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Most prior research shows that corporate insiders can systematically earn abnormal
reburns by buying or selling their own securities. Also, several studies have
investigated whether outsiders can earn abnormal returns by mimicking the frades
of insiders after the latter report their trades. The findings of these studies suggest

that they cannot. In contrast, this study’s

results indicate that outsiders can earn

significant abnormal returns by mimicking such trades. This conclusion is
consistent with a growing body of empirical literature that suggests that the market
is not efficient in the semistrong form (i.e., is not efficient with respect to all publicly

available information),

ost academic studies have concluded that
Mr:urpnmte insiders can systematically earn
abnormal returns (e.g., see Lorie and Niederhoffer
1968, Jaffe 1974, Finnerty 1976a and 1976b, Pratt
and Devere 1978, Seyhun 1986 and 1992, and Rozeff
and Zaman 1988).' The academic evidence also
suggests that outsiders who mimic the trading
activities of insiders cannot earn such returns, This
evidence is inconsistent with the anecdotal evi-
dence frequently cited in the financial press. Many
press articles have cited anecdotal evidence sug-
gesting that those who mimic the trades of insiders
can earn abnormal returns (e.g., sece Jasen 1992;
Feers 1992, 1993a, and 1993b; Giplin 1994; and
O Brien 1994).

Initially, Jaffe and Pratt-Devere provided evi-
dence that an insider-trading anomaly exists (i.e.,
that outsiders who mimic insiders can earn abnor-
mal returns), This result is inconsistent with semi-
strong-form market efficiency. More recently,
Seyhun and Rozeff-Zaman studied outsider prof-
itability and concluded that no insider-trading
anomaly exists.” Their evidence implied that out-
siders who mimic insiders are unable to earn abnor-
mal returns, a result consistent with semistrong-
form efficiency.

Given the importance of the insider-trading
anomaly and the growing body of empirical litera-
ture suggesting that the market is not semistrong-
form efficient (e.g., see Bernard 1991 and Brock,
Lakonishok, and LeBaron 1992),* we reinvestigated
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whether outsiders who mimic the trading activities
of insiders can earn abnormal returns by using pub-
licly available insider-trading data. We found that
they can mimic certain transactions of NYSE and
Amex corporate insiders and earn significant
abnormal returns (net of assumed transaction costs)
for both long and short positions. These results
suggest that traders can profit from using publicly
available insider-trading data, lend credence to the
anecdotal evidence mentioned above, and are
inconsistent with semistrong-form efficiency.

RELEVANT PRIOR STUDIES

In contrast to the procedures of Seyhun and of
Rozeff-Zaman, we used the CDA/Investnet data-
base to identify more precisely the dates insider-
trading data became widely publicly available dur-
ing our sample period. This database includes the
dates that data pertaining to insider transactions
were keypunched for reporting in CDA /Investnet's
Insider Trading Monitor {an online database that
reports insider-trading data immediately after key-
punching).?

Specifically, we considered the keypunch date
(usually one or two days following the SEC filing
date) of a given insider trade to be the date that
knowledge of the details of the trade became
widely publicly available. Additionally, we
assumed that outsiders did not begin to mimic the
trades of insiders until the Wednesday of the week
following the week of the keypunch date. This
procedure introduces a slightly conservative bias
to our findings because putsiders could have begun
trading immediately after insider data were key-
punched. This procedure also helped minimize the
likelihood that any information that might have
been conveyed by the insider trades studied was



impounded in prices via sources other than insider-
trading data betore outsiders could have mimicked
the trading behaviors of the related insiders.
Seyvhun and Rozeff-Zaman were forced to use
less-precise dates of widespread public availability
because at the times of their studies, services that
conveyed insider-trading data to investors on a
timely basis were not available. In both of those
studies, the authors assumed that it took several
memnths for the related data to become widely pub-
licly available and, thus, for outsiders to have been
able to trade using the data. Specifically, the report-
ing delay Sevhun assumed was three months, on
average, after the insider transaction occurred, and
the reporting delay Rozeff and Zaman assumed was
two months after the end of the month in which the
insider transaction occurred.” Although justified,
these assumptions may have biased their results
because relatively early possible (i.e., very likely)
trading by outsiders was ignored and because their
assumed dates may have occurred after the infor-
mation related to the insider trades was impounded
in prices via sources other than insider-trading data.
In contrast to the earlier studies, we focused
only on large-volume trades (i.e., purchases and
sales of at least 10,000 shares) by high-ranking insid-
ers. These procedures were used because (1) Seyhun
(1992) used them and found larger abnormal returns
for insiders than those obtained under his earlier
approach and that of Rozeff and Zaman (the cluster
ﬂpprﬂach}“ and (2} some outsiders, including
insider-trading analysts, reportedly used this strat-
egy during our sample period.” Additionally, we
restricted our attention to NYSE and Amex firms
because transaction-cost assumptions can  be
applied more meaningfully in relation to trades
from these exchanges and because related abnormal
returns can be measured more reliably than for sam-
ples that include very infrequently traded shares,
Mext, we calculated separately abnormal
returns related to insider purchases and insider
sales for both insiders and outsiders.” Seyhun used
this approach, but Rozetf and Zaman did not. Sep-
arating purchases and sales of shares is potentially
important because, in general, insiders’ decisions
to purchase and their decisions to sell are system-
atically different. For example, insiders often make
option-related sales of shares, such as sales of
shares previously obtained through employer-
granted options, to pay related taxes (see Linney
and Marshall 1987)." Such sales are particularly
attractive because no transaction costs are incurred.
Thus, insider purchase decisions are likely to be
more closely aligned with assessments of firm
value than are insider sales decisions. Conse-
quently, insider purchase decisions are expected to

be more value relevant to outsiders than insider sell
decisions, especially given timely purchase-sale
actions. This view is supported by Seyhun's (1986
and 1992) empirical results.

