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While most of the studies of Financial Accounting

Standards Board Statement Number 33 have focused on the

aggregate stock market reaction to the price level adjusted

information mandated by this statement, this study examines

the insider trading behavior of company managers during the

periods when the managers had private access to firm

specific price level effects on financial statements.

During inflationary periods, the current cost or constant

dollar adjusted net income is typically smaller than the

traditional historical cost based net income. If the '

managers believe that this apparent shrinkage in income,

when first disclosed publicly, woul.d have an adverse impact

on the firm's stock price, then they have an incentive to

trade in their firm's stock. The primary hypothesis posits
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that the managers of firms with a high degree of shrinkage

in income would be net sellers of their firm's stock (on

personal accounts) during the period just prior to the

first public release of such information. Income shrinkage

is measured primarily as the ratio of price level adjusted

operating income to historical cost operating income.

Insider trading activity was analyzed during periods

just preceding (1) the release of the exposure draft of

Statement No. 33, (2) the first disclosure of supplemental

information mandated by Statement No. 33, and (3) the first

release of replacement cost information under the

Securities and Exchange Commission's Accounting Series

Release 190. Two control periods of trading activity (one

before and one after the test periods) were used as

comparison benchmarks. In addition to the income shrinkage

ratio (adjusted for industry membership), the sample firms

were partitioned on variables that allowed finer

discrimination of the propensity of insider trading such as

unexpected change in annual earnings, and the size and type

of control of the firm.

For a sample of 485 firms, the results indicated that

the primary hypothesis was clearly supported: the managers

of firms expecting a high degree of income shrinkage were

net sellers of their firm's securities during periods of

private information possession. This was true for both

Statement No. 33 information and ASR 190 information.
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CHAPTER I

INTRODUCTION

1 . 1 Motivation

In the past, much research has been done investigating

the effects of changes in financial accounting standards.

The accounting changes may affect the value of a firm

directly through new information effects, or indirectly

through impacts on management compensation contracts, debt

covenants, intervention of regulators, etc. Many of the

studies dealing with the effects of changes in accounting

standards have focused on the aggregate security market

reaction, with the maintained hypothesis of the existence

of an efficient security market. If the security market is

efficient in the semi strong form, it impounds the economic

consequences of the change in the disclosed information in

the price of stock. However, aggregate studies do not

provide a view of individual behavior.

This study is about the Financial Accounting Standards

Board (FASB) Statement No. 33 (Financial Reporting and

Changing Prices) which requires that all publicly held

companies with inventories, property, plant and equipment

of at least $125 million (or total assets exceeding a

1
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billion dollars) furnish supplementary price level adjusted

information in the financial statements, i.e., adjustment

is required of net income and certain balance sheet items

on a constant dollar basis and on a current cost basis.

The adoption of Statement of Financial Accounting

Standard (SFAS) No. 33 by itself leads to the publication

of finer information which was not generally available in

such detail from the financial statements prepared prior to

its implementation. The studies about the economic

consequence or information content of SFAS No. 33 have

basically assumed that the information produced is

potentially useful and have tried to examine the impact of

the standard on diverse financial policy and decision

variables. They have used stock returns, analysts'

forecasts, dividend policies, takeover targets, etc. as

dependent variables of interest. The findings of the

studies relating to stock returns have led to conflicting

results and interpretations, most early studies concluding

a "no new information" view, but a few recent ones

contending that the stock prices (returns) reacted to the

release of the information. Most of these studies were

conducted at the aggregate security market level to address
\

the effects of information coming out of SFAS No. 33 (or

the earlier Securities and Exchange Commission [SEC]

Accounting Series Release [ASR] 190) but did not examine

the trading behavior of particular individual classes of



- 3 -

market agents (e.g., the insider-managers who are privy to

the new information prior to its initial release).

In this study, the focus is on one important class of

investors, the company "insiders,” and their trading

behavior related to the initial release of the finer price

level adjusted information mandated by SFAS No. 33.

Irrespective of the personal beliefs and expressed opinions

of company managers as to lack of usefulness and

reliability of SFAS No. 33 data (and ASR 190), the managers

might not necessarily have assumed that the outsiders

(i.e., the aggregate stock market) would indeed have

ignored that the reported price level adjusted or "real"

income numbers were significantly below their nominal

income counterparts. Consistently with the managers'

fixation on income (together with their skepticism of

market efficiency), it is quite possible that managers

might have assumed that investors would react negatively to

the new information, especially when adjusted income is

generally lower than the historical cost income, and drive

stock price down. The effect of income shrinkage is the

main focus in this study.

Given their belief that some negative price reaction

might indeed occur (despite their public statements about

the reliability of this new information), managers would

have had the incentive to trade on 'their own account
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and exploit their foreknowledge of SFAS No. 33 type

information prior to its first publication.

Therefore, the objective of this dissertation is to

study company managers' trading actions on personal account

vis-a-vis their investment in the stocks of their own

firms. Specifically, did the expectation of a shrinkage in

the SFAS No. 33 current cost income (relative to historical

cost income) lead to a net selling behavior on the part of

insider-managers prior to the initial disclosures under

SFAS No. 33?

A similar argument and hypothesis can be advanced

about the partial replacement cost information that was

made available through the SEC's ASR 190. Although not as

a primary objective, this dissertation also examines the

insider trading actions of company managers prior to the

initial release of replacement cost information through ASR

190.

1 . 2 Evolution of Price Level Adjustment Disclosures

The events and related dates that are important for

the purpose of analysis in this study follow. The first

official step was the issuance of a discussion memorandum

on Feb. 15, 1974, by the Financial Accounting Standards

Board (FASB). On Dec. 31, 1974, the ..exposure draft

"Financial Reporting in Units of General Purchasing Power"

was issued by FASB. In Nov. 1975, the FASB decided not to
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adopt the exposure draft issued in 1974 and finally in

June, 1976, it withdrew the exposure draft.

Meanwhile on August 21, 1975, the SEC made its ASR 190

proposal. On March 23, 1976, ASR 190 was adopted. From

March 31, 1977, first ASR 190 information became available.

On Dec. 28, 1978, the FASB issued another exposure

draft entitled "Financial Reporting and Changing Prices."

On March 2, 1979, a supplement was issued to the original

exposure draft of 1974 entitled "Constant Dollar

Accounting." FASB statement No. 33 became effective from

Dec. 25, 1979, stipulating that certain qualifying (large)

companies whose financial years ended on or after that date

were required to furnish supplementary information

regarding constant dollar restatement, while current cost

information was mandated for financial years ending on or

after Dec. 25, 1980.

