaction costs of 

2% and controlling for predictable variation in stock returns as a result of firm size and 

earnings-to-price ratios, abnormal returns to outsiders – who trade after the publication of the 

Official Summary – disappear and the returns to insiders are smaller than previously 

documented at 3-3.5%, “approaching the point of economic insignificance” (Rozeff and 

Zaman 1988, p.43).  

 Seyhun (1986) examines a comprehensive database of trades compiled by the SEC rather 

than focusing on the Official Summary. He finds robust evidence that insiders are able to earn 

excess returns by purchasing shares before price increases, and selling before price declines to 
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avoid the loss of holding the shares. Also, insider profitability is greater for more 

knowledgeable insiders (top executives) and increases with insider trading volumes. Seyhun 

(1986) further shows that insiders tend to buy more in smaller firms and sell more in larger 

firms. Using a market model approach and adjustments for bid-ask spreads, which proxy for 

the expected losses incurred by uninformed investors (e.g., Glosten and Milgrom 1985), 

results suggest that outside investors are not able to implement profitable investment 

strategies based on information disclosed in the Official Summary. These findings are 

consistent with semi-strong form market efficiency and reject the conclusions of an anomaly 

drawn in prior research, similar to Rozeff and Zaman (1988). 

 Lakonishok and Lee (2001) examine a large sample of insider trades reported to the SEC 

in the period 1975-1995. They find that both on the day of the trade as well as on the day of 

the SEC filing, there is little market movement. This finding is consistent with insider trades 

not reflecting private information or with the market failing to incorporate the valuation 

implications of the trades. Further tests show that insider trades, on average, do reflect private 

information. Although insiders trade as contrarians by selling after price run-ups and 

purchasing after price declines, their trades appear to be predictive of both aggregate and 

individual stock returns. These findings are strongest for insider trades in smaller firms and 

are concentrated in insiders’ purchases. Insider sales transactions are more frequent and likely 

motivated by insiders’ liquidity and/or diversification needs. 

 The evidence in Lakonishok and Lee (2001) that insider trades are associated with 

aggregate future market movements is consistent with prior research. Seyhun (1988) argues 

that information based trading by insiders is a response to all factors that affect a firm’s stock 

price. Therefore, insiders’ ability to predict individual firms’ stock returns may be either due 

to firm-specific information or due to economywide factors that, for example, increase 

expected sale orders. Seyhun (1988) shows that aggregate trading activity by insiders in a 

month predicts returns to the market portfolio in the subsequent two months. Also, the 

relation between aggregate trading and future market returns is stronger for insiders in higher 

market risk firms. These findings suggest that aggregate insider trades could be used as a 

leading indicator of future economic activity. Seyhun (1992b) further shows that the effect of 

aggregate insider trading is economically significant, as almost 60 percent of variation in one 

year ahead aggregate stock returns can be predicted by aggregate net insider trades. He also 

shows that aggregate trading is associated with summary indicators of economic activity such 

as the Gross National Product. However, after controlling for these indicators, aggregate 

insider trades remain predictive of future stock market returns, suggesting that part of this 
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predictive ability stems from insiders’ ability to identify situations when the stock market 

deviates from fundamental values. 

 In contrast to prior research, which mainly focused on the informativeness of insider 

trades to outside investors, Jeng et al. (2003) calculate the actual returns made by insiders 

when trading their own firms’ stock. While their evidence suggests that insiders earn 

statistically and economically significant returns on their purchases, sales do not earn 

abnormal retuns.2 These findings are consistent with the information content conclusions of 

Lakonishok and Lee (2001), and suggest that sales are more likely driven by liquidity needs 

and diversification. These results also seem consistent with subsequent evidence presented by 

Aboody et al. (2008), who find that insider purchases through option exercises (where shares 

are held subsequent to exercises) predict positive future abnormal returns, while little 

evidence is found for insider sales through option exercises. Although such results appear 

intuitive and in line with Lakonishok and Lee (2001) and Jeng et al. (2003), in Chapter 4 I 

provide arguments and evidence that insiders’ regular share trades reflect different incentives 

and information than their trades through option exercises. 