We also applied event-study methodology,
similar to that of Seyhun (1992), which used control
porttolios to control for Hrm size and to adjust
prediction errors (in part of our study) for assumed
transaction costs (see Kritzman 1994). We also cal-
culated abnormal returns on a weekly basis to
ensure the capture of intramonth abnormal returns.
Neither Seyhun (1986} nor Rozeff and Zaman used
the Seyhun (1992} event-study procedures, and
both measured abnormal returns on a monthly
basis. Rozeff and Zaman, but not Seyvhun, used
control portfolios to control tor size and adjusted
prediction errors for transaction costs.'”

DATA AND RESEARCH METHOD

This section describes our data and sample, methods
for selecting the firms and securities studied, and
procedures used in calculating abnormal returns,

Data and Sample

Our sample period is January 1985 through
December 199}, January 1985 is the beginning
month because it is the first month of the first full
year that CDA /Invesinet had a contract to compile
insider-trading data for the SEC and that keyvpunch
verified the data. The sample period ends in
December 1990 to enhance comparability between
the reporting requirements related to our study
and those in effect during the periods Sevhun and
Rozeff-Zaman studied.

Only companies with large-volume trades and
sufficient return data for both our estimation and
test periods available from the CRSP daily returns
tape were studied. The CR5I” daily returns were
used in calculating weekly returns for all weeks
during our sample and estimation periods.'’ Also,
we studied only companies that had portfolio num-
bers assigned by CR5P,

Table 1 provides information about our sample
of insider transactions for the two-week holding
period. The sample information pertaining to
insiders and outsiders for the remaining holding
periods is similar. There were 7,231 large-volume
transactions by NY5E and Amex high-ranking
insiders related to this holding period. Of this
number, 6,037 (1,812 purchases and 4,225 sales) had
a CRSP-assigned portfolio number. Of those,
return data were insufficient for either our estima-
tion or test periods for 387 purchases and 628 sales.
Thus, our sample contained 5,022 insider transac-
tions (1,425 purchases and 3,597 sales) for the two-
week holding period.
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Table 1. Sample Size and Description

Determination of sample, two-week holding period (insiders)

Large-volume transactions by high-ranking insiders 7,231
Large-volume transactions by high-ranking insiders without CRSF portiolio numbers 1,194
Large-volume transactions by high-ranking insiders with CRSP portfolio numbers 6,037
Large-volume transactions by high-ranking insiders with CRSP portfolio numbers but inadequate CRSP return data 1,ms
Large-volume transactions for high-ranking insiders studied* 3022
Partial breakdotn of sample by transaction type, two-week holding period (insiders)
Purchase transactions with CRSP portfolio numbers 1,812
Purchase transactions with inadequate CRSP return data _ 387
Purchase transactions® 1425
Sales transactions with CRSP portfolio numbers 4,225
Sales transactions with inadequate CRSF return data _b28
Sales transactions” 3,597

*The number of insider observations for the two-week holding period. The numbers of observations vary between insider and outsider
portfolios, and they vary across holding periods. For example, there are 1,359 purchases and 3,511 sales in the 2-week holding period
for outsider portfolios (in contrast to 1,425 and 3,597 for insider portfolios), and there are 1,417 purchases and 3,576 sales in the 52-week

halding period for insider portfolios.

Abnormal Returns, Firm-Size Control,
and Transaction Costs

Our event-study methodology focuses on
weekly returns, controls explicitly for firm size, and
reflects adjustments for transaction costs. The first
event week (i.e., t = 1) used in measuring abnormal
returns to outsiders begins the Wednesday of the
week following the week the related insider-trading
data were entered into the CDA /Investnet data-
base. For insiders, the first event week (f = 1) also
begins on Wednesday of the week following the
week of the insider transaction.

The market model was used to estimate
expected returns from securities. In general, the
market model parameters, o; and J};, were calcu-
lated for each estimation period more than 200
weeks long using ordinary least squares, excluding
the 52 weeks before and 78 weeks after each event
week. As a minimum, however, we required 100
weeks of return data for estimation purposes. The
market model is

Fig = O+ ﬂ"rﬂ,r +Epy (1)

from t = 152 to -53 and 72 to 178, where r;; is the
simple with-dividend return to security ¢ in week
b, ¥t is the simple with-dividend return to the
equal-weighted portfolio of all NYSE stocks in
week I, and ;4 is the securit}'-sl:‘u:'cific component
of the return {i.e., the residual).!?