1 . 3 Overview of Hypotheses

This dissertation analyzes the relationship between

insider trading activity and the initial release of SFAS

No. 33 data. During times of inflation, the current cost

(CC) or constant dollar (CD) adjusted income would be

typically lower than historical cost (HC) income. In order

to capture this effect, i.e., relationship between the CC

or CD (designated CC/CD) income and the HC income, a

"Shrinkage Ratio" (shrinkage of CC/CD income in relation to
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HC income) is defined as follows:

co _ 1
IFCO CC/CD
IFCO HC

where IFCO = Income From Continuing Operations. Note: SR

is defined such that larger values of SR signify greater

shrinkage in income during inflationary times.

A higher shrinkage in income is expected to lead to a

higher incidence of insider selling than buying by the

insiders. In order to capture a net trading relationship

between buying and selling, an Insider Trading Ratio (ITR)

is defined as follows:

ITR
Stock Sales
Stock Sales + Purchases

The relationship between the SR and the ITR around

information disclosure periods of interest is the main

focus of this study, since the intent of this dissertation

is to capture insiders' acts and not the effects of those

acts. Trading activity or volume can capture the act.

Price change or return is the effect. As the price effect

captures several possibly conflicting beliefs and other

events, it is considered not appropriate for the hypothesis

of this study. Since insider trading has also been

hypothesized to be affected by earnings forecasts and

earnings announcements
, the portfolios in this study are

partitioned on the basis of favorable or unfavorable
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"surprises" in the reported annual HC income to control for

the existence of this possible concomitant independent

variable. Also, in order to control for industry effect,

the industry average of SR was used, and the portfolios

were partitioned on the basis of the deviation of firm SR

from the industry average.

Test period is defined as a period of six months

immediately preceding the exposure draft for SFAS No. 33,

first SFAS No. 33 information release, and six months

preceding the first December 31 before the release of first

ASR 190 information. Therefore for all the three events

the test as wall as control periods are between July 1 and

December 31

.

There are two control periods for both the exposure

draft and first information of SFAS No. 33~-one (three and

four years, respectively) before the events and the other

(3 and 2 years, respectively) after the events. However,

ASR 190 information was tested only with one control

period, i.e., one year before the release of ASR 190

information.

The primary hypothesis (HI) asserts that the insiders

of high shrinkage firms would have been net sellers in the

periods before the release of the exposure draft and first

information of SFAS No. 33 and the ASR 190 information.

The expectations in the same periods for the earnings

change variable is that the insiders of those firms with
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low earnings change would have been net sellers and vice

versa.

It is of interest to introduce variables like firm

size and type of control which are unique to different

firms or industries and to test for those effects. This

leads to finer partitioning of the primary hypothesis into

sub-hypotheses H2 and H3.

The second hypothesis (H2) deals with size effect.

Since smaller firms are not subject to as great scrutiny

and control as large sized firms, this hypothesis asserts

that the insiders of small firms would engage in greater

net selling than the insiders of large firms.

The third hypothesis (H3) speaks to the control of a

firm, i.e., the ownership effect. The difference between

owner controlled firms and manager controlled firms arises

because of the long run orientation and the identity of

interests focused on the management of owner managed

firms. This hypothesis posits that the insiders of manager

controlled firms would engage in greater net selling than

those of owner controlled firms.

1 *4 Overview of Data and Results

The sample of firms used to test the hypotheses was

drawn from the FASB Statement 33 Data Bank Version III

(FASB, 1983). This data bank contains information from the

Supplementary disclosures as required by the SFAS No. 33.

These firms were compared with the Corapustat Tape (Standard
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& Poor’s Compustat Services, Inc., 1985). The firms with

negative HC income were eliminated due to problems with the

definition of certain independent variable measures like

the Shrinkage Ratio. Also utilities were eliminated

because of industry peculiarities. After these elimina-

tions the firms were matched with those in the SEC's (1982)

Official Summary information on insider transactions which

is now available in a computer readable form through the

National Archives. The source of data on ownership

information was collected from Value Line (Value Line

Investment Survey, 1982).

The remainder of this dissertation is divided into

five chapters. In Chapter II a review of the relevant

research literature is presented. The main aim of the

review of literature is to provide findings of the pre-SFAS

No. 33 studies, the SFAS No. 33 studies, and insider

trading and other related studies in order to build support

for the primary hypothesis (HI) and the sub-hypotheses (H2

and H3).

Chapter III deals with hypotheses generation. A

fundamental or primary hypothesis is formulated controlling

for the earnings change ("surprise") variable with and

without a control for the industry effect. The sub-

hypotheses are developed as finer partitions of the primary

hypothesis. Hypotheses H2 and H3 deal with the firm size

and the ownership effects, respectively. Finally

development of a supplementary analysis based on comments
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by company managers to the SFAS No. 33 exposure draft is

provided.

Chapter IV presents the experimental design and

methodology used to test the hypotheses of this study.

Following a detailed account of data collection, the

variables of interest in this study are explicated in

detail

.

Chapter V presents the results of the statistical

tests. A brief summary of the results follows (by order of

hypotheses). The results for the primary hypothesis (HI)

related to SFAS No. 33, disregarding industry effect, are

in the expected direction, though for some test periods the

attained significance is not strictly within the 1056

level. However, the results are significant at

conventional levels- when control for industry effect is

introduced. The results for ASR 190 are also in the

expected direction signifying that the information

introduced through the SEC's disclosures also appears to

have provided an incentive for insider trading analogous to

the first price level information released through SFAS No.

33. The earnings change variable in this analysis does not

seem to have significant influence in the insider trading

activity.

The findings of this research lend some support for

the sub-hypothesis (H2) related to firm size based on total

assets (and also sales). The insiders of small firms seem
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to have been somewhat greater net sellers than those of

large firms. Results based on ASR 190 tests are not much

different from the SFAS No. 33 results.

Similarly, in the statistical tests relating to the

ownership effect (H3) the results are satisfactory though

not significant at conventional levels. Insiders of

manager controlled firms appear to have marginally engaged

in more net selling during the test periods than those of

owner controlled firms. ASR 190 tests show significant

results.

Chapter VI summarizes the overall study, results and

findings and gives an account of the limitations of this

study.



CHAPTER II

REVIEW OF RESEARCH LITERATURE

This chapter is devoted to reviewing previous research

about accounting for inflation (and changing prices) as

well as insider trading studies. The results of the past

research studies are presented as (1) pre-ASR 190 research,

(2) ASR 190 analysis, (3) SFAS No. 33 studies, (4) insider

trading (and stock market efficiency) and other related

studies, and (5) indirect effects of accounting changes.

