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before the news was public. The stock price of her company dropped by 16 percent at the 

breakout of the news and even Newsweek referred this case as “Martha’s Mess”. Several months 

after, in October 2002, she was forced to resign her position in her company and as the director 

of the New York Stock Exchange. In 2004, Martha Stewart and her broker were found guilty for 

conspiracy and making false statements to investigators, fined $30,000 and spent 5 months in 

prison7.   

Insider trading has always been an area with strict regulation and enforcement of SEC 

programs. Back to the beginning, the term “insider trading” itself, however, refers to both legal 

and illegal purchasing and selling conducts of corporate insiders, where the definition of insiders 

by the SEC includes directors, officers, and major stockholders holding more than 10 percent of 

shares of the total numbers of shares outstanding of a particular firm. Legal insider trading is 

defined as insider trades reported and filed on Form 3/4/5 in accordance with SEC requirements8. 

In contrast, illegal insider trading involves leakage of non-public and confidential material 

information of firms, and is considered as a violation of fiduciary duties. Illegal insider trading is 

not limited to transactions conducted by insiders themselves; trades carried out by related friends, 

families, business associates, banks, brokers and so on, who have received such confidential 

information from insiders, are also viewed as strong violations of insider trading regulations9. 

Trading on material information can be lucrative for insiders but produce complex outcomes for 

economy. Hence, insider trading is strictly regulated by the Congress and the SEC, especially 

after the stock market crash of 1929. 

                                                           
7 Samuel Waksal was arrest and sentenced to 7 years with a fine of $4.3 million. 
8 After the Sarbanes-Oxley Act of 2002 (SOX), the SEC requires insiders to file a Form 4 within two business days 

after the close of the calendar month of insider transactions. 
9 “Insider Trading.” Accessed April 3, 2015. http://www.sec.gov/answers/insider.htm 

http://www.sec.gov/answers/insider.htm
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To deter the abuse of insider information for profits, the SEC has made a long process in 

enacting and strengthening legislations on insider trading. The Congress enacted the Securities 

Act of 1933 and the Securities Exchange Act of 1934 that prohibit short-swing profits10 in 

Section 16 (b). As the regulation develops, the Congress further announced (i) the “disclose or 

abstain rule” that, insiders who possess material non-public information must either disclose 

such information before trading or refrain from trading, and (ii) the “misappropriation theory” 

that people with no fiduciary relationship with the company can be liable for trading the 

company’s shares on inappropriate usage of information obtained from insiders. A detailed 

development of legislation enactments on insider trading can be found in Appendix A.  

However, even with strict regulations, many more identified unlawful insider trading 

cases are to be enumerated. According to the SEC’s records, for the year 2014 alone, the SEC 

filed 25 cases against different entities like hedge fund managers, brokerages, corporate insiders, 

and other illegal tippees or tippers. Previous real-life cases and academic studies have both 

provided tantamount evidence that insider trading is associated with private information and 

insiders have financial incentives to trade on such information.  

Existing studies have raised two different hypotheses as to how insiders trade on private 

information (Seyhun, 1992), and different attitudes towards the impacts of insider trading 

(Carlton & Fischel, 1983). First, the fads or mispricing hypothesis suggests that, since insiders 

understand the fundamental value better than outsiders, they are capable of identifying market 

mispricing from overreaction or underreaction. As a result, aggregate insiders tend to go counter 

with the current market trend by acting as contrarians, regardless of other factors that affect stock 

prices (Lakonishok & Lee, 2001). Second, the cash flow hypothesis states that insider trading 

                                                           
10 The short-swing profits refer to the money earned by insiders from a purchase and a following sale (or reverse) 

within six months. 
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tends to be associated with subsequent performance changes or corporate events, as insiders are 

well-informed about their firm future cash flows before any outsiders. Several studies document 

abnormal and profitable insider trading activities before certain corporate events, including 

earning announcements, mergers and acquisitions, dividend initiations, and stock repurchases 

(Agrawal & Knoeber, 1996; Banerjee & Eckard, 2001; Bonaimé & Ryngaert, 2013; John & 

Lang, 1991; Ke, Huddart, & Petroni, 2003). These two hypotheses of insider trading are not 

mutually exclusive. Studies, including Seyhun (1992) and Piotroski and Roulstone (2005), 

document empirical supports for both explanations.  

Regardless of insiders’ trading motivations, the two hypotheses both suggest that insider 

trading helps move prices to the “right” value of firms. As mentioned in Manne (1966), no 

insider trading means low market efficiency because of high uncertainty. Also, Meulbroek 

(1992), using a unique set of illegal insider trading cases, reports that the public actually is able 

to identify informed trading and incorporate these information into stock prices. In this sense, 

insider trading is partly beneficial for achieving efficient stock prices.  