Equation 2 gives the formula for calculating
the basic prediction error {or abnormal return),
P'E; y, for security i in event week {.

PE; = [ri,l - o + !31 = rnr..!ﬂ = H {2}

for t = 1,... 52, where H =1 (-1} if the insider
transaction is a purchase (sale}. This equation
ignores size and transaction costs.
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The average purchase (sale) portfolio prediction
error for event week t, APE;, is the simplc average
of all purchase- (sale-) related security-prediction
errors for that week:

Kl
APE, = EPEE,: /K, (3)
i=1
for event week ¢ = 1, ..., 52, where K; is the number
of security-prediction errors in week t. The abnor-
mal return to outsiders and insiders from event
week { through holding-period week, T, CAPE(T),
was calculated by summing the weekly average
prediction errors:

T
CAPE(T) = ¥ APE, (4)
=]

for holding-period weeks T =2, 4, 13, 26, 39, and 52.

Given parameter stationarity, market-model
prediction errors have an expected value of zero for
firms of any size, which avoids a firm-size bias (see
Banz 1981, Brown, Barry, and French 1984, Cook
and Rozeff 1984, Rozeff and Zaman, and Strong
1992). To ensure that our results are not driven by
misspecification, we used a methodology similar to
that of Seyhun (1992) to control explicitly for firm
size by adjusting each PE; ;. We subtracted the aver-
age prediction errors of control portfolios consist-
ing of firms of similar size for each PE; ; to produce
SPE; ; (see the appendix for further discussion).
Next, we calculated the average size-adjusted pre-
diction error for each event week, ASPE;, using
Equation 3 with SPE; ; substituted for PE; ;. We then
calculated the cumulative average size-adjusted
prediction error for each holding-period week,
CASPE(T), via Equation 4 with ASPE; substituted
for APE;. Note that CASPE(T), as defined above,
ignores transaction costs.



In calculating the second version of CASPE(T),
we subtracted assumed transaction costs from each
SPE; ;. Subsequently, we calculated APE; and
CASPE(T). We used the estimated mean transac-
tion costs defined by Stoll and Whaley (1983) and
subtracted these mean values from the SPE; ;."* The
Stoll and Whaley mean transaction cost for a spe-
cific SPE; y is the sum of the mean bid-ask spreads
and the mean of two commissions (i.e., the round-
trip costs) calculated with reference to the control
portfolio reflecting the same size decile as the SPE;
(see the appendix for a discussion of control port-
folios). This procedure is conservative, in general,
because it tends to produce very large assumed
transaction costs.

RESULTS AND ANALYSIS

We report results related to insider profits {ignoring
transaction costs) and outsider profits (both ignor-
ing and net of transaction costs). We also discuss
implications pertaining to semistrong-form market
efficiency and related matters and the likely reason
the results of our study are different from those of
Seyhun and Rozeff-Zaman.

Insider Profits, Ignoring Transaction
Costs

Abnormal returns, ignoring transaction costs,
were available to large-volume, high-ranking NYSE
and Amex firm insiders during our sample period.
These results provide both a benchmark for view-
ing the significance of the abnormal returns avail-

able to outsiders and a prelude to discussing
insider-trading behaviors, which are of interest to
those who might mimic (actually or otherwise) or
study these behaviors.

Table 2 shows CASPE values for the insiders
for both purchases and sales. Results are reported
for various holding periods, which begin in Event
Week 1 and end with Holding-Period Week T = 2,
4, 13, 26, 39, and 52. The CASPE values for pur-
chases grow to 7.72 percent after 26 weeks and to
11.67 percent after 52 weeks. For sales, these values
are 5.51 percent and 8.52 percent after 26 and 52
weeks, respectively. As expected, most of the
CASPE values in Table 2 are larger than the related
values for outsiders (see Tables 3 and 4). Neverthe-
less, outsiders who mimicked insiders still had
opportunities to earn significant abnormal returns
during the sample period. Note also that these
values are smaller than, but consistent with, those
of Seyhun (1992}, who studied purchase and sale
transactions for NYSE, Amex, and Nasdaq firms
from 1984 to 1989, He reported cumulative average
abnormal returns for combined purchases and
sales and for 26- and 52-week holding periods of
9.06 percent and 14.8 percent, respectively.””

We used I-tests to assess the statistical signifi-
cance of the CASPE values. The CASPE values in
Table 2 are significant for purchases at (.1 percent for
all holding periods from 4 weeks to 52 weeks and at
1 percent for the two-week holding period. For sales,
these values also are significant at the (0.1 percent

Table 2. Cumulative Average Size-Adjusted Prediction Errors in
Excess of Equal-Weighted, Dividend-Adjusted Index for
High-Ranking Insiders: NYSE and Amex Firms, 1985-90

(t-statistics in parentheses)

Actual Annualized
Holding Period
(weeks) Purchases Sales Purchases Sales
2 R T S =755 22987 -19.47%
(2.50) (=2.38)
4 1.7 4% -(1.31 2263 =397
(3.70) (=835}
13 s X 2.4] e 18.58 o465
(2.35) (3.7
ab IV ) bt 15.44 11.02
(6.15) [6.06)
34 1, o G, o 1247 8.71
(6.44) [5.73)
52 11657 B.Gpuene 1167 B.52
(% T (6.45)

Notes: There are 1,425 observations for purchases and 3,597 observations for sales in the two-week

holding period. All i-tests are one-tailed.