The last section of this chapter relates this study to

previous research about accounting for inflation and

insider trading activity.

2.1 Pre-ASR 190 Research

Research relating to inflation data prior to mandatory

disclosures was based on estimates of general price level

adjusted (GPLA) data by agents external to the firm.

Hillison (1979) studied the association between

unexpected reported earnings and security prices and

compared this with the association between estimated GPLA

earnings and security prices. He did not find significant

association between GPLA earnings and security prices.

12
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Baran et al. (1980) studied the degree of association

of market beta (systematic risk) with accounting betas

based on historical cost income variables versus those

based on general price level adjusted (estimated)

variables. The information content measure was defined as

the degree of association between market beta and

accounting beta. Their finding indicated that the

association between market beta and GPL adjusted income

based beta was significantly higher than the association

between market beta and historical cost income based

accounting beta. For the 18-year period examined in this

study, GPL adjusted betas outperformed HC based betas in

every comparison made. They indicated that their findings

appear to suggest that in the absence of price-level data

disclosure, investors attempt to adjust historical cost

data to changes in the purchasing power of money and base

their investment decisions on such restated data.

Sepe (1982) investigated the effect of the FASB ' s

1974-76 deliberations in the inflation accounting issue on

security prices. He divided the test period into two

segments, the initial proposal by the FASB requiring

supplemental general price level adjusted financial

information and the subsequent withdrawal of the

proposal. Using three estimated (for. GPL adjustment)

accounting variables, his regression test showed that these

accounting variables and the stock prices were
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significantly correlated. He also tested to see if the

correlation signs reversed between the two periods (i.e.,

initial proposal and withdrawal) and found that the signs

indeed showed reversal as expected. His results appear to

suggest that the GPL adjusted information had impact on

stock prices.

Abdel-Khalik & McKeown (1978) evaluated the

association between the disclosure of estimated replacement

cost income and the changes in the market's evaluation of

systematic risk measures. The three alternative hypotheses

tested related to (1) the securities market's having

already impounded the information, (2) the information

content of replacement cost-data leading to security price

revision, or (3) no information content and no revision of

security prices.

The replacement cost data used were the forecast data

estimated by Value Line and not the actual ASR 190

information. Their tests were based on systematic risk

—

both financial and operating risk measures. The findings

indicated that the stock market's evaluations of financial

and operating risk measures are inconsistent with the

assertion that the replacement cost information is already

impounded in security prices. They did not find

significant shift in the market's imputed assessment of

systematic risk after the disclosure of the estimates of

the replacement cost income.
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As stated in Chapter I, these studies lead only to

inconclusive or conflicting inferences about the

"information content issue" of the GPLA information.

2.2 ASR 190 Related Research

Accounting Series Release (ASR) 190 provides for rule

3-17, an amendment to Regulation S-X, and requires

disclosures (in a footnote to the 10K report) of the

replacement cost of inventories and productive capacity and

depreciation expense and cost of goods sold computed under

replacement cost.

Beaver et al. (1980), using 1975-77 data, found that

the ASR 190 replacement cost disclosures provided no

information to the market during the fifteen trading days

both before and after the date the requirement was first

proposed, the date the requirement became effective, and

the date on which data were first filed with the SEC. They

did not find any significant association between the

security returns and the ASR 190 disclosures. i

Gheyara and Boatsman (1980), using 1976 data,

performed residual analysis. The results for their

treatment sample showed a spiking effect 16 days prior to

1 0K report release whereas for the control firms (those not

required to file supplementary replacement cost

information) the effect is 2 days short. When they removed

three firms from the treatment sample and three from the
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control sample because of unusual nature they could not

conclude that the 10K data introduced information for

either the treatment or the control sample. Their analysis

of cross-sectional return data reveals that the null

hypothesis of "no information content" of 10K report cannot

be rejected. They concluded that their tests suggest that

the ASR 190 disclosures did not introduce new information

during the 50 day trading period surrounding disclosures.

Ro (1981) investigated whether ASR 190 disclosures had

any effect on weekly transaction volumes of common

shares. He used five accounting ratio variables

representing the effects of holding gains, the effects on

capital structure, a return beta and a volume beta. Using

a matched pairs (firms required to disclose versus those

not required) design, he tested for volume difference over

nine event periods for each of the variables. He found

significant difference in volume only in a very few cases,

leading him to conclude that ASR 190 disclosure had no

effect on the volume of common stock shares traded;.

In another study, Ro (1980) tested for the cost and

information effects of ASR 190. The hypothesis that ASR

190 imposes an additional burden of the cost of compliance

with the regulation on the affected firms was tested. The

t-values for the events "adoption of ASR 190 and SAB 7" and

"SAB 13" were significant. He concluded that one cannot

reject the hypothesis that ASR 190 yielded benefits that
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exceeded the costs. For the information effect test he

used the same experimental design. He found significant

difference in returns between "good news" and "bad news"

firms. Also, he stated that the significant difference was

due entirely to the negative abnormal returns of the bad

news group. However, his nonparametric Wilcoxon matched

pair signed rank test showed insignificant results.

Overall, he concluded that at best only very weak evidence

of the "information effect" exists.

Benston and Krasney's (1978) survey dealt with private

placement loan officers, whose work involves negotiating

bond purchases. The loan officers were presumably in a

position to demand and receive the type of financial data

from prospective borrowers which would be helpful in

assessing the ability of the borrower to repay. The result

of the survey indicates that the placement officers did not

have much interest in the replacement cost data.

Similarly, the Booze-Alien and Hamilton (1978) survey

reveals that less than 1 % of the financial analysts

actually altered their decisions on the basis of ASR 190

data. The O'Connor and Chandra (1978) survey reveals that

financial analysts were unimpressed with the replacement

cost data mandated by ASR 190.
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2.3 SFAS No. 33 Studies

The information content analysis of SFAS No. 33 has

been studied relative to stock returns, analysts'

forecasts, dividend policies, takeover targets, etc. The

studies reviewed below are by no means exhaustive, but the

ones chosen" include those that are important and/or

representative of the work done in this area.

Noreen and Sepe (1981) adopted a methodology which did

not require exact specification of the direction or

magnitude of the price reaction for individual firms.

Their study used "abnormal" stock returns during three

event periods relating to mandatory disclosures (the Jan.

1974 first FASB agenda, the Nov. 1975 postponement of

inflation accounting, and the Jan. 1979 exposure draft of

SFAS No. 33), and on the basis of correlations between the

three sets of data (being negative), they concluded that

the evidence supported the hypothesis that the FASB policy

deliberations had an impact on share prices on at least two

of the three occasions. There was stock market reaction in

the months in which deliberations were announced in the

Wall Street Journal.