Besides, some studies suggest that corporations permit legal insiders to trade their shares 

for other reasons. For example, given the competition, some executives bid themselves at low 

prices to gain a position. However, low compensation in turn induce managers to engage in some 

shirking behaviors that harm shareholders’ interests (Jensen & Meckling, 1976). To align 

executives’ interests with those of shareholders and reduce managerial value-destroying 

behaviors, companies offer executives additional compensations in the form of stocks. Carlton 

and Fischel (1983) conclude that one of the advantages of insider trading is to allow for 

flexibility of managerial compensations and avoidance of continuous renegotiation. Masson and 

Madhavan (1991) report that insider trading destroys firm value for low insider ownership but 
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then adds value to firms with increasing stock ownership of insiders. Denis and Xu (2013) find 

that equity-based compensation is high for firms residing in countries with high insider trading 

regulations. Another argument states that, since the public views insiders as informative 

individuals, companies use insider trading as a way to release and, at the same time, limit the 

information transferred outside, as information released in public announcements might be too 

expensive and unmanageable if it turns to be incorrect (Carlton & Fischel, 1983). Hu and Noe 

(2001) show that permitting insider trading could increase shareholders’ wealth if insider trading 

incorporates hidden corporate information into asset prices.  

However, the prevailing focus towards insider trading is on the adverse effects, especially 

those brought by illegal insider transactions. Critics of insider trading stress that insider trading 

based on private information is unfair to other naïve investors and leads to unpredictable 

detrimental outcomes. Many earlier studies like Jaffe (1974a), Finnerty (1976), and Seyhun 

(1986) support that insiders can earn excess profits at the cost of outsiders. Fishman and Hagerty 

(1992) argue that, instead of achieving market efficiency, insider trading leads to inefficient 

stock prices. Private insider trades with an informative advantage signals the existence of 

information asymmetry to the market and causes outsiders to ask for a high discount rate as 

compensations for information disadvantage. The results hence are high cost of equity and 

reduction in the liquidity of corporate shares on the secondary market (Bettis, Coles, & Lemmon, 

2000; Cheng, Firth, Leung, & Rui, 2006).  

Some argue that insiders have the incentives to trade on both good and bad news. Even 

though they are in general risk-averse, insiders are inclined to take extreme positions by 

gambling on risky portfolios at the expense of outside shareholders and creditors (Carlton & 

Fischel, 1983). Increased volatility allows for a wide range of possible future prices and 
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increases the value of managerial stock options. This thereby gives rise to the moral hazard issue 

of insider trades. If insiders can profit from trading on bad news, then they become indifferent as 

to whether to work hard and increase firm profitability, or to spend little effort and make the firm 

go bankruptcy. 

Last, planned insider trading also impedes or delays corporate decision-making process. 

For example, Carter, Mansi, and Reeb (2003) suggest that insiders tend to manipulate stock 

prices through timing information disclosures. In addition, identified illegal insider trading is 

punishable after the Securities Act of 1933 and the Securities Exchange Act of 1934. In the cases 

where corporate management is prosecuted for misappropriate insider trading, both the 

individual and the company will suffer significant penalties from the SEC and Congress, which 

in turn raise transaction costs, public critics, and loss in investors’ confidence. For regulators, 

extensive insider trading undermines market’s confidence in the fairness, effectiveness, and 

integrity of the security market (Bettis et al., 2000; Carlton & Fischel, 1983).  

1.2. Research Questions and Contributions 

Previous studies on insider trading generally focus on two aspects: (i) whether insider 

trades are informative to outside investors regarding to firm performance or corporate decisions, 

and (ii) the information contained in insider trades. However, findings on these two questions are 

mixed and inconclusive. Regarding the first question, studies in general have shown evidence 

that insider trading is associated with past stock performance (Lakonishok & Lee, 2001; Rozeff 

& Zaman, 1998), post-trading stock performance (Jaffe, 1974a; Seyhun, 1986, 1988, 1992), 

future cash flows (Jiang & Zaman, 2010; Ke et al., 2003), and several corporate decisions, such 

as dividend changes (Fuller, 2003), stock repurchases (Bonaimé & Ryngaert, 2013; Chen, Chen, 

Huang, & Schatzberg, 2014; Firth, Leung, & Rui, 2010), stock splits (Han & Suk, 1998; Ma, Sun, 
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& Yur-Austin, 2000), and mergers and acquisitions (Banerjee & Eckard, 2001; Bradley, Cline, & 

Lian, 2012).  