**=*Significant at the 1 percent level.
**=Significant at the (.1 percent lewel,
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level for all holding periods following the four-week
holding period. Additionally, these values appear to
be highly significant from an economic perspective.
Consistent with Sevhun (1986 and 1992), the cumu-
lative average abnormal returns for insider pur-
chases are consistently larger than for insider sales.

Given the magnitudes of the abnormal returns
available to insiders, questions about the legality
and the nature of their trades are pertinent to indi-
viduals who might mimic (actually or academi-
cally) or study their behaviors. Park, Lang, and
Loeb (1995) concluded that insiders generally avoid
engaging in transactions immediately preceding
the public release of annual earnings information.
They believe that their evidence supports the
hypothesis that regulatory review affects insider-
trading activity. Sanders and Zdanowicz (1992} and
Bettis (1993) drew similar conclusions with respect
to takeover-target insider activity in the periods
preceding takeover announcements. Thus, the
extant evidence suggests that insider trades are not
illegal behaviors occurring in response to insider
information about earnings and takeovers. The
courts have been successful in finding individuals
guilty of illegal insider trading primarily in cases
related to earnings and changes in control (see Sey-
hun 1992). It is reasonable to infer that other trades
insiders make are largely based on their expecta-
tions about the general prospects of their firms (i.e.,
expectations related to private information about,
and intimate knowledge of, their firms’ strategies
and operating environments in general).

Circumstantial evidence, however, indicates
that some insider trading is illegal. For example,
Gosnell, Keown, and Pinkerton (1992) and Bradley
and Sevhun (1993) extended Loderer and Shee-
han's (1989) work and found evidence that insiders
engage in significant sales of their firms’ shares in
the months preceding bankruptcy petitions. Also,
John and Lang (1991) studied the information con-
tent of insider trading around dividend announce-
ments and concluded that insiders appear to act on
private value-relevant information that is likely to
be conveyed by dividends. In this regard, there
may be a great deal of undetected illegal insider
trading, especially in cases in which the courts
would have difficulty establishing guilt.

Outsider Profits, Ignoring Transaction

Costs

Could outsiders have earned abnormal returns
by mimicking the trades of insiders—again ignor-
ing transaction costs? Table 3 shows that the related
CASPE values grew steadily from the 2-week
holding period to the 52-week holding period. For
purchases, the CASPE value was 7.01 percent after
26 weeks and grew steadily to 11.00 percent after
52 weeks. For sales, the CASPE value was 5.49 per-
cent after 26 weeks and grew to 8.28 percent after 52
weeks, The CASPE values in Table 3 for purchases
are significant at the 0.1 percent level for all holding
periods from 2 weeks to 52 weeks. For sales, these

Table 3. Cumulative Average Size-Adjusted Prediction Errors in Excess of
Equally Weighted, Dividend-Adjusted Index for Qutsiders
Mimicking High-Ranking Insiders: NYSE and Amex Firms, 1985-90

(+-statistics in parentheses)

Actual Annualized
Holding Period
{weeks) Purchases Sales Purchases Sales
z 093w 040" 24.19% 10.31%
{2.98) {1.63)
4 [.62*==" 1.g===" 21.05 140
[3.65) {3.17)
13 i foeees J. AR i7.81 13.02
(5.25) {5000
26 A1) e T L 14.02 1049
(5.92) [5.%0)
Ja PP i i, 474" 10358 bl T
(5.42) [2.65)
a2l 11, (=== o 11.4% B.28
(6371 (5.25)

Noles: There are 1,359 observations for purchases and 3,511 observations for sales in the two-week

holding period. All {-tests are one-tailed.
“significant at the 10 percent level.
Feresignificant at the 0.1 percent level.
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values are significant at the 0.1 percent level for all
holding periods from 4 to 52 weeks and at the 10
percent level for the 2-week holding period. Consis-
tent with the results for insiders, purchases were
uniformly more profitable to outsiders than sales.

Outsider Profits and Semistrong-Form
Efficiency

Transaction-cost-adjusted CASPE values are
reported in Table 4. For sales, the CASPE values
increased from 2.95 percent after 26 weeks to 6.96
percent after 52 weeks for purchases and from 2.05
percent after 26 weeks to 4.86 percent after 52
weeks. Again, the CASPE values for purchases
strictly dominate those for sales, The CASPE values
for both purchases and sales still are significant for
outsiders at the 0.1 percent level for the 52-week
holding period. For purchases, these values also are
significant, at the 1 percent level, for both the 26-
and 39-week holding periods. For sales, the CASPE
values are significant at 5 percent (1 percent) for the
26- (39-) week holding period. The CASPE values
referred to above are extremely significant econom-
ically in addition to being statistically significant.