"The ability of earnings adjusted for changing prices

to explain stock price changes relative to the explanatory

power of historical cost data"—was the focus of the study

by Beaver and Landsman (1983, p. 6). They investigated the

association between the stock price changes and the
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accounting variables based both on HC as well as CC/CD

income. They tested a two-stage regression model, the

second stage eliminating the correlation between the HC

income and the CC/CD income. In their first stage

regressions for 1979 through 1981, they reported

significant correlation between statement 33 variables and

historical cost earnings. In their second stage

regression, the t-value on the regression coefficient for

historical cost income is positive and significant meaning

significant association between price changes and HC

incomes. However, the coefficient on non-historical cost

earnings (i.e., CC/CD income) variable (uncorrelated with

historical cost) varies considerably. From these results

they concluded that the "explanatory power of historical

cost is clear-cut, the incremental explanatory power of

statement 33 data is not" (p. 63). Their findings were

similar in their cross sectional valuation level tests

leading to the conclusion that Statement No. 33 earnings

appear to provide little or no incremental explanatory

power. Statement no. 33 earnings act as if they are a

garbled version of HC earnings.

Bublitz et al. (1984) replicated the Beaver and

Landsman study with a different (stepwise regression)

methodology to overcome what they claimed were measurement

problems in the Beaver and Landsman study. Applying their

methodology to ASR 190 data, they concluded that the
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disclosures provided little or no explanatory power beyond

that provided by historical cost earnings. However, the

results for 1980 and 1981 indicated highly significant

incremental explanatory power for the SFAS No. 33

variables. Their study, unfortunately, fails to show

consistent findings for any given SFAS No. 33 variable from

year to year.

The Freeman (1983) study offered explanation for the

lack of observed market reaction (as reported by Beaver et

al., 1980) to the current cost data. The relationship

between current cost earnings and the GAAP earnings is

intraindustry homogeneous, rather than firm-specific.

Industry-wide trends in prices are relatively easy to

forecast with nonaccounting data because they are closely

monitored. The empirical model used in his study regresses

"abnormal returns" on three independent variables

(industry-specific GAAP earnings component, industry-

specific current cost earnings, and firm-specific component

of the GAAP earnings) at three possible annual

leads/lags. His results indicated that an industry-wide

trend in GAAP profits is reflected in security prices

earlier than the firm-specific deviation from the industry

average. Also, industry-wide trends in current cost

profits are anticipated equally early. His results are

consistent with the notion that security returns are

correlated with current costs and sales prices.
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Evans and Freeman (1983) made an analysis of current

cost income data for 500 nonfinancial companies and

compared it with the conventional measures. For the period

1979-1981, profits based on historical cost increased while

current cost profits stagnated or decreased. This

indicates that current cost/constant dollar data might

convey potential information about the effect of

inflation. They found the rankings of ROI ratios based on

HC and CC/CD income to be fluctuating and concluded that

the effects of inflation are unique on firms and industries

and that these are not conveyed in the primary financial

statements.

Bar Yosef and Lev (1983) tested for the association

between dividend changes and eight measures of earnings

(historical cost [reported] earnings, cash flow, and six

measures of current cost/constant dollar earnings). Their

ranking of firms on the basis of historical cost earnings

explained the dividend changes better than the rankings

(within each subgroup) based on inflation adjusted,

variables. Their regression analysis also showed good

correlation between dividend changes and historical cost

earnings variables. Also, in their second stage regression

analysis where they incorporated an "incremental

information" variable, i.e., a variable uncorrelated with

the historical cost earnings, their results did not

change. Therefore they concluded that the price adjusted
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data under SFAS No. 33 did not appear to have affected the

firm's dividend decisions.

Dharan (1984) tested for the relationship between the

dividend decisions and the accounting variables (both HC

and CC/CD incomes). He computed three performance ratios

for four categories of firms based on the direction of

change in historical cost and current cost/constant dollar

income. His tests indicated that historical cost income

measures are informative with respect to identifying firms

that have superior performance ratios. A similar

conclusion was made with respect to current cost measures

(but not constant dollar measures). The five portfolios of

his study exhibited strong differential behavior with

respect to the three performance ratios. The firms with

low current cost or constant dollar/historical cost ratios

had the worst performance ratios. Also such firms had

higher payout and yield ratios. If the SFAS No. 33 has

information content with respect to changes in dividend

decisions, one would not expect such a trend. •

Norby (1983) studied the use of SFAS No. 33 adjusted

data by investment analysts. One investment analyst

company in its model used discounted cash flow adjusted for

inflation rate. The same company used SFAS No. 33 data to

develop cash flow projections but found little client

interest in such data. Another investment analyst company

used current cost data in developing dividend model but did
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not find significant difference in rankings between

historical cost and current cost dividend models. Overall,

the study reported lack of interest in the CC/CD income and

its use by the investment analysts and their clients in

various financial decisions.

The various studies cited above have conflicting

results and inferences pertaining to the information

content issue of SFAS No. 33. The market-based studies

relied to a great extent on the belief of the existence of

efficient security market in a semi-strong sense.

The stock market studies (the related area of interest

in this research) tested in general for the relationship

between the stock returns and the CC/CD income variables

(as well as HC income variables). Such a test was based on

the assumption of the existence of efficient stock market

in a semi-strong sense. However, as the belief by insiders

about market efficiency is not strong as seen by Mayer-

Sommer (1979), there is another possibility of testing the

information content of SFAS No. 33 through insider;

trading. If the company insiders perceive that the CC/CD

information would have unfavorable effect on the stock

price (because of "shrinkage” in income), it is in their

self interest to sell their stock in anticipation of the

market reaction.
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2.4 Insider Trading; (and Stock Market Efficiency)
and Other Related Studies

Jaffe (1974) examined three different sets of samples

to test if insiders possessed special information and if

they earned profits by trading on their own accounts on the
I

basis of their private information. His tests based on

cumulative average residuals for one, two and eight months

holding periods indicated successful trading by insiders.

As the number of insiders increase, the nature of

information becomes almost public through leaks or common

assessment of generally available information. When

transaction costs were included for the eight month holding

period case, he was able to show that insiders earned

approximately 3 percent profits. To test for information

content of the SEC's Official Summary , he computed abnormal

returns subsequent to the Official Summary 's publication

dates and found them to be significant suggesting there was

information content in the public data. The findings of

Jaffe are inconsistent with the findings of "efficient

market" studies based on semi-strong form. He indicated

that trading on inside information is widespread.