The controversy of insider trading lies in the second question. Some, like Rozeff and 

Zaman (1998), Kahle (2000) and Xiang, He, and Cao (2002), argue that insiders view outside 

investors as being continuously overreacting to the market. Insiders are able to detect mispricing 

and hence they trade against current market belief to eliminate such deviations and profit from 

market correction. Others, like Seyhun (1992), Ke et al. (2003), and Jiang and Zaman (2010), 

suggest that insider trades are related to subsequent firm performances. Specifically, Ke et al. 

(2003) indicate that insiders choose to trade several quarters before earnings change disclosures 

to avoid legal inquiries. However, Givoly and Palmon (1985) fail to find significant links 

between insider trading and following earnings announcements or dividend announcements. 

Huddart, Ke, and Shi (2007) indicate that insiders avoid profitable trades before disclosures of 

earnings announcements but trade heavily after previous announcements if the forthcoming 

earning announcements are positive. Last, Piotroski and Roulstone (2005) conclude that insiders 

trade based on both their contrarian beliefs and their superior information about firm prospects.  

Given the pervasive insider trading cases nowadays and the mixed conclusions on the 

impacts of insider trading, I aim to expand the existing literature by examining (1) whether 

insiders trade opportunistically before stock splits based on their knowledge on post-split firm 

operating performance, and (2) how insider trading is affected by institutional trading behaviors. 

In the first essay, I examine the motivations behind managerial insiders before stock 

splits. Stock splits are mostly documented to be associated with share price appreciation around 

the split announcements (Fama, Fisher, Jensen, & Roll, 1969; Ikenberry, Rankine, & Stice, 1996). 

It is of controversy on whether the large price run-ups are brought by market overreaction or by 
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post-split firm superior performance (Ikenberry & Ramnath, 2002). In this essay, I hypothesize 

that insiders, being contrarian investors who trade against market overreactions, trade actively by 

selling their shares before stock splits. If insiders base their transactions on future firm 

performance, then I expect to see an incremental effect of future performances on pre-split 

insiders’ trades above the explanatory power of contrarian effects. I first document the strong 

and significant dominance in abnormal corporate insider selling over purchasing behaviors prior 

to stock split announcements. Additionally, I find that insiders reduce their selling behaviors 

and/or accumulate their shares when they perceive good future performance starting as early as 

two years prior to stock split announcements. The empirical results hence support that insiders 

are both contrarian investors and super-information holders. 

In the second essay, I aim to examining the impact of institutional ownership volatility on 

insider holding. Both insiders and large institutional shareholders are viewed as significant 

owners of corporations. The former has access to material, non-public information of firm 

prospects and the latter possesses unique expertise for analyzing and managing their portfolios. 

Elyasiani and Jia (2010) stress that institutional ownership stability could reflect several aspects 

of institutional owners that cannot be captured by institutional ownership level. As a result, the 

presence of stable institutional investors leads to high monitoring efficiency and good firm 

performances. I postulate that the volatility of institutional holdings affects insider holdings 

positively. In general, the empirical results support my hypothesis by showing that institutional 

ownership volatility is positively and significantly related to insider ownership. This positive 

impact is consistent across different types of institutional shareholders, including banks, 

insurance companies, investment companies and their managers, independent investment 

advisors, and all other institutions. The lack of stable institutional owners incentivizes insiders to 
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accumulate their ownership of firms and capitalize on managerial entrenchment. The existence 

of stable institutional owners, on the other hand, might very well monitor the managers and 

hinder insiders from accumulating firm ownership.  
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CHAPTER II 

 

 

INSIDER TRADING AND STOCK SPLITS 

 

 

2.1. Introduction 

Previous studies on insider trading show that insiders are able to generate positive 

abnormal returns from their trading activities (Givoly & Palmon, 1985; Jaffe, 1974a; Rozeff & 

Zaman, 1998; Seyhun, 1986). Studies believe that insiders are capable of earning abnormal 

returns either because they are opportunistic investors, or because they are superior information 

holders, or both. On one hand, corporate insiders, holding that outside investors make biased 

judgment on stock valuation, trade in the contrarian way by going against the market to correct 

any valuation errors (Jenter, 2005; Rozeff & Zaman, 1998; Seyhun, 1992). On the other hand, 

corporate insiders have private access to corporate information on firm prospects, and thus are 

able to earn excess returns if they trade on their private information (Jiang & Zaman, 2010; Ke et 

al., 2003; Penman, 1982; Pettit & Venkatesh, 1995). Studies like Pettit and Venkatesh (1995) 

and Piotroski and Roulstone (2005) provide evidence for both insiders’ contrarian beliefs and 

future superior information. 