The Table 4 results imply that traders could
have profited from using publicly available
insider-trading data during our sample period
(consistent with the findings of Jaffe), that anec-
dotal evidence of the type cited could have been
credible during this period, and that the market
was not semistrong-form efficient for all of this

period. The results also suggest that conclusions of
this sort may hold in the contemporary environ-
ment. This observation is of importance because it
may lead to fruitful attempts (1) to mimic (actually
or academically) the behaviors of insiders, (2) to
study these behaviors, and (3) to identify the factors
that lead to semistrong-form market inefficiency in
the current setting.

The Table 4 results also imply that the conclu-
sions of Seyhun and Rozeff~Zaman do not gener-
alize to our sample period. This lack of general
applicability raises the issue of why the results of
our study are so dramatically different from those
of the earlier studies. The most obvious possible
reason is the differing reporting-delay time of the
three studies. Recall that Seyhun assumed a report-
ing delay of three months, on average, after the
insider transaction occurred, and Rozeff and
Zaman assumed a reporting delay of two months
after the end of the month in which the insider
transaction occurred. Theretore, tor each insider
transaction, the assumed reporting delays were
three months and approximately two and a half
months, respectively, in the earlier studies. In con-
trast, our mean reporting delay is approximately
three weeks and three days.

Given that our outsiders, on average, could
begin earning profits, which would offset transac-
tion costs completely, by the end of the 13-week
holding period and also could begin avoiding

Table 4. Transaction-Cost-Adjusted Cumulative Average Size-Adjusted
Prediction Errors in Excess of Equal-Weighted, Dividend-Adjusted
Index tor Qutsiders Mimicking High-Ranking Insiders: NYSE and

Amex Firms, 1985-90
(t-statistics in parentheses)

Actual Annualized
Holding Period
{weeks) Purchases Sales Purchases Sales
2 & BEGE —1 A8 “126.41% ~121.56%
(-12.71) (=15.65)
4 =319 =30 =41.47 —39.50
(~6.46) (=700}
13 .30 ={1.28 1.21 -1.12
(.34} (=041
26 2.05% 205 5.59 4.10
(2.44) {2.19
g 3.7 J3eee 4.94 4.4
(2.54) (2.62)
52 6,957 4 Riee £ 1 1.86
(3.99) {3.63)

Notes: There are 1,354 observations for purchases and 3,511 observations for sales in the two-week

holding period. All t-tests are one-tailed.
**Significant at the 5 percent level.
**Significant at the 1 percent level,

=**=Significant at the 0.1 percent level.

62 ©Association for Investment Management and Research



losses, which would virtually eliminate these costs
by the end of this period (i.e., compare the Table 3
and Table 4 results for holding periods T =2, 4, and
13), it is clear that the longer the assumed reporting
delay, the smaller the outsider abnormal returns
net of transaction costs (at least over the remaining
holding periods T = 26, 39, and 52).

To focus more clearly on the effects of reporting
delays, we assumed a reporting delay similar to
those of the earlier studies (13 weeks) and recalcu-
lated the CASPE values, net of transaction costs, for
outsiders. The results are reported in Table 5. In this
case, the CASPE values increase from (.56 percent
after 26 weeks to 4.20 percent after 52 weeks for
purchases. They increase from (.62 percent after 26
weeks to 4.76 percent after 52 weeks for sales, From
an overall perspective, the Table 4 results strictly
dominate those of Table 5. Thus, the effect of the
longer assumed reporting delay is to reduce abnor-
mal returns to outsiders. Furthermore, this analysis
implies that the difference between the results of
this study and those of the earlier ones is likely to
be at least partially attributable to the differing
reporting delays. In this regard, if the studies of
Seyhun and Rozeff-Zaman were replicated over
our sample period and using CDA /Investnet data
and our reporting delays, their findings might more
closely match ours.

Similar to the results of Table 4, the CASPE
values of Table 5 are significant at the 5 percent

level for purchases and sales for the 39-week hold-
ing period (the related Table 4 values are significant
at the 1 percent level). They are significant at 1
percent (0.1 percent) for purchases (sales) for the
52-week holding period (the related Table 4 values
are significant at (.1 percent). For the first time, the
purchases results do not strictly dominate the sales
results. This phenomenon is a function of the
assumed reporting delay and the differing patterns
of potential abnormal returns from purchases and
sales. In this regard, the superiority of using
insider-purchases data (versus insider-sales data)
to earn abnormal returns through mimicking
behavior is likely to depend on the timeliness of the
mimicking action. The Table 5 CASPE values also
are extremely significant economically in addition
to being statistically significant. Thus, the conclu-
sions drawn in relation to our Table 4 results also
apply in relation to the Table 5 findings.