Finnerty (1976b) investigated insider trading activity

for the period January 1969 to December 1972 also using the

SEC’s Official Summary data. He used market model

residuals on the entire population of insiders (instead of

the "intensive" insider trading used by Jaffe) so that the

results could be used to evaluate the performance of an
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average insider. His monthly excess returns for the "buy"

portfolios were positive and significant implying that

insiders earned above average returns. Similarly, for

"sell" portfolios, excess monthly returns were negative and

significant (except for two months) implying that insiders

can outperform the market in their stock selections. For

the "buy" portfolio, most of the above average returns were

realized during the first six months, and the first month

had the greatest amount of above average return, which

indicates that during subsequent months the information

becomes public knowledge and return is discounted quickly

by the market.

Finnerty (1976a) used factor analysis and multiple

discriminant analysis to search for the existence of

relationships between insiders’ trading and subsequent

announcements of financial and accounting results. He

concluded that the insider assesses the undervaluation or

overvaluation of his corporation's securities by the market

according to the way he expects a particular piece of

information to affect the future market price of those

securities. The insiders who had decided to buy were

purchasing the securities of companies distinguished by

smaller size, larger earnings and larger dividends compared

to those companies whose securities the average insiders

were selling.
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Baesel and Stein (1979) tested Canadian data from

stocks of the Toronto Stock Exchange for the period January

1968 to December 1972 and used two subgroups of insiders

—

ordinary insiders and bank directors. The cumulative

average residuals for one to twelve month holding periods

were nearly zero for the control sample while at the end of

twelve months the returns were 7.8 % for bank directors and

3.8# for ordinary insiders. Their statistical tests on the

normalized residuals reveal that bank directors did better

than ordinary insiders and that the insiders overall did

better than the control sample. To test if the gains

disappeared in the month after the trade, they tested the

unusual profits over a one-to-two month holding periods and

found that the unusual returns occurred smoothly and that

most of the unusual profits did not occur until several

months after the trade. This latter finding also

contradicts the semi-strong form of the efficient market

hypothesis

.

2.5 Insider Trading and Accounting Information

Larcker, Reder and Simon (1983) analyzed insider

•trading to test if firms are affected by mandated

accounting changes. They focused upon the SFAS No. 19

exposure draft (accounting for oil and gas) released on

July 18, 1977 which required the successful efforts (SE)

method of accounting for exploratory oil and gas drilling
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costs. They compared the stock trading activities of the

37 SE firms' insiders with those of the full cost (FC)

firms' insiders in the periods immediately preceding and

following the exposure draft and a year before the exposure

draft. They found statistically significant differences in

the trading activities between the two groups during the

five periods of their study. FC insiders were selling

relatively to the behavior of SE insiders. Their within

sample test, i.e., comparing FC (or SE) insider behavior to

the historical FC (SE) insider behavior, reveals that the

FC insiders were selling in the period after the exposure

draft and that the SE insiders were buying (selling) in the

period after (before) exposure draft. To test whether the

insider activity was associated with profit making, they

ran Spearman rank correlation between the insider trading

activity and the raw returns data for the two days after

the exposure draft. Though the sign of correlation was

consistent with profit making, it was not statistically

significant. Their study also tested for additional price

adjustment immediately after the initial price adjustment

due to the exposure draft. To test for such an effect they

ran a correlation between the raw return and net insider

trading for a 3 day period after the day of the exposure

draft but did not find post-exposure draft price

adjustment. One of the possible interpretations of their

findings is that the FC insiders might have perceived the
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FASB Statement No. 19 to be associated with adverse

economic consequences for their firms.

Abdel-Khalik, Ajinkya and Smith (1984) evaluated

managers' knowledge and use of private information as an

incentive for voluntary dissemination and the timing of the

release of accounting information (specifically, earnings

forecasts by managers). This study evaluated the

performance of several trading strategies utilizing

insiders' knowledge of the predicted EPS prior to making it

public as a management forecast. The unexpected portion of

EPS forecasts is measured as the difference between the

management forecast and the most current analyst

forecast. Results indicated that profitable trading

strategy was to purchase (or sell) shares before disclosing

favorable (or unfavorable) news and sell (or purchase)

before disclosing unfavorable (or favorable) news. Their

dominant trading activity measure was the ratio of number

of shares sold to number of shares traded. On this basis,

the insider activity was divided into sales or purchases.

Each trading activity was classified either as legal or

illegal depending on the likelihood that the managers

exploited their knowledge of forecasts or timed their

forecast release so that it would make their trading

profitable.

Profitable trading activity was observed when

favorable earnings forecast were followed by insiders'
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purchase. However, results of Abdel-Khalik et al. (1984)

do not support use of selling activity as a profit making

strategy. The conclusion of their study was that the

information content of the EPS predictions dominates the

one based on signals provided by trading activity.

Almost all of the above studies conclude that insiders

are successful in earning profits by trading in their own

stocks. The findings of these studies to a great extent

are inconsistent with the notion of market efficiency in

the strong form and to some extent the semi-strong form,

i.e., it takes more time for the market to capture the

available information before reflecting a change in price.

The Mayer-Sommer (1979) survey reports on the levels

of understanding and acceptance by corporate insiders of

the efficient market hypothesis (EMH) in each of its three

forms: weak, semi-strong and strong. Two groups of

respondents, accounting information preparers (controllers

of Fortune 500 corporations, academicians and CPAs) and

users (chartered financial analysts), were surveyed. Each

respondent provided information about his understanding of

the EMH, his awareness of the accounting implications of

the semi-strong and strong forms, and his acceptance of the

EMH research findings about market efficiency in the weak,

serai-strong and strong forms.

The results regarding the understanding of EMH

indicate that Fortune 500 Controllers and Big 8 Partners
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(accounting information preparers) showed a greater lack of

understanding of the EMH in any of its three forms. One

finding indicates that almost two-thirds of the preparers

did not understand the EMH in any of its three forms. Only

a fourth of the controllers (i.e., company insiders) showed

understanding of the EMH in all of its three forms while a

similar figure for users was 44#.

The results about the acceptance of EMH by the

respondents are also of interest. At a reasonable level of

statistical cut-off, the author found none of the Fortune

500 controllers (insiders) accepted the EMH in all its

three forms. He could find only 8# of the insiders

accepting only the weak form. Results were similar for the

Big 8 Partners. The interesting finding of his study is

that there is the denial of semi-strong form of efficiency

by the corporate insiders. Over 90# of the controllers

thought that financial reports of the NYSE listed firms

were useful in identifying over- or under-valued

securities. Also, fewer company insiders than users

(outsiders) of accounting information thought that

accounting-determined risk measures were highly associated

with the market-determined risk measures.