One way to test whether insiders trade on their private information on firm prospects is to 

examine insiders’ trades before major corporate events. John and Lang (1991) document a 

significant positive relation between insider selling and negative excess returns prior to dividend 

announcements. Gombola, Lee, and Liu (1999) and Clarke, Dunbar, and Kahle (2001) both show 

increasing aggregate insider selling before firms make new issue announcements, and document  
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that pre-issuing insider selling is related to post-issuing firm growth and long-run performance, 

respectively. Bonaimé and Ryngaert (2013) show an increase in insider trades before share 

repurchases, with insiders selling more than buying. They also show that repurchases associated 

with insider buying are followed by higher excess returns than those with insider selling, partly 

supporting the superior information hypothesis of insiders.  

Among the many corporate events, a stock split is quite unique. This particular event, 

unlike dividend initiations, merger and acquisitions or other events, appears to have little or no 

impact on firm assets, capital structures, cash flows, or taxes. The primary reasons for 

conducting stock splits, as suggested in prior studies, include (i) achieving a preferred and 

acceptable share price, (ii) widening the range of share distributions, and (iii) facilitating trading 

stock liquidity on the secondary market. Past studies have consistently found significant 

abnormal returns around stock split announcement (Desai & Jain, 1997; Fama et al., 1969; 

Ikenberry & Ramnath, 2002; Ikenberry et al., 1996; Lakonishok & Lev, 1987; Reilly & 

Drzycimski, 1981). The positive effect cannot be considered simply as market overreaction, as 

Ikenberry and Ramnath (2002) document that the 9% positive return drift can last for nearly one 

year. However, there is no consensus on the causes of such price run-ups.    

Stock splits are mostly documented as being associated with share price appreciation 

around the split announcements. If insiders trade in the contrarian way as suggested by previous 

studies, then the insider selling trades are expected to dominate purchasing behaviors before 

corporate split announcements. Ma et al. (2000) provide supportive evidence for increasing 

insider selling prior to stock splits, but they fail to examine whether abnormal insider trades 

before stock splits are motivated by insiders’ private information in the future.  
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In this chapter, I attempt to fill the void in the existing literature on insider trading 

activities prior to stock split announcements in the following several ways.  First, I reexamine 

insiders’ trades before stock splits. I hypothesize that insiders, being contrarian investors who 

believe current market prices are plagued with errors and trade in the opposite market sentiment, 

tend to sell their shares before stock splits. The counter argument is that insiders possess private 

information about the firms and would buy more of the firm shares in anticipation of future 

higher stock price of the firm.  

Second, I extend prior studies by disentangling the motivations behind insiders’ trades 

before stock splits. Pettit and Venkatesh (1995) and Piotroski and Roulstone (2005) show that 

insiders trade on both their contrarian beliefs and their private information of corporate prospects. 

If insiders base their transactions on future cash flows, then I expect to see an incremental effect 

of future performances on pre-split insiders’ trades, above the explanatory power of contrarian 

effects. If insiders are optimistic about firm futures, then they will reduce their sales or increase 

their purchases before stock splits. The second hypothesis hence is, insiders of firms with better 

future cash flows buy more of their firm shares than those of firms with worse future 

performance.  

Over the period from year 1991 to 2012, this chapter first finds consistent results with 

previous studies that splitting firms have significant higher abnormal returns than their matched 

value-weighted and equally-weighted non-splitting portfolios up to 30 days prior to splitting 

announcements. Investors, however, are unable to obtain significant higher buy-and-hold returns 

from investing in splitting firms over three years before and after split events. The insignificant 

long-term returns after stock splits are consistent with findings in Fama et al. (1969) and Byun 

and Rozeff (2003). As suggested in previous studies, including Lakonishok and Lev (1987) and 
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Chen, Nguyen, and Singal (2011), splitting firms have significant high earnings compared to 

their matched non-splitting peers around splitting year.  