IMPLICATIONS FOR FUTURE
RESEARCH

Several recent studies have concluded that outsid-
ers cannot earn abnormal returns by mimicking the
trades of insiders after the latter report their trades.
This study’s results suggest that outsiders can earn
such returns. From an overall perspective, it sug-
gests that traders can profit from using publicly

Table 5. Transaction-Cost-Adjusted Cumulative Average Size-Adjusted
Prediction Errors in Excess of Equal-Weighted, Dividend-Adjusted
Index, Assuming 13-Week Outsider-Trading Delay for Outsiders
Mimicking High-Ranking Insiders: NYSE and Amex Firms, 1985-90

(t-statistics in parentheses)

Actual Anmualized
Holding Period
(weeks) Purchases Purchases Sales
2 =5.39% -4 45 =140L.18% o 1 N
(=14.23) (-13.H0)
4 =22 =54 89 —401.41
(=799} (-7.82)
13 =118 =472 -1.82
{=1.33) (-.68)
26 i1.56 1.11 1.25
(.46) {0.65)
39 293 2,66 3.90 3.5
(1.94) (2.27]
52 4. = 4. 7R 4.20 §.76
(237 (3.52)

Mates: There are 1,359 observations for put‘chd:h:'i and 3,511 observations for sales in the hwo-week

holding period. All t-tests are one-tailed.
**Significant at the 5 percent level.
**Significant at the 1 percent level.
= Significant at the 0.1 percent level.
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available insider-trading data, lends credence to
the anecdotal evidence in the financial press, and
implies that the market is not efficient in the semi-
strong form.

Most academic researchers investigating the
relationship between insider trades and publicly
released information focus on corporate disclo-
sures occurring relatively soon after the insider
actions. As shown in this study, insiders” abnormal
returns appear to persist for extended time periods.
Thus, a fruitful area of future research would be to
investigate this relationship while focusing on
information that is released publicly longer after
insider trades. Other possible areas of future
research include comparison of the abnormal
returns possible through mimicking behavior with
those available through fundamental analysis and
attempts to determine the extent to which these
techniques work because of possible associations
with insider-trading activities. Finally, in general,
the results of this study may lead to fruitful
attempts to study mimicking behavior, the specific
behaviors of insiders that produce abnormal
returns, and the factors that lead to semistrong-
form market inefficiency (or efficiency).'®

APPENDIX: Control Portfolios

The CRSFP daily returns tape has a portfolio num-
ber, from 1 to 10, assigned to each company each
year. Using these portfolio numbers each year, we
created 10 control portfolios (p = 1, .. ,10) using a
random selection of 200 firms (excluding sample
firms) from each size decile for which complete
data were available.'”” The market model was used
to estimate the prediction errors for each of the
portfolio stocks each week. The prediction error of
control portfolio pr in a given week t, PEy 4, is the
equally weighted arithmetic average of the predic-
tion errors of the stocks in portfolio p in that week.
PEp; is then treated as the benchmark return for
each of the sample firms in the same size decile. The
size-adjusted prediction error, SPE; ;, is given by

SPE;; = PE;, - PE,;, (5)

where

PE;; = estimated prediction error for test firm
security i in week ¢

PEy s = estimated prediction error for i's control
portfolio in week f (p=1,...,10)

The use of SPE; ; in Equations 3 and 4 is explained
in the main body of the text.

NOTES

1. In this study, corporate insiders are those persons who are
required to report their transactions pursuant to Section
16{b} of the Securities Exchange Act of 1934, Generally, this
group includes directors, officers, beneficial owners (own-
ers of 10 percent or more of the outstanding voting stock),
trustees, and affiliated persons.

2. Unless specifically noted otherwise, references to Sevhun
are to Seyvhun 1986.

Fowler and Rorke (1988) also studied the ability of insid-
ers and outsiders to earn abnormal returns. They used
more-complex selection criteria than either Seyhun or
Rozeff-Zaman and found abnormal retums for both insid-
ers and outsiders, Also, they controlled for size. Because
their study is based on transactions from the Toronto Stock
Exchange, reporting is governed by a different set of regu-
lations and requirements than is reporting related to the
MYSE and Amex. For this reason, we do not discuss
Fowler's and Rorke's work in the body of the text.

3. Although the findings of Seyhun and Rozeff-Zaman are the
same with respect to outsiders, Rozeff and Zaman con-
cluded that the Seyhun “finding of no insider trading anom-
aly is less than fully convincing because it can be associated
with the initial already-low level of insider trading profits
that he reports” (p. 26). Also, in an initial step, they applied
the stock-selection criterion and methodology of Jaffe in a
different sample period and found that outsiders can earn
abnormal returns. When they extended their methodology
to control for size and eamnings /price effects, however, no
abnormal returns to cutsiders were found.

4. The Insider Trading Monitor went online in June 1984. A
number of other sources of insider-trading data became

available to investors at about the same time {e.g., the Wash-
ington Service, Vicker's Stock Research, and Value Line).
5. As indicated, the CDA/Investnet keypunch date usually
occurs one or two days following the SEC filing date. The
mean number of days between insider transactions and
keypunch dates for our sample (i.e., our reporting delay) is
approximately three weeks and three days. Thus, the mean
number of days between insider transactions and the dates
that outsiders might have begun trading is much shorter in
our study than in the studies of Sevhun and Rozeff-Zaman.