The findings of the Mayer-Sommer study provide an

alternative criterion to study the economic consequences of

changes in accounting disclosures. Given their skepticism

about market efficiency at the semi-strong level, one can
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study the actions (trading in the stock of their own

companies) taken by insiders as they try to second guess

the impact of the accounting change on stock market

reaction (whatever be the actual direction and level of

that reaction). This dissertation uses insider's stock

trading actions as the criterion variable of interest.

Though the managers may not believe in the efficiency

of stock market, that is not sufficient condition for the

prevalence of insider trading. The tenets of agency theory

tell us that there are obstacles to insider trading.

Having this in mind a review of the papers by Fama (1980)

and Hakansson (1981) is done.

Fama (1980) argues that "for the purposes of the

managerial- labor market, the previous associations of a

manager with success and failure are information about his

talents. The manager may not suffer immediate gain or loss

in current wages from current performance of his team, but

the success or failure of the team impacts his future wages

and this gives the manager a stake in the success of the

team.

"

The firm security holders provide important but

indirect assistance to the managerial labor market in its

task of valuing the firm's management. The security holder

is willing to pay the price that reflects the risk he is

taking. Although the individual security holder may not

have direct control over the management, he has a strong



32

interest in the existence and maintenance of a capital

market which efficiently prices the firm's securities. The

signals provided by the security market about the value of

the firm's securities are important for the managerial

labor market's re-evaluations of the firm's management.

The external managerial labor market exerts many

direct pressures on the firm to sort and compensate

managers according to performance. When a firm's reward

system is not responsive to performance, the firm loses its

managers. There is also much internal monitoring of

managers by other managers. In the view of "nexus of

contrasts" each manager is concerned with the performance

of managers above and below him since his marginal product

is likely to be a positive function of theirs. All

managers realize that the managerial labor market uses the

overall performance of the firm to determine each manager's

outside opportunity wage.

He argues the case for incorporating ex-post settling

up (on an ex-ante contract) of managerial remuneration to

attain optimal control particularly with respect to

managers' consumption on the Job in the form of

perquisites. The managerial labor market plays a crucial

role in his model to monitor the actions of the manager.

According to the assumptions of Fama ' s analysis, if the

manager trades on the basis of private information and

makes profit, the managerial labor market is not going to



- 33

view it favorably. His remuneration in his next job would

be adjusted (i.e., lowered) for the gains he made from

trading on the insider information.

One important question raised by Fama himself is if

the managerial labor market is indeed competitive. This is

obviously an empirical issue. The question of interest

here is whether the gain made by managers is so significant

from the firm perspective that the stock holders will

effectively penalize the manager.

One can see thousands of insider trading events

reported in the SEC's Official Summary every month. While

some of them may be in contravention of existing laws, only

relatively infrequently do we see insider trading activity

being investigated by the SEC (usually when transaction is

large). Therefore, there may not exist effective expost

settling up and insiders may continue to engage in trading

based on private information.

Hakansson (1981) analyzed the "politics of Accounting

Disclosures." In his model he employed the management,

information searchers, investors subscribing for

information and non-subscribing investors as participants

in the disclosure issue. He considered "laissez faire"

versus "timely disclosure" situations. Under the laissez

faire situation he was able to show that subscribing

investors would tend to be wealthier than the
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nonsubscribers. The effect of knowing more than others

helps one improve his welfare at the expense of others.

Under the timely disclosure situation, the management

was worse off than under the laissez faire case.

Nonsubscribing investors were better off than before. The

searchers of information were worse off.

He analyzed the outcome of the regulatory conflict and

came out with a situation wherein the small investor group

was successful in getting new and costly disclosures

imposed but completely ineffective in that the information

either was null or arrived too late. "An example of this

type would be the current insider trading disclosure

requirements.

"

Overall, timely disclosure may increase the value of a

firm but it is not feasible from a practical standpoint.

In the context of this dissertation, it is not in the self-

interest of the manager to make all the minute details

about the shrinkage in CC/CD income available to the stock

market participants as he knows it. There is a time lag

between the time he knows the information and the time the

market knows. This time lag is helpful for the insiders to

trade on their own account especially if the probability of

being penalized is not very high.
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2.6 Indirect Effects of Accounting Changes

The indirect effects of an accounting change which is

cosmetic not having direct economic consequence have been

researched in the past. Though the change is merely

accounting in nature (i.e., no cash flow effect), it has

been found to affect the value of a firm (because of debt

convenant or incentive or political effect). In the

present context, i.e., CC/CD disclosures, it can be said

that these disclosures may eventually lead to the incentive

or debt covenant effect.

The debt covenant effect of an accounting change is

that the change affects the firm’s investment, financing

and production pattern if the debt covenants are based upon

reported accounting numbers (Smith & Warner, 1979;

Leftwich, 1981; Holthausen, 1981). It has also been argued

that an accounting change which affects the reported income

may cause technical violation of debt covenant and

subsequent renegotiation of debt agreements at a higher

rate (Smith & Warner, 1979; Collins et al., 1981 )J It is

likely that the insiders of a firm know more about any

technical violation of a covenant and the cost of

renegotiating the debt better than the other market

participants. SFAS No. 33 Exposure draft does not require

altering the reported accounting figures. As such,

technical violation of convenants does not seem to occur.

However, when supplementary information is provided, the
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bondholders may compare the figures and ratios calculated

on the basis of supplementary information with those of the

historical cost figures and may feel that the provisions in

the covenants can be improved to their advantage by using

the supplementary information, particularly the bonds which

are in the process of being renegotiated after the SFAS No.

33 information being made available to the holders. The

bondholders may want the new ratios to be incorporated in

the covenants which may affect the value of the firm.

Insiders may very well know all the specific details

affecting the value of the firm well in advance of others.

The incentive effect (Watts & Zimmerman, 1978; Collins

et al., 1981) refers to the consequences of an accounting

change because of remuneration based on reported income.

The managers whose remuneration is based upon reported

income may alter the business plans to achieve a desired

compensation. The corporate insiders may have more

information about the details of incentives offered to

managers than other market participants. Here again, if

the incentive is linked to the reported income, the

stockholders may want the remuneration to be based on the

current cost/constant dollar income which is more realistic

than the historical cost income. Managers (insiders) can

perceive the consequences of the supplementary information

well in advance of others.
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If the managers anticipate the stock market to view

SFAS No. 33 disclosures as affecting the value of the firm

negatively (via incentive or debt convenant effect), then

they have incentives to sell their stocks in anticipation

of a negative stock market reaction.