Using the insider transaction data in Thomson Financial, this chapter documents the 

strong and significant dominance in abnormal corporate insider selling over purchasing 

behaviors prior to stock split announcements. Starting from 24 months before stock splits, insider 

sale raises relative to normal level, and increases in greater magnitude than insider purchase over 

the same period. The abnormal net purchase ratio, exceeding the normal insider trading over the 

24-month period from month -48 to month -25 prior to the announcement month, hence becomes 

even lower as the split announcement approaches. The average insider purchase ratio over 24 

months prior to splitting announcement on average is -0.261 lower than the normal level, 

indicating that insiders sell their holdings substantially before stock splits. Those findings lend 

primary supports to the contrarian hypothesis of insider trading, given the high abnormal returns 

of splitting firms over pre-split periods. Further, the 12-month stock performance prior to stock 

split events affects average insider trading prior to splitting month negatively when the 

announcement date approaches. The long-term stock performance three years after splits shows 

positive but marginally significant impact on pre-split insider trading patterns too. These findings 

together hence show supportive evidence for the contrarian beliefs of insiders before stock splits 

that insiders trade against current market trends but consistent with following price performance.   

Additionally, this chapter finds evidence for superior information hypothesis by showing 

that insiders trade on superior information about the company prospects prior to split events. Net 

insider purchasing ratio is significantly higher when firms have better post-split operating 

performance. The results therefore suggest that insiders reduce their selling behaviors and/or 

accumulating their shares when they perceive good future performance starting as early as two 
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years prior to stock split announcements. The ordinary least squares (OLS) regression results 

also support that insiders trade on both their contrarian beliefs and their superior information 

prior to stock splits. Good post-split operating performance within three years of split 

announcements has a positive and statistically significant impact on pre-split insider net purchase 

ratio, indicating that insider are also motivated to buy/hold rather than to sell their positions if 

they are optimistic about firm future. Overall, I find limited evidence that splitting factor is 

influential on insiders’ trading decision.    

The rest of this chapter is structured as follows. Section 2.2 reviews previous studies on 

insider trades, stock splits, and firm performances around stock splits. Section 2.3 and 2.4 

describe the data sources and the methodology adopted, respectively. Section 2.5 presents 

empirical results. Section 2.6 summarizes and concludes the major findings. 

2.2. Literature Review 

Previous studies pose two dominant views regarding the motivations of insider trades. 

The first one states that insiders are able to detect mispricing of their securities based on their 

private information. Hence, they tend to act as contrarian investors by going counter with the 

market sentiment and making profits from market pricing errors. For example, Rozeff and 

Zaman (1998) find increasing insider purchases after low stock returns and decreasing insider 

purchases after high stock returns. Jenter (2005) provides further evidence by showing that top 

managers of low valuation firms consider their firm as being undervalued and make corporate 

decisions on their perceived mispricing. Managers of value firms are likely to buy more of the 

firm shares while managers of growth firms tend to sell more of their firm shares. This 

mispricing hypothesis hence implies that insider trading is associated with market 

overreaction/underreaction, which will profit insiders from subsequent market correction. Such 
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insider trades do not necessarily have to contain any information specifically related to firm 

prospects. 

The second view suggests that insiders are more informed about the firms than the public, 

and holds that insiders trade on their private information on future cash flows of their firms. As 

such, insider trading behaviors can be used to predict firm future performance and stock returns. 

Jiang and Zaman (2010) decompose the market returns and find supportive evidence that insiders 

trade is strongly correlated to unanticipated news on future cash flows. This evidence suggests 

that insiders possess private information on firm future performance and trade based on their 

anticipations rather than perceived mispricing. Some studies, however, find evidence supporting 

both contrarian hypothesis and information advantage hypothesis. For example, Piotroski and 

Roulstone (2005) document that insider trading activities are positively related to firm’s future 

earnings performance and also negatively related to contemporary returns.  

According to the signaling hypothesis, if insiders have superior information about the 

company prospects over other market participants, then they may be motivated to trade on their 

information, especially prior to major corporate events. Examining the insider trading activities 

prior to seasoned equity offering announcements, Gombola et al. (1999) find that insiders from 

growth firm will hold, rather than sell, their stakes if they incorporate company future growth 

information in their trading patterns prior to seasoned equity offering (SEO) announcements. 

Clarke et al. (2001) provide strong evidence for insiders’ opportunity trading before SEO 

announcements. Specifically, they find that pre-filing insider selling behavior increases before 

both completed and cancelled SEOs, and is related to post-offering stock performance for 

completed SEOs and to stock performance before SEO cancellations. Studies such as Bonaimé 

and Ryngaert (2013) and John and Lang (1991), have documented an increase in insider trading 
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activities around stock repurchase announcements and dividend announcements. Some other 

studies fail to find significant evidence for insiders trading prior corporate events. For example, 

Lee (1997) finds no significant difference on the post-SEO firm performances between firms 

with pure insider selling and firms with pure insider buying.   