  

  

2.3 THE NATURE OF INFORMATION REFLECTED IN INSIDER TRADES 

 

This section discusses research on the sources of insiders’ ability to predict future stock 

returns. The combined results of this research suggest that insider profitability generally stems 

from a long-term information advantage rather than specific private information related to 

short-term information releases. Also, trading profitability is a result of knowledge about one 

year ahead cash flow realisations, superior knowledge of the information conveyed by 

accounting accruals, and the ability to detect situations in which stock prices deviate from 

fundamental values.  

 

 

2.3.1 Trading around Material Information Events 

 

Elliot et al. (1984) are among the first to study the relation between insider trades and public 

information announcements. They test whether unusual insider trading activity is related to 

                                                 
2 Using a similar research design approach, Jagolinzer (2009, 229) shows that insider sales from rule 10b5-1 
participants are associated with abnormal returns. 
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public releases of information (which are assumed to affect market prices) on annual earnings, 

extreme dividend changes, bond rating changes, mergers, and bankruptcies. They further 

provide statistics on several distributional characteristics of insider trades. For example, 

insiders appear to sell more shares in December and purchase more in January, suggesting 

that taxes may play a role in trading decisions. Consistent with Seyhun (1986), sales are more 

likely in large firms and purchases more likely in small firms. 

 Results of the main tests in Elliot et al. (1984) reveal that the directions of insider trades 

around information releases are consistent with insiders’ ability to predict future stock returns. 

However, the trading around such information releases appears to be insignificantly different 

from trading at other points in time. Rather than actively trading to exploit information, 

insiders appear to passively trade by selling less before good news and buying less before the 

release of bad news. The authors conclude that while some trades by insiders are driven by 

their private information advantage regarding forthcoming information events, the vast 

majority of trades is unrelated to these events. 

 Givoly and Palmon (1985) similarly analyse the extent to which observed abnormal 

returns can be explained by the extent to which insiders trade before public information 

releases. On average, the authors find no evidence of profitable trading before new 

information disclosures – measured by news in the Wall Street Journal – and conclude that 

abnormal returns after insider trades are more likely the result of the information revealed by 

the trade itself, generating a wave of transactions by outsiders in the same direction. 

 Motivated by the SEC regulations which prohibit trading on material non-public 

information and policies of blackout periods before earnings announcements, Sivakumar and 

Waymire (1994) examine the incidence and profitability of insider trades after quarterly 

earnings announcements. They argue that trading activity will increase after earnings 

announcements and that purchases (sales) are preceded by good (bad) news disclosures, 

consistent with foregone profits of trading as a result of regulations and trading bans. 

Empirical results present evidence consistent with increased trading after earnings 

announcements. However, inconsistent with foregone profits, purchases (sales) occur after 

bad (good) news rather than good (bad) news earnings announcements. Thus, similar to Elliot 

et al. (1984) and Givoly and Palmon (1985), insiders do not appear to profit from trading 

shortly before material information releases. Rather, it appears as if insiders use “passive” 

strategies by delaying their purchases and sales until bad and good news are released, 

respectively. Also, long-term profitability of transactions occurring after earnings 
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announcements suggests that insiders’ information advantage is related to “broader factors 

that, in general, make insider trading profitable” (Sivakumar and Waymire 1994, 32). 

 Jagolinzer and Roulstone (2009) examine the effect of changes in insider trading 

regulation on the timing of insider trades before and after earnings announcements. They 

show that increased regulation is associated with a shift in trading from before to after 

earnings announcements, consistent with insiders avoiding trading before material 

information releases when risk of litigation is higher. However, no such results can be found 

for material information events other than earnings announcements. Further tests reveal that 

such a shift is related to a contemporaneous shift in overall firm level litigation risk, 

suggesting that insiders adapt their trading in response to these increased levels of risk.  

 Seyhun (1990) investigates insider trades by top managers at bidder firms prior to 

takeover announcements, in order to provide evidence on the question whether takeovers are 

driven by managers’ personal interests. He provides some evidence of a relation between 

insider trades and takeover announcements, but aggregate results are weak. Agrawal and Jaffe 

(1995) investigate trading activity by target managers before merger announcements. Given 

that Section 16(b) of the Securities Exchange Act of 1934 requires any short-swing profits 

from buying and selling (or selling and buying) within six months to be disgorged to 

shareholders, while the merger forces the sale of target equity, the authors find that insider 

purchases decrease prior to merger announcements. These findings suggest that existing 

regulation deters insiders from profiting from the generally large price movements upon 

takeover announcements at target firms. 