2.7 Relationship of Reviewed Studies to This Research

The stock market studies relating to SFAS No. 33 (and

ASR 190) defined information content as the relationship

between the CC/CD income variables and stock returns. Most

of the early studies did not find significant incremental

relationship between the inflation or specific price level

adjusted accounting data and stock prices. The conclusion

drawn from the results of these studies was that there was

either no information content or that the security price

had already impounded the information or that enough

learning (how to use the new data) had not taken place.

The stock price reflects aggregation of information.

The stock market is composed of a number of segments like

large investors, insiders, institutional investors, small

investors, one time investors, analysts, etc. Some

sections of the investors might have perceived the SFAS No.

33 information to be useful while others might have cast

doubt about its usefulness or reliability; so that at the

end, at an aggregate level one might not have observed a

significant impact of the Statement 33 on the stock price.
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Therefore, in the present context it is proposed to

isolate a particular market segment (the insider-managers)

and analyze their reaction (trading in the stock of their

own firms) to the SFAS No. 33 information. This segment is

very important because the company insiders are privy to

the information produced and released and are the first to

possess such information. Also it is reasonable to assume

that they are knowledgable about their firm and results.

Their reaction to the information constitutes an alternate

way of studying the economic consequence issue.

Almost all the insider trading studies lead to the

view that the insiders possess private information and

presumably use such information for their personal gain.

The obvious motive is self interest. Also, studies reveal

that the stock market is not efficient in the strong sense,

which is a necessary condition for trading by insiders to

be successful. The important issue in the present context

is the perception of stock market efficiency rather than

the efficiency per se. As revealed by the Mayer-S.ommer

survey, many of the insiders do not understand or accept

the concept of market efficiency. This implies that they

have the incentive to trade on the basis of information

(pertaining to changes in accounting disclosures) that they

hold privately for some time prior to the public release,

expecting the market to react to the disclosure only some

time after the public release.
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There are incentives for management not to make timely

disclosures of information as analyzed by Hakansson

(1981). Though such a disclosure would increase the value

of a firm, it is not in the manager's personal interest to

reveal the information in a timely fashion, thus allowing

him the opportunity to trade.

The market for managers may not be competitive. If it

is competitive, then it would act as a deterrent for

insider trading. Even if the market is competitive, it may

be that the gain from insider trading may not be

significant from the point of view of the company and may

be considered by the stock holders as a part of the

managerial remuneration.

In short, there are motives and- incentives for insider

trading and the SFAS No. 33 led to production and publica-

tion of finer information the details of which were known

to insiders prior to its first release. This provided them

with the opportunity to engage in insider trading.

The next chapter relates to the hypotheses te.sted in

this study.



CHAPTER III
HYPOTHESES

3.1 Background Conditions

Inflation information that might possibly have been

impounded in stock prices at the time of release of the

exposure draft of SFAS No. 33 and its implementation was

primarily that from ASR 190 replacement cost disclosures as

required by the SEC as well as from other privately

produced information on industries and individual firms by

analysts. However, SFAS No. 33 data is a more

comprehensive information set giving the impact of general

inflation as well as changes in specific prices on reported

net income. As a result, one can expect various decision

makers to react to SFAS No. 33 disclosures in an

incremental manner, that is, SFAS No. 33 disclosures are

presumed to have information content relative to the

earlier and partial ASR 190 disclosures. Insiders are in a

position to know all the specific details of the effect of

SFAS No. 33 (before it is disclosed for the first time) on

reported income and can predict the extent of shrinkage in

income (i.e., current cost income relative to historical

cost income) to a greater precision and therefore the

direction of the hypothesized movement in stock prices.

40



- 41

The results of the studies (Jaffe, 1974; Finnerty,

1976a and b; etc.) dealing with insider trading lead to the

view that insiders possess and presumably use private

information to earn abnormal profits by trading on their

own stock. Also, insider trading activity has been used

(Penman, 1982; Larcker et al., 1983; Abdel-Khalik et al.,

1984) to test whether possession of new accounting

information by insiders is associated with their trading

activity. These studies concluded that the company

insiders are successful in profiting from trading on their

own stock. Moreover, the perception of loose monitoring

and sanctions against insider trading supports the

contention of possible insider use of private information

for personal gain. It is assumed that the insider managers

who have access to unique information (not immediately

available to the other market participants) will generally

use such information for their personal benefit.

As per the survey of Mayer-Soramer (1979), the managers

who admit not to generally understand and/or accept the

EMH, certainly cannot be expected to believe that the

outsiders can get a detailed and precise picture of the

"real" (as contrasted with the "nominal" or historical

cost) profitability of the firm through information either

guessed at or compiled by sources external to the firm.

Hence, even more remote (in view of the insider-manager) is

the possibility that the detailed firm-specific information
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is already reflected in prices in an unbiased manner.

Thus, one would expect that the insider-manager would

anticipate a stock market reaction when new information

(via SFAS No. 33) pertaining to the real (price level

adjusted) profitability of the firm is made available to

market participants. Given the anticipation of the price

reaction and a presumed foreknowledge of the insider about

the extent of the divergence between "nominal" and "real"

profits, there arises the motivation to engage in insider

trading prior to the first revelation of detailed firm-

specific price level information. Since the estimate of

real income (reported as per SFAS No. 33) will typically be

smaller than the nominal income during inflationary times,

it is expected that the insiders, given their beliefs,

would engage in net selling (buying) if the income

shrinkage (i.e., complement of the ratio of current cost

income to the historical cost income) expected to be

reported for the first time is relatively high (low).

The "first time" location is unclear and may be

associated with two (either or both) alternate disclosure

requirements pertaining to current cost data: (1) the

limited ASR 190 replacement cost disclosures which were

mandated by the SEC in 1976 and (2) the more comprehensive

SFAS No. 33 current cost and constant dollar disclosures

mandated by the FASB effective since 1979. The primary

focus of the current research is on the initial SFAS No. 33
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disclosures, even though the initial ASR 190 disclosure

period will also be tested for completeness.

The dates that are of interest in this study pertain

to the issuance of the exposure draft (Dec., 1978), the

publication of the first supplementary information in

accordance with FASB Statement no. 33 (Jan. -March, 1980),

and the first ASR 190 information release (March, 1977).

Insider trading during periods not affected by the new

information will serve as control benchmarks.