Stock splits are suggested by past studies as a way for companies to signal positive 

information to public investors. Some studies attribute the significant price run-ups in the post-

split periods to increasing information flow between informed and uninformed investors, and to 

positive market reactions to the stock split signals. For example, Brennan and Hughes (1991) 

argue that firms conduct stock splits to promote their shares by raising attention of analysts and 

investors. Conroy and Harris (1999) support the signaling hypothesis of stock splits by showing 

that market and analysts’ earnings forecast react positively when the announced split factor is 

larger than expected.  

Unlike stock prices and returns, which could be driven by investors’ information and 

transaction costs, corporate earnings reflects the profitability and hence the “true” value of a firm. 

Companies could also choose stock splits as a means to convey their optimism about future 

earnings to the market. As market gradually revises its expectations of splitting firms upward 

based on the future fundamental value, the share prices tend to appreciate accordingly. 

Lakonishok and Lev (1987) state that the splitting firms enjoy high earnings growth both before 

and after splits. Ikenberry and Ramnath (2002) and Chen et al. (2011) also support that splitting 

firms tend to gain high earnings growth and are unlikely to experience earnings declines in the 

post-split period. Thus, Chen et al. (2011) conclude that stock splits reflect information on future 

firm growth, rather than past growth.  
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Figure 3.1: Insider Ownership (Insider) and Institutional Ownership Volatility (StdI) 

This figure presents the trends of insider ownership (Insider) and scaled institutional ownership 

volatility (StdI100) of all institutional investors and five types of institutional owners: banks, 

insurance companies, investment companies and their managers, independent investment advisors, 

and all others. 
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Figure 3.2: Impulse-response Functions between Insider Ownership and Institutional Ownership 

Volatility  

Panel A: Overall 

 

Panel B: Type 1 
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Panel C: Type 2 

 

Panel  D: Type 3 
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Panel E: Type 4 

 

Panel F: Type 5 

 

 

Note: Errors are 5% on each side, generated by Monte-Carlo with 1,000 repetitions 
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Figure 3.3: Impulse-response Functions between Insider Ownership and Institutional Ownership 

Volatility – Alternative Classifications of Institutional Owner 

Panel A: Passive Institutions 

 

Panel B: Active Institutions 
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Panel C: Other Institutions 

 

Note: Errors are 5% on each side, generated by Monte-Carlo with 1,000 repetitions 
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Figure 3.4: Impulse-response Functions between Insider Ownership and Institutional Ownership 

Volatility for Five Institutional Ownership Subsamples 

Panel A: G1 (Instownpctrank = 0) 

 

Panel B: G2 (Instownpctrank = 1) 
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Panel C: G3 (Instownpctrank = 2) 

 

Panel D: G4 (Instownpctrank = 3) 
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Panel E: G5 (Instownpctrank = 4) 

 

Note: Errors are 5% on each side, generated by Monte-Carlo with 1,000 repetitions

 

  

Impulse-responses for 1 lag VAR of stdi100 insider
Sample : if instownpctrank == 4

Errors are 5% on each side generated by Monte-Carlo with 1000 reps

response of stdi100 to stdi100 shock
s
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 (p 95) stdi100

0 6
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response of stdi100 to insider shock
s

 (p 5) insider  insider
 (p 95) insider

0 6
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response of insider to stdi100 shock
s

 (p 5) stdi100  stdi100
 (p 95) stdi100

0 6
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0.0065

response of insider to insider shock
s

 (p 5) insider  insider
 (p 95) insider

0 6
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CHAPTER IV 

 

 

SUMMARY AND CONCLUSION 

 

 

The last two decades have witnessed several large illegal insider trading scandals in the 

U.S. companies where corporate insiders, such as directors and officers, trade on their non-public 

and confidential material information to make huge illegal profits. Most previous literature along 

insider trading studies has found substantial evidence that corporate insiders are better informed 

than others and are able to make profits at the cost of naïve investors and the economy (Bonaimé 

& Ryngaert, 2013; Chan, Ikenberry, Lee, & Wang, 2012; Fuller, 2003; Gombola et al., 1999). 

The information contained in insider trading and the impacts of insider trading on other corporate 

and economic aspects have captured the attention of both academic researchers and practitioners.  

This dissertation aims to contributing current literature by studying two aspects of 

corporate insiders on (1) the information contents of insider trading in the special context of 

stock splits, and (2) the mitigating impact of institutional owners on corporate insider trading. 

This dissertation contributes to the current literature by investigating the motivations behind 

insider trading when outsiders are most likely to misprice securities around stock split 

announcements, and the role of institutional ownership volatility in insider ownership regulation 

and corporate governance. The major findings and conclusions are summarized in each essay.  