 Looking at bankruptcy petition filings, Seyhun and Bradley (1997) are among the few 

researchers that establish a clear empirical link between material news events and insider 

trades. They show that top level insiders sell their shares prior to Chapter 11 filings to avoid 

losses of holding the shares. More recently, Huddart et al. (2007) show that the extent to 

which insiders trade before the release of material information is related to jeopardy 

associated with such trading. Arguing that quarterly earnings announcements are high 

jeopardy events, they document that insiders purchase (sell) after bad (good) news 

disclosures, consistent with Sivakumar and Waymire (1994). On the other hand, while 

arguing that the filings of annual and quarterly financial statements on Forms 10-K and 10-Q 

at the SEC are associated with lower jeopardy, Huddart et al. (2007) find that insiders profit 

from trading prior to such filings.3 Thus, while insiders’ ability to predict future stock returns 

                                                 
3 I present related evidence in Appendix 6.1. 
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is unlikely related to material information releases, there is some evidence of profitable 

private information exploitation prior to financial statement disclosures and bankruptcy 

filings. Section 2.5 discusses the empirical evidence on insider trading around voluntary 

disclosures. Evidence on insider trading related to corporate market transactions, i.e. stock 

repurchases and equity issues, is discussed in Chapter 5. 

 

 

2.3.2 Insider Trading and Stock Market Valuations 

 

As noted by Seyhun (1992b), the predictive ability of insider trades can be explained by 

superior knowledge of business conditions as well as temporary price inefficiencies. With 

regard to the latter explanation, Rozeff and Zaman (1998) use insider trading activity to show 

that value stocks tend to be undervalued, while growth stocks tend to be overvalued. They 

find that market prices partly reflect investor overreaction to new information, as insiders tend 

to buy more shares when moving from growth (low ratio of cash flow or book value to market 

value) to value (high ratio) stocks. Overreaction is defined as the predictable reversal of stock 

returns. Also, net insider buying is higher after stock prices have declined and lower after 

stock prices have increased. Overall, results are consistent with insiders trading when stock 

prices deviate from fundamental values. 

 Jenter (2005) provides further evidence that insiders have contrarian views on their 

firms’ stock prices. Focusing on the ratio of book-to-market equity as a measure of market 

mispricing, his findings suggest that perceived mispricing of firm stock affects managerial 

decision making in important ways, i.e. in personal decisions as well as firm-level decisions. 

In Chapter 5, I argue that the book-to-market ratio is an ambiguous measure of the extent to 

which prices reflect fundamental values, and I propose and test more direct (accounting-

based) measures of valuation to test the extent to which insiders trade on market valuation 

errors, for personal as well as corporate accounts. 

 

 

2.3.3 Insider Trading and Accounting Information 

 

Extending the research on the link between insider trades and market valuation errors, 

Piotroski and Roulstone (2005) simultaneously examine market mispricing and superior 

knowledge of future cash flow realisations as sources of insiders’ forecasting ability. They 
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argue that the results of Rozeff and Zaman (1998), who found an association between insider 

trading activity and growth and value firms, could alternatively be explained by insiders’ cash 

flow forecasts since value firms tend to have higher future earnings announcement returns 

than growth firms. The authors find that insider trades are incrementally related to future 

earnings realisations and measures of misvaluation. These findings suggest that insider trades 

reflect both new information and information about the value of the firm given all publicly 

available information. 

 While the insider trading literature generally finds that insider sales are uninformative, 

Ke et al. (2003) identify a specific situation in which insider sales are related to private 

information. Building on prior research that suggests that the ending of a string of consecutive 

quarterly earnings increases is associated with a large stock price drop (e.g., Barth et al. 

1999), the authors predict that insiders have incentives to sell their shares in anticipation of 

such an event. Consistent with this prediction, Ke et al. (2003) find that in the period from 

nine to three quarters before a break in consecutive earings increases, insiders start selling 

more of their shares. These patterns are stronger for longer strings of earnings increases and 

larger negative earnings surprises at the break. Consistent with insiders avoiding legal 

jeopardy by not trading before short-term news releases (e.g., Elliott et al. 1984; Givoly and 

Palmon 1985), insider sales decline in the two quarters prior to a break in consecutive 

earnings increases. 