6. Seyhun (1992) investigated changes in the regulatory envi-

ronment governing insiders in three subperiods of the 1970s
and 1980s. He found that high-ranking insiders who bought
or sold more than 10,000 shares earned significant abnormal
returns. He also conducted a brief analysis to determine
whether Nasdaq outsiders could mimic the trades of insid-
ers and earn abnormal retumns (because of the magnitudes
of the abnormal returns to insiders he found). As implied,
his analysis was of secondary purpose and was limited in
scope. For example, he did not separate purchases and
sales, did not measure performance across multiple holding
periods, limited his investigation to a subsample of firms
for which bid-ask spread data were available from the
Masdag tapes, and made the same assumptions about the
availability of the insider-trading data as in his 1986 paper.
Given these factors, it is not surprising that he did not find
significant abnormal returns for Nasdaq outsiders. We did
not review his results in the body of the text for these
reasons,

7. The use of this procedure is ed in various CDA/
Investnet newsletters to clients during the period September
1987 to December 19910,
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8. Section 16{b) of the 1934 Securities Exchange Act prevents
short selling securities and forces insiders who acquire
shares to hold the shares for at least six months before
selling them or risk being forced to disgorge related profits.
Thus, calculating abnormal retums in relation to sell deci-
sions is a way of identifying the losses that insiders have
avoided by selling before periods of security price declines.
In this sense, avoiding losses by selling shares already in
their possession is just as important as buying them before
prices nse.

9. The CDA/Investnet database identifies option-related
sales, but we found that fewer than 1 percent of the sales of
more than 10,000 shares were option related, and conse-
quently, these sales were not excluded from our sample.

10. Given that our control portfolios were formed on a weekly
basis {in relation to new, or newly observed, insider trans-
actions) and that we separated purchases and sales, we
could not use the portfolic-formation methodology of Jaffe
and of Rozeff and Zaman. Those procedures would have
produced an insufficient sample size in our study. Our
methodology appears to be at least as rigorous as that of
those authors. Additienally, as indicated, it allowed us to
capture abnormal returms from intramonth transactions.

11. The Securities Enforcement Remedies and Penny Stock
Reform Act of 1990 became effective in May 1991. This law
drastically changed the reporting environment for insiders.
For example, it changes the definition of an “insider” under
Section 16 of the Securities Exchange Act of 1934, and it
provides for penalties and fines against insiders and their
corporations for delinquent filings.

12. Weekly returns were accumulated for each stock using
daily returns (beginning with Day 0) as follows:

L]
R = [Z“ +.ﬁ:,}] -1,
Jedl

where R, = return for day t.

13. Brown and Wamer (1985) suggested that an equal-
weighted index is more appropriate than a value-weighted
index.

14. We tested for serial correlation for each holding-period
week using the APEs. Autocorrelations were insignificant
in each of the first three lag weeks, as well as in Lag Weeks
6, 12, and 18. These results indicate that our prediction
errors are uncorrelated. Thus, the general formula for the
variance of a sum is used to compute the standard error of
both versions of CASPE(T).

15. The CASPE values reported in Table 2 appear to be positive
increasing functions of time (e.g.. for long positions, the 52-
week CASPE value is greater than the 3%-week CASPE
value, which is greater than the 26-week CASPE value, etc.}.
Thus, our results could stem from model misspecification.
To consider this possibility, we calculated the CASPE values
for insiders for 44- and 48-week holding periods and used
I-tests to assess the significance of these values. The result-
ing long-position CASPE values are 10.93 percent and 1181
percent, respectively, and the related f-statistics are 6.96 and
#.83 (both significant at the 0.1 percent level). The short-
position CASPE values are 7.88 percent and 348 percent,
respectively, and the related t-statistics are 6.21 and 636
(both significant at the 0.1 percent level). These resultsimply
that the CASPE values stabilize between 44 and 52 weeks
{and, thus, are not positive increasing functions of time}.
Consequently, our results are not likely to be the result of
madel misspecification.

16. We thank William Duncan, Robert Jennings, and Gerald
Salamon for their helpful comments. We also thank our
graduate assistant, Gayatri Gopalan, for her diligent assis-
tance. We thank CDA/ Investnet for supplying our insider-
trading data.

17. Each portfolio was re-formed at the end of each year during
the estimation pericd. Obtaining the size portfolios and
assigning stocks by year is important because of secular
changes in size levels.

REFERENCES

Banz, R.W. 1981. “The Relationship between Return and Market
Value of Common Stocks.” Jowrnal of Financial Econontics, vol. 9,
no. 1 (March):3=18.

Bernard, V. 1991. “Stock Price Reactions o Earnings
Announcements: A Summary of Recent Anomalous Evidence
and Possible Explanations.” In Advances in Behavioral Finance,
edited by Richard Thaler. New York: Russell Sage Foundation.

Bettis, C. 1995. “A Test of the Validity of Friendly Takeover
Rumors.” Financial Analysts Journal, vol. 51, no. 6 (November/
December)53-57.

Bradley, M., and H. Najet Seyhun. 1993. “Corporate Bankruptcy
and Insider Trading.” Working paper, University of Michigan.

Brock, W., ]. Lakonishok, and B. LeBaron. 1992. “Simple
Technical Trading Rules and the Stochastic Properties of Stock
Returns.” Journal of Finance, vol. 47, no. 4 (September):1731-64.