The first essay examines the information contents behind managerial insider trading prior 

to stock splits, which are mostly documented to be associated with share price appreciation 
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around announcements (Fama et al., 1969; Ikenberry et al., 1996). Most previous literature along 

insider trading studies report that (i) insiders are contrarian investors (Jenter, 2005; Rozeff & 

Zaman, 1998), or (ii) insiders are better informed than others, or (iii) both security misevaluation 

and future earnings performance have explanatory power to aggregate insider trading (Piotroski 

& Roulstone, 2005). Using different measures of insider trading and different periods, the first 

essay documents that the aggregate net insider trading is negatively related to pre-split stock 

performance and positively related to post-split firm operating performance. The results hence 

indicate that insiders act as both contrarians and holders of superior information.  

The second essay studies the impact of institutional ownership volatility on insider 

holding. Previous studies mainly focus on the levels of managerial insider ownership and 

institutional ownership, and ingore the impact of institutional ownership volatility on monitoring 

efficiency over managerial insiders and corporate governance. Using the panel vector 

autoregressive (VAR) model, supplemented with the three-stage least squares (3SLS) procedure, 

this essay finds that institutional ownership volatility is positively and statistically significantly 

related to insider ownership. Additionally, this positive impact of institutional ownership 

volatility on insider ownership is consistent across different types of institutional shareholders. 

Insiders tend to reduce their holdings when there are long-horizon institutional owners in the 

firms, and increase their holdings when there are more turnovers in institutional holdings. The 

results suggest that the lack of stable institutional owners (high institutional ownership volatility) 

incentivizes insiders to accumulate their ownership of the firms and exercise their entrenchment. 

Overall, this dissertation extends existing literature on the information of corporate 

insider trades and on the corporate governance over insiders. Besides, as suggested in Jagolinzer, 

Larcker, and Taylor (2011), corporations can also mitigate informed insider trades on private 
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information and improve overall governance by strengthening internal regulations besides 

external monitoring. However, Lee, Lemmon, Li, and Sequeira (2014) indicate that, even under 

corporate restrictions, insiders continue to exploit private information with increasing cautions 

for legal risk. In the past century, the Congress and the SEC enacted several legislations to deter 

the abuse of insider information and to improve the overall corporate governance. Kaplan, 

Samuels, and Thorne (2009) suggest that not all participants view insider trading by Chief 

Financial Officers (CFOs) as unethical, and stricter sanctions should be encouraged in 

compliance with existing laws. Sawicki and Shrestha (2014) find the Sarbanes‐Oxley Act of 

2002 (SOX) ineffective in regulating insider trading. Reeb, Zhang, and Zhao (2014) question that 

the government overseeing insider trading might be a source of information leakage. Given the 

emergences of illegal insider trading cases and their negative impacts on the financial markets in 

past two decades, further legislative power need to restrict insiders’ improper usage of superior 

information.  
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APPENDIX A 

 

 

A SUMMARY OF LEGISLATION HISTORY ON INSIDER TRADING 

 

 

To control market abuses and recover market confidence after the United States market 

crash in 1929, the Congress enacted the Securities Act of 1933 and the Securities Exchange Act 

of 1934. In Section 16 (b) of the Act, it prohibits short-swing profits gained by corporate 

directors, officers, and shareholders who own over 10 percent of shares outstanding, where short-

swing profits refer to the money earned from a purchase and a following sale (or reverse) within 

six months. The “short-swing rule” requires that any such short-term profits generated by 

insiders must be returned to the company. As a supplement, Section 10(b) of the Securities and 

Exchange Act declares that any transactions “to use or employ any manipulative or deceptive 

device or contrivance in contravention of such rules and regulations as the SEC may prescribe." 

As previous rules did not justify the omissions of information, Rule 10b-5 of the Securities 

Exchange Act in 1942 makes it illegal for any person to engage in corporate fraud or 

misrepresentation regarding to the purchase or sale of securities. The Section 16 (b), Section 10 

(b) and Rule 10b-5 together suggest the “disclose or abstain rule” that, insiders who possess 

material non-public information must either disclose such information before trading or refrain 

from trading. The case of Texas Gulf Sulphur Co. during 1963 and 1965 supported the “disclose 

or abstain rule” 23.    