 Insiders’ foreknowledge of future earnings realisations results from their private 

information about future cash flows, due to for example changes in expected sales orders, but 

also from their superior knowledge about the quality of reported earnings. Quality of earnings 

is often defined as the persistence of earnings, where the noise in accounting accruals is an 

important determinant of persistence. Sloan (1996) shows that the component of earnings 

made up of accruals has a significantly lower association with future earnings than does the 

cash flow component of earnings. Also, he finds that investors are initially unable to 

understand the valuation implications of this differential persistence and overvalue accruals. 

This finding that investors focus too much on bottom-line earnings suggests that accounting 

accruals, which are partly determined by management, may be used by insiders to “fool” the 

market. 

 Beneish and Vargus (2002) extend Sloan (1996) by splitting accruals into income-

increasing and income-decreasing accruals. Given insider managers’ role in the financial 

reporting process, their information based trading decisions are likely related to information 

about the quality, or persistence, of their accrual adjustments. The authors show that Sloan’s 
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(1996) mispricing results are driven by income-increasing accruals. More importantly, the 

persistence of these income-increasing accruals is significantly lower when accompanied by 

abnormal insider selling and this result is partly explained by opportunistic accrual 

adjustments (earnings management within the boundaries of Generally Accepted Accounting 

Principles). The important implication of the study is that insiders’ trading decisions may 

potentially be useful as a check on the quality of reported earnings. 

 Core et al. (2006) similarly examine whether insiders’ personal and corporate trading 

decisions are related to Sloan’s (1996) accrual anomaly. In addition, they test whether insider 

trades are correlated with return patterns after earnings announcements, following the post-

earnings announcement drift anomaly literature. Collins and Hribar (2000) show that these 

anomalies are distinct phenomena. Core et al. (2006) present evidence that is consistent with 

insiders trading on the accrual anomaly, but not the earnings drift anomaly. While the accrual 

anomaly indicates that low accrual firms experience positive future abnormal returns and high 

accrual firms experience negative abnormal returns, they find that insiders buy more shares in 

low accrual firms and sell more in high accrual firms.  

 McVay et al. (2006) provide more evidence on the link between insider trading and 

earnings management. Prior research interprets a discontinuity around zero in the statistical 

distribution of earnings surprises as evidence of earnings management (Burgstahler and 

Dichev 1997; Degeorge et al. 1999; Brown and Caylor 2005). In support of this research, 

McVay et al. (2006) show that the likelihood that a firm will meet or just beat the earnings 

expectations of financial analysts is associated with subsequent insider sales. This finding 

suggests that insiders strategically manage earnings to meet the analyst forecast benchmark 

and subsequently sell their shares. While this research assumes that the analyst forecasts are 

exogenous, Richardson et al. (2004) show that the relation between insider trades and meeting 

or beating the analyst forecast is more subtle. Their evidence suggests that insiders and 

analysts engage in an earnings guidance game where analysts initially issue overly optimistic 

forecasts and subsequently lower their forecasts so that companies can more easily meet the 

expectations. Richardson et al. (2004) document that this game is most obvious when insiders 

sell shares after earnings announcements. 

 Evidence on a link between insider trading and accounting fraud (earnings management 

beyond the boundaries of Generally Accepted Accounting Principles) is mixed. Examining 

determinants of financial statements fraud, Dechow et al. (1996) find no evidence that insiders 

sell more shares in firms that are subject to enforcement actions by the SEC. On the other 

hand, Beneish (1999) shows that in a sample of firms investigated by the SEC, insiders tend 
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to sell more shares at inflated prices in years of overstated earnings than compared to insiders 

in other firms. Summers and Sweeney (1998) find similar evidence and document that 

insiders sell large quantities of shares in their firms in years of fraud. Moreover, they show 

that insider trading characteristics can be used to assess the likelihood that a firm has engaged 

in financial statements fraud. Results suggest that reduced insider buying and increased 

insider selling can be seen as a red flag for financial statement users and auditors. 