Brown, SJ. C. Barry, and K. French. 1984, “Anomalies in
Security Returns and the Specification of the Market Model.”
Journal of Finance, vol. 39, no. 3 (March):807-17.

Brown, 5.J., and L.B. Warner. 1985. “Using Daily Stock Returns.”
Jowrnal of Financial Economics, vol. 14, no. 1 {March):3-31.

Cook, T.)., and M.S. Rozeff. 1984, “Size and Eamings/Price Ratio
Anomalies: One Effect or Two?" Jowrnal of Fimancial and
Quantitative Analysis, vol. 19, no. 3 (Seplember):449-66.
Finnerty, .E. 1976a. "Insiders’ Activity and Inside Information:
A Multivariate Analysis.” Jownal of Financial and Quanitiative
Amnalysis, vol. 11, no. 2 (June):205-6.

Financial Analysts Journal - September/October 1997

. 1976b. “Insiders and Market Efficiency.” Journal of
Finance, vol. 31, no. 4 (September):1141-48.

Fowler, [2]., and C.H. Rorke. 1988, “Insider Trading Profits on
the Toronto Stock Exchange.” Canadian Journal of Administrators
Sefence (Aprilk13-25.

Giplin, K.N. 1994, “Auto Stocks Fall on Insider Selling.” New
York Times (September 1):21.

Gosnell, T., Al. Keown, and .M. Pinkerton. 1992. “Bankruptcy
and Insider Trading: Differences between Exchange-Listed and
OTC Firms.” Journal of Finance, vol. 47, no. 1 (March):34%-62.

Jaffe, J.F. 1974, “Special Information and Insider Trading.”
Josrmal of Business, vol. 47, no. 3 (July)-410-28.

Jasen, ). 1992. “Four Executives Display Good Timing on Stock
Moves.” Wall Street Jowrnal (August 19)C1.

John, K. and LH. Lang. 1991. “Insider Trading Around
Dividend Announcements: Theory and Evidence.” Jouwrnal of
Finance, vol. 46, no. 4 (September):1361-89.

Kritzman, M.P. 1994. “What Practitioners Need to Know about
Event Studies.” Financiadl Analysts Jowrnal, vol. 530, no. 6
(November/ December):17-20.

Linney, RC., and C.T. Marshall. 1987, “I1S0s vs MNOS0Ds: The
Choice Still Exists.” Compensation and Benefits Review, vol. 19, no. 1
(January / February):13-25.

Loderer, C.F.. and D.P. Sheehan. 1989. “Corporate Bankruptcy
and Managers” Self-Serving Behavior.” Journal of Finance, vol. 44,
no. 4 (September):1059-78.

65



Lorie, |.H., and V. Niederhoffer. 1968. “Predictive and Statistical
Properties of Insider Trading.” Journal of Latw and Economics, vol.
11, no. 1 (April):35-53.

O'Brien, B. 1996, “Stratosphere’s Founder Sold as Stock Sank.”
Wiall Street Journal (July 31):C1.

Park, 5, HJ. Lang, and M.P. Loeb. 1995. “Insider Trading
Activity Surrounding Annual Earnings  Announcements.”
Journal of Business, Finamce, and Accounting, vol. 22, no. 4
{June):587-614.

Peers, A, 1992, “Insiders Reap Big Gains from Big Trades.” Wall
Street Journal (September 23):.C1.

- 1993a. “Walker Interactive Insiders Sold Recent Dump.”
Wil Street fowrnal {February 3:.C1.

. 1993b, “Insiders at Two Restaurant Chains Cashed in
Some Stock before It Cooled.” Wall Street Jorurnal (February
24nC1.

Pratt, SF., and CW. Devere. 1978, “Relationship between
Insider Trading and Rates of Return for NYSE Common Stocks,
1960-1966." In Modern Developmrents in Investment Management,
2nd ed., edited by |. Lorie and R. Brealey. Hinsdale, IL: Dryden
Press:259-70,

Rozeff, M5, and M.A. Zaman. 1988, “Market Efficiency and
Insider Trading: New Evidence.” Jourmal of Business, vol. 61, no. 1
(January):25-44.

Sanders, RW. and |5 Zdanowicz. 1992. “Target Firm
Abnormal Returns and Trading Volume Around the Initiation
of Change in Control Transactions.” Jourmal of Financial and
Quantifative Analysis, vol. 27, no. 1 (March):109-24.

Seyvhun, H.N. 1986, “Insiders’ Profits, Cost of Trading and
Market Efficiency.” Jowrnal of Financial Econontics, vol. 16, no. 2
(June):189-212,

. 1992, “The Effectiveness of the Insider-Trading
Sanctions.” fourmal of Law and Ecomomics, wvol. 35, no. 1
(April):149-82,
Stoll, HE., and RE. Whaley. 1983, “Transaction Cost and the
Small Firm Effect.” Journal of Finaneial Econemics, vol. 12, no. 1
(March):57-79,

M. 1992, "Modeling Abnormal Returns: A Review
Article.” Journal of Business, Finance, and Accounting, vol. 19, no, 4
(Junek533-53,

©Association for Investment Management and Research