                                                           
23 In the case of the Texas Gulf Sulphur Co., the company released a false press of no mineral deposits in Ontari on 

April 12, 1964 and then reversed the claim 5 days later. In addition, insiders leaked the information of the existence 
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A few trading cases led SEC to raise the “misappropriation theory” to regulate the usage 

of private information of fiduciaries. In November 1961, the Cady, Roberts’s decision further 

applies anti-fraud provisions to corporate outsiders as well, and makes corporate insiders 

obligated to person (tippees) in special relationship with insiders or companies24. After the 

Chiarella Decision in 1980, SEC adopted Rule 14e-3 under Section 14(e) of the Securities 

Exchange Act of 1934, and makes it unlawful for any person to trade on inside nonpublic 

information regarding tender offer if they receive such information from an insider25. The case of 

Newman in 1981 makes the Second Circuit to formulate the “misappropriation theory” that, 

under Rule 10b-5, people with no fiduciary relationship with the company can be liable for 

trading the company’s shares on inappropriate usage of information obtained from insiders26. 

Similar, in 1984, "Dirks footnote 14" stresses the liabilities of “constructive insiders”, including 

brokers, investment bankers, consultants, lawyers and anyone else who receive inside 

information by providing services to corporations27. Seyhun (1992) accentuates that, insider 

trading cases involving court during 1980s played an effective role in deterring improper insider 

trading on material nonpublic information. 

Unsatisfied with the deterrent effect of insider trading regulation, in the Insider Trading 

Sanctions Act of 1984 (ITSA), SEC further asked the Congress to increase penalties for up to 

                                                                                                                                                                                           
of mineral deposits to others, leading these tippees to long the company’s shares and take advantage of subsequent 

price appreciations. Finally, the court declared part of these transactions as frauds and illegal in August 1966.  
24 Robert M. Gintel, a broker of Cady, Roberts and Co., helped his clients sell out shares of Curtiss-Wright Corp 

after tipping a dividend cutoff decision of the company and avoided significant losses from subsequent stock price 

drops. However, for his conducts, Robert got a fine of $3,000 and was suspended from exchange temporarily.  
25 In the Chiarella case, a financial printer Vincent Chiarella got nonpublic information about tender offers and a 

merger from printing documents and bought shares of the target company for personal gains. The United States 

Supreme Court reversed the printer’s criminal conviction, holding that the printer was not liable for target 

shareholders and hence his case was not considered as a fraud. 
26 Two investment bankers misappropriated material nonpublic information about corporate takeovers from their 

employers and transferred such information to Newman, who in turn traded on the information. 
27 Raymond Dirks was a security analyst who learned about a fraud of an issuer and then informed this fraud to his 

clients before the fraud was announced. Since the original purpose of the insider tipper was not for personal gains, 

the United States Supreme Court rejected the conviction too. 
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three times of insiders’ illegal profits for civil penalties, and ten times for criminal penalties. 

Since 1985, unlawful insider trading can lead to jail sentences, which did not exist before that 

time. In 1988, the Insider Trading and Securities Fraud Enforcement Act (ITSFEA) was signed 

and increased deterrence for insider trading. It holds top management liable for violating insider 

trading regulations from any employee of the firm, allows traders who have lost to insiders to 

recover their losses, and increases criminal penalties. In an early study, Jaffe (1974b) examines 

insider trading after three major changes in insider trading regulations, namely the Cady, 

Roberts’s decision, the Texas Gulf Sulphur indictment, the Texas Gulf Sulphur decision  but 

finds that only the Texas Gulf Sulphur Decision affects insider profitability slightly. The author 

hence concludes that the punishment fails to serve as an efficient deterrent for insider trading. In 

an extensive study, Bhattacharya and Daouk (2002) survey the existence and enforcement of 

insider trading laws on 22 developed countries and 33 emerging countries, and report that the 

enforcement of insider trading help reduce the cost of equity in the market, but establishment of 

insider trading regulations has an insignificant impact on the cost of equity.  

The Section 403 of Sarbanes-Oxley Act of 2002 (SOX) modifies the Section 16 of the 

Securities and Exchange Act by addressing the insider trading reporting time. Before, SEC 

requires insiders to form a Form 4 within ten days after the close of the calendar month of insider 

transactions, which can delay the reporting up to 40 days after insider trades. The SOX reduces 

the reporting days to two business days from August 29, 2002, and requires the filing process to 

be done electronically starting from June 30, 2003. Companies are also required to post such 

insider trading information online after the filing date, further improving the public disclosure of 

insider trading. The main purpose of the SOX is to reduce opportunistic insider trading and 
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information asymmetries between insiders and outsiders, and increase the scrutiny over insider 

trading from investors and regulators. However, the effectiveness of the SOX is questionable.  
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