 

 

2.3.4 Insider Profitability, Trading Activity, and Information Asymmetry 

 

Recent empirical studies have used the frequency and profitability of insider trades to measure 

information asymmetry and to validate constructs of information asymmetry. For example, 

Aboody and Lev (2000) show that R&D is an important contributor to information 

asymmetry. Because R&D costs are immediately expensed in the income statement, there is 

no information available to investors about the potential future benefits that arise from current 

R&D activities. Although all investment strategies in a firm give rise to information 

asymmetries, the expensing of R&D results in an increased information gap between insiders 

and outside investors. Aboody and Lev (2000) find that gains from insider trades are 

significantly higher in firms with R&D activity. Also, investor reactions to disclosures of 

insider trades are larger in R&D firms. These findings point to R&D as an important 

determinant of the information gap between insiders and outsiders. 

 Frankel and Li (2004) examine how informativeness of financial statements, analyst 

coverage, and company news affect the information asymmetry between insiders and 

outsiders. They use the ability of insiders to profit from their private information advantage as 

a measure of information asymmetry. Results reveal a statistically significant negative 

relation between the profitability of insider trades – measured by the six month abnormal buy-

and-hold returns after the trades – and the number of analysts following a firm, suggesting 

that increased analyst coverage results in lower information asymmetry between insiders and 

outside investors. Results are similar when examining the frequency of insider trades. Also, 

informativeness of financial statements – measured by the extent to which stock returns are 

correlated with reported earnings – is negatively associated with the frequency of insider 

trades. Firm-specific news is not associated with insider trading in the predicted way. The 

authors conclude that insider trading characteristics may serve as constructs of the variation in 

information asymmetry across firms. 
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 In a similar vein, Huddart and Ke (2007) analyse the relation between insider trading and 

a firm’s information environment, to provide evidence on the validity of extant proxies of 

information asymmetry. They rely on theoretical models of informed trade which fall into two 

categories. In price-taking models such as Grossman and Stiglitz (1980), individual trading 

does not affect market prices and the quantity traded by an informed trader is limited by risk 

aversion, wealth constraints, and trading rules. Price-taking models imply a positive relation 

between trading quantities and information asymmetry. In imperfect competition models such 

as Kyle (1985), informed trading does affect prices and consequently limits the amounts of 

trade. Such models predict no relation between insider trade quantity and information 

asymmetry. Notwithstanding the differential prediction regarding the relation between trading 

quantity and information asymmetry, both price-taking models and imperfect competition 

models predict greater abnormal returns and profitability to insider trades in situations of 

higher information asymmetry. Based on these theoretical models and using a set of 

commonly used measures of information asymmetry, that is: i) institutional holdings, ii) 

analyst coverage, iii) the book-to-market ratio, iv) loss incidence, v) R&D expenses, and vi) 

absolute abnormal returns to previous earnings announcements; Huddart and Ke (2007) 

present results which question the usefulness of institutional holdings and loss incidence as 

measures of information asymmetry. Their alternative interpretation is that the price-taking 

and imperfect competition models of informed trade have no descriptive validity. 

 Aboody et al. (2005) examine whether insiders exploit the sensitivity of their firm’s 

stock to the quality of reported earnings. Francis et al. (2005) show that variation in the 

quality of firms’ reported earnings results in variation in information asymmetry which affects 

the cost of equity capital. Aboody et al. (2005) extend this research by constructing a factor-

mimicking portfolio based on proxies for earnings quality, and show that the profitability of 

insider trades in a firm is positively related to the sensitivity of firm stock returns to this 

earnings quality factor. Similar to Frankel and Li (2004) and Huddart and Ke (2007), this 

finding suggests that insider trading characteristics proxy for the information asymmetry 

between insiders and outside investors. 
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2.4 INSIDER TRADING AND VOLUNTARY DISCLOSURES 

 

The relation between insider trading decisions and voluntary disclosures has attracted 

considerable interest. An important aspect of the topic is that the relation between the timing 

of trading and timing of voluntary disclosures is endogenous. That is, transactions may be 

timed around disclosures, but disclosures may also be timed around transactions. 

 Penman (1982) reports evidence consistent with insiders timing their trades relative to 

dates of management forecasts of annual earnings, holding the decision to forecast constant. 

For forecasts with a substantial effect on stock price, insider purchase and selling activities are 

associated with the directions of announcement effects in predictable ways. Noe (1999), 

however, shows that insiders do not profit from trading just before the release of information 

in management forecasts. Rather, insiders profit from their information advantage in more 

subtle ways, by purchasing and selling shares after bad and good news management earnings 

forecasts, respectively. These findings are consistent with the results for trading around 

earnings announcements and other news events (Elliot et al. 1984; Givoly and Palmon 1985; 

Sivakumar and Waymire 1994). Results suggest that insiders delay trading securities in their 

own firms until the information asymmetry with outside investors is relatively low, consistent 

with SEC regulations which require insiders to either disclose their private information or 

abstain from trading. Also, as Noe (1999) concludes, the interrelation between management 

disclosures and insider trades is more complex than previously recognised. The observed 

insider trading patterns are not necessarily harmful to investors when insider trades serve as a 

“…tool for managers to credibly communicate their private information when public 

disclosure is sufficiently costly” (Noe 1999, p.325). 

 The costliness of public disclosure can be thought of as the result of the revelation of 

information which is valuable to competitors or when there is litigation risk related to 

imprecise management projections. One form of public disclosure that involves high 

subjectivity and the potential for management prediction errors is the voluntary disclosure of 

innovation strategy by high-tech firms. Treating the occurrence of insider trades as 

exogenous, Gu and Li (2007) predict and find that investors perceive such voluntary 

disclosure as more credible when management has purchased shares in the firm prior to the 

disclosure. Similar to the conclusion drawn by Noe (1999), this finding implies that 

management may use its ability to purchase equity to signal information in addition to, or as a 

substitute for, other disclosures. 
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 Cheng and Lo (2006) extend Noe’s (1999) study by explicitly controlling for the 

endogenous relation between management’s choice to trade and its choice to voluntarily 

disclose information. They find that in periods of increased insider purchases, more bad news 

forecasts are released to lower the purchase price of shares acquired. To ensure that such a 

result is not simply driven by the effect of disclosures on trading activity, they use an 

instrumental variables approach and show that predicted insider purchases are positively 

related to bad news forecasts. Also, while arguing that CEOs have the highest discretion over 

forecast issuance and timing, they show that CEO trading has a significantly stronger effect 

on the frequency of voluntary management earnings forecasts. Consistent with the higher 

litigation risk associated with insider sales and acceleration of good news or withholding of 

bad news, the authors find no evidence of a relation between insider sales and voluntary 

disclosures. Rogers (2008) provides alternative evidence on the effect of insider trading on 

disclosure decisions, by showing that managers adapt the quality of disclosures in response to 

incentives from their ability to purchase or sell the firm’s stock.  

 Overall, the discussion on the interrelation between voluntary management disclosures 

and insider trading suggests that trading and disclosure decisions affect each other. Consistent 

with results for earnings announcements, insiders refrain from trading shortly before the 

release of information. This, however, does not mean that information exploitation does not 

occur. In fact, insiders profit in a more subtle way by passively delaying their trading until 

after the release of information and by timing the releases of information. Results for the 

timing of voluntary disclosures may extend to earnings announcements. While such 

announcements are mandatory, their timing is largely discretionary. For example, several 

empirical studies have shown that the timing of earnings announcements is related to the 

content of the announcements, as delayed announcements more likely contain bad news 

(Chambers and Penman 1984; Kross and Schroeder 1984; Bagnoli et al. 2002). Also, there is 

some flexibility in the timing of financial statement disclosures and delayed filings of 

financial statements signal bad news to the market (Impink et al. 2009). Future research may 

therefore examine the endogenous relation between the timing of mandatory disclosures and 

insider trades. 
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2.5 BENEFITS AND COSTS OF INSIDER TRADING 

 

Regulation on insider trading is one of the most controversial parts of securities regulation 

(Bainbridge 2000). Proponents of strict regulation argue that allowing insiders to profit from 

their asymmetric information advantage is unfair and harms the well functioning of capital 

markets by eroding public confidence, lowering liquidity, crowding out costly information 

acquisition by outside investors, and increasing the cost of capital (Ausubel 1990; Fishman 

and Hagerty 1992; Seyhun 1992a).4 On the other hand, opponents of regulation such as 

Manne (1966b; 1966a) argue that insider trading may facilitate efficient price formulation 

because managers’ trading decisions communicate their private information to the market. 

When prices (correctly) impound more firm-specific information, stock markets are more 

efficient. 

 Leland (1992) analytically shows that allowing insiders to trade helps stock prices better 

reflect valuation relevant information and it may increase economic welfare. Piotroski and 

Roulstone (2004) find that insider trades are negatively related to stock price synchronicity – 

an inverse measure of the level of firm-specific information reflected in stock price – and 

facilitate the incorporation of firm-specific future earnings information into stock prices. 

Lustgarten and Mande (1998) show that insider purchases decrease analyst forecast errors and 

dispersion. Their results are consistent with insider trades increasing the availability of future 

earnings information in the market and pushing stock prices to their fundamental values. 

 Meulbroek (1992) examines a unique set of data containing illegal insider trades, as 

opposed to the set of legal insider trades that is used in the extant literature. Her primary 

motivation for the study is the debate about the pros and cons of insider trading regulation. 

Results support the proposed efficiency benefit of insider trading (Manne 1966b; Manne 

1966a; Carlton and Fischel 1983) in that insider trades trigger immediate price movements 

and quick price discovery. About half of the information that insiders (illegally) trade upon is 

impounded into prices on insider trading days before the public disclosure of the information. 

In addition, almost half of the price run-up that generally occurs in target firms prior to 

takeover announcements appears to occur on days of insider trades. A further examination of 

                                                 
4 Bhattacharya and Daouk (2002), examining the existence and enforcement of insider trading laws around the 
world, find that enforcement of insider trading laws (measured by the first prosecution in the country) decreases 
the cost of capital. The mere existence of insider trading laws is not associated with a decrease in cost of capital. 
In a similar vein, Bushman et al. (2005) build on the argument that insider trading crowds out costly information 
acquisition by outsiders. They find that analyst following increases in a country after initial enforcement of 
insider trading laws. 



 
Chapter 2: Literature Review 25 

trading characteristics provides robust evidence consistent with insider trades accelerating the 

incorporation of private information into stock prices. 

 Manne (1966b; 1966a) further posits that insider trading does not significantly harm 

long-term investors, that is, those investors that trade on fundamentals as opposed to short-

swing traders. Jeng et al. (2003, 455) provide supporting evidence that while the benefits 

accruing to insiders from their purchases are economically strong, outside investors “…have 

little to fear from these reported transactions, because insider trades make up but a tiny 

portion of the market”. They calculate that, on average, the expected costs to investors of 

trading against insiders are relatively low at 10 cents for every $10,000 transaction. Hence, 

notwithstanding the issue of fairness, the benefits of insider trading (i.e., conveying 

information) may outweigh the relatively low costs to outside investors. 

 Additionally, Manne (1966b; 1966a) argues that insider trading is an efficient way of 

compensating managers for their innovations by assigning property rights to private 

information (see also Carlton and Fischel 1983). In support of this argument, Roulstone 

(2003) documents a positive relation between the existence of firm-level trading restrictions 

and total executive compensation. That is, when insiders are not able to capitalise on their 

information advantage in periods prior to events such as earnings announcements, companies 

pay a compensation premium. These findings are consistent with the role of insider trading in 

the rewarding and motivating of employees. 

 More generally, legal insider trading is a result of stock-based compensation. Stock-

based compensation alleviates agency problems, resulting from the separation of ownership 

and control, by aligning the interests of managers and shareholders (Jensen and Meckling 

1976; Demsetz and Lehn 1985). Core and Guay (1999) show that firms use equity 

compensation in an effective manner. Modelling optimal levels of CEO compensation based 

on cross-sectional determinants observed in prior research, they show that firms actively 

manage new equity grants in response to deviations from optimal equity incentive levels. 

Core and Larcker (2002) present comparable evidence for a sample of firms that impose 

minimum ownership requirement plans. They find that ownership and firm performance prior 

to adoption of such plans are low, whilst significant increases in ownership and firm 

performance are observed in the two-year period following adoption. These results suggest 

that mandated increases in equity ownership from suboptimal levels have the intended effect 

of improved firm performance. 

 Of course, the collapse of the stock market and corporate scandals around the turn of the 

millennium, in which insider equity incentives allegedly played a major role, has produced 
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significant evidence to counter this argument. Manne acknowledges this point and notes that 

“…[m]y second ‘positive’ argument for insider trading, that it could perform well as part of 

an executive compensation package, has been the more forcefully attacked, and it is perhaps 

less robust than I and other proponents had originally assumed” (Manne 2005, 5).5 Important 

to note, however, is that the perverse incentives in these scandals were particularly driven by 

the large compensation resulting from poorly structured stock option plans (Jensen 2001) and 

not solely insiders’ ability to trade their own firm’s stock.6 

 An argument that can be made against the price-efficiency argument of insider trading is 

that the private information that insiders trade upon could simply be revealed through other 

information sources. A problem, however, is the credibility of such other information sources. 

As in Gu and Li (2007), it is difficult for investors to fully interpret the implications of 

information conveyed in subjective forward-looking projections that occur in highly uncertain 

environments. Also, proprietary costs and legal liability may preclude managers from fully 

disclosing their private information in disclosures. The ability for managers to give an 

incremental signal to investors by purchasing shares in their companies helps the market to 

better understand the credibility and content of these disclosures and the likelihood that future 

benefits will occur. 

 Similar to voluntary disclosures, there is variation in the extent to which mandatory 

financial statement disclosures fully reveal information that pushes stock prices to their 

fundamental values. A large literature suggests that investors initially underreact to new 

information in earnings announcements (e.g., Foster et al. 1984; Bernard and Thomas 1989; 

Nichols and Wahlen 2004). This underreaction is increasing in the uncertainty about the 

implications of past earnings changes for the future (Freeman and Tse 1989) and one driver of 

such uncertainty is the noise in accounting accruals. Low quality accruals can be caused by 

economic factors that are beyond managerial discretion (Dechow and Dichev 2002). 

Therefore, even with insiders providing the most credible (as possible) financial reports, stock 

prices may not reflect fully the implications of financial statement information and investors 

require additional disclosures of management’s private information to revise their valuations 

of the firm’s stock (Dechow and Schrand 2004; Francis et al. 2007). Without insider trades, 

which can be argued are most closely linked to management’s private information, price 

efficiency might not be established. In Chapter 6 of this dissertation, I therefore examine the 

                                                 
5 For anecdotal evidence on the link between insider trading and financial fraud, see for example SEC 
Accounting and Auditing Enforcement Release (AAER) No. 875, 901, 923, 945, 965, 993, 1022, 1051, 1066, 
1089, 1101, 1105, 1112, 1372, 1559, 1697, 1721, 1851, 1904, or 2146. 
6 See Ball (2009) for a discussion of the major causes of the accounting scandals at the turn of the millennium. 
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extent to which insider purchase decisions (and the subsequent disclosures of the trades) help 

push prices to their fundamental values when there is increased uncertainty about the 

implications of previously announced earnings in low accrual quality firms. 

 

 

2.6 SUMMARY 

 

This chapter summarised the broad literature that examines the information reflected in 

reported insider trades. Early research has primarily focused on the extent to which corporate 

insiders profitably time their trades, that is, whether trading decisions are associated with 

subsequent abnormal changes in share price. Results of this research suggest that insider 

trades are associated with favourable future stock return patterns, but mainly for purchases 

rather than sales. Research on insider trading around material news events suggests that 

insiders’ ability to predict future price movements likely stems from their superior knowledge 

regarding long-term future prospects. The evidence suggests that insiders refrain from trading 

on private information when risk of litigation is high, such as shortly before earnings 

announcements. However, insiders do appear to alter the timing and contents of disclosures 

around their trading. 

 More recently, reported insider trades have been linked to the accounting choices made 

by the same insider managers. As discussed in Chapter 1, insiders have incentives to exploit 

or affect the noise in accounting accruals. Accordingly, several studies have linked accounting 

accrual adjustments to insider trades and have shown that insider trading is related to accruals 

and earnings quality. In Chapter 4, I extend this literature by examining whether insider 

option exercises reflect information about future earnings and current earnings quality. 

Current earnings quality may be affected by earnings management incentives that are induced 

by trading opportunities. While the literature has been focused on insider managers’ decisions 

to trade shares, little research has examined stock option exercises. Option exercises are an 

important extension of the research given that options have differential incentive effects than 

ordinary shares. To provide an introduction to the empirical analysis in Chapter 4, Chapter 3 

presents a discussion of the importance of stock options in executive compensation packages 

and theoretical explanations for the use of options and their unique payoff structure. 

 
  