Prior studies show that certain firm and industry

characteristics (like firm size, type of management, etc.)

affect the financial decisions relating to a firm. Based

on those characteristics and using the shrinkage in income

it can be argued that the insiders of small size or owner

managed firms will be net sellers if the shrinkage in

income is higher. A description of the primary hypothesis

(HI ) and finer partitions of HI into two sub-hypotheses (H2

and H3) based on variables like firm size and type of

control is given below. ;

3.2 Primary Hypothesis

In addition to the arguments in the previous section,

the short run orientation of many managers may not deter

them (inspite of the SEC's proscription) from engaging in

insider trading activity based on private knowledge.

Although "timely" disclosure of relevant information is
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Pareto optimal and leads to an increase in the value of the

firm (Hakansson, 1981), it is not in the manager’s self-

interest to let others know immediately (as soon as he

knows) all the details about the expected shrinkage in

reported income. Thus, managers may prefer to act on the

information which is not yet publicly available. Based on

these arguments, the following primary hypothesis is

formed:

HI : The companies which are expected to report for

the first time a relatively low current cost

income as per SFAS No. 33 (compared to

historical cost income) would experience net

insider selling (i.e., higher the income

shrinkage, greater the net selling).

Note tha-t the primary hypothesis HI as well as the

sub-hypotheses H2 and H3 will be tested during three time

periods: (1) those associated with first release of

information under ASR 190, (2) the exposure draft for SFAS

No. 33, and (3) first release of information under; SFAS No.

33.

3.3 Size Effect

Prior research about the relationship between earnings

reports and security price behavior reveals that a

significant portion of the information revealed through

earnings reports is already reflected in security prices
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prior to the report month. This "leakage” is attributed to

more timely sources of information which enable the market

participants to forecast earnings prior to their formal

release

.

The amount of "surprise" remaining at the time of

formal report release is inversely related to the intensity

of private search activities concentrated on the firm by

market participants. An efficient proxy for predisclosure

private search is firm size. Thus the measured market

reaction (whether volume of trading or returns) is seen to

be inversely proportional to firm size. Atiase (1985) and

others provide corroborating evidence on the inverse

relationship between firm size and the abnormal returns

associated with earnings announcements.

The argument given above leads to the view that there

are greater opportunities for profit making from trading in

the stocks of a small firm than that of a large firm, since

more information about the latter is likely to be in the

public domain. Also, the probability of leakage of inside

information could be argued to be higher in a large firm

than in a small firm by virtue of its uncontrollability due

to largeness. As such, insiders of small firms are in a

better position to make profit and hence have greater

incentives for trading in their own stock than those of

large companies. These arguments lead to the following

sub-hypothesis

:
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H2: Given equal levels of income shrinkage, the

insiders of small companies would engage in

greater net selling than those of large

companies.

3.4 Ownership Effect

Smith (1976) and others analyzed whether the

separation of ownership from control produces different

accounting method choice behavior. Specifically, he

addressed the question whether manager-controlled firms

were more likely than owner-controlled firms to use

accounting policy decisions to direct income toward various

income targets and found support for the type-of-control

effect, i.e., manager controlled firms tend to apply the

concept of smoothing in reporting income more often than

owner controlled firms because it is in the self interest

of the manager (in manager controlled firms) to avoid

variability in the reported income.

This study also explores the question of whether

separation of ownership from control leads to analogous

behavior in the case of insider trading. The firms in this

study can be divided into owner controlled and manager
\

controlled depending upon the percentage of shares held by

insiders. In the owner controlled firms, the management

has more of a long run interest imposed on it by virtue of

substantial financial commitment and long range horizon of
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the controlling owners. Therefore, owner-managers may not

be as inclined in trading on their own account as non-owner

managers. If the owners sell some of their stock in the

interest of short-run profit making on insider trades, this

may lead to a reduction in their voting rights and

ultimately a loss of control. This would limit insider

managers from selling their stocks. Also, the manager of

an owner controlled firm is answerable to the owners which

may serve as a constraint on the trading activity of the

manager, while such a constraint is less likely in a

manager controlled firm. Based on these arguments, the

following sub-hypothesis is advanced:

H3: For equal levels of income shrinkage, insiders

of manager controlled firms would engage in

greater net selling than those of owner

controlled firms.

3.5 Supplementary Analysis

Prior studies about inflation (and/or changing prices)

information assumed that the information was potentially

useful and tested for the information content of such

disclosures particularly with reference to SFAS No. 33 (and

ASR 190). Contrary to the popular assumption and belief

that the SFAS No. 33 disclosures would be or are

potentially useful, the views expressed by company

executives in their comment letters in response to the
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exposure draft of SFAS No. 33 were pessimistic. Some of

the managers opposed the draft very strongly, mostly on

grounds of lack of comparability and reliability.

Now, the question is, were their views objective and

independent of impact of the disclosures on their

companies' financial position, or was the degree of their

opposition (or support) dependent upon the shrinkage of the

CC/CD income (in relation to HC income) which they were

expected to report? If the latter holds, then their

comments would have to be regarded as lobbying from a self-

interest viewpoint.

Therefore, the purpose of this supplementary analysis

is to test if there was any relationship between the tenor

of the comment letters (degree of opposition) and the

expected adverse impact on income (degree of shrinkage of

CC/CD income).

The next chapter deals with the research methodology

used in this study.



CHAPTER IV
RESEARCH METHODOLOGY

4.1 Data Collection

The sample selection process started with SFAS No. 33

Supplementary Information from the annual reports of firms,

which is available in computer readable form through the

FASB Statement No. 33 Data Bank Version III marketed by

Value Line for about 1350 firms. All the non-financial

firms from the data bank giving details of constant dollar

as well as current cost adjustment data for the year 1979

were accessed.

For the selected firms from Version III, a comparison

with the Industrial Compustat tape was performed in order

to identify the firms for which historical cost income and

other required financial statement data would be

available. There were 934 companies identified as common

between these two tapes.

The firms with negative historical cost income were

eliminated (as required by the definition of certain

variables). Also, the firms in the utility industry were

eliminated because the regulatory environment and other

peculiarities render these firms different from other

49
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nonfinancial companies for the purpose of financial

reporting.

Next, a screening of the Official Summary (of the SEC)

information tape released by the National Archives was

performed to locate firms with insider trading information

availability. This process resulted in a sample of 485

firms.

In order to test the sub-hypothesis related to the

ownership effect, the ownership data for the sample firms

were collected from Value Line. This procedure resulted in

a useable sample of 375 firms for the ownership test.

For the supplementary analysis, copies of the comment

letters (related to the exposure draft (ED) of SFAS No. 33)

received by the FASB were used. There were 267 comment

letters from companies. Of those, 122 were useable for the

purpose of the supplementary analysis in this study.

4.2 Dependent Variables

As hypothesized, the dependent variable of this study

is the insider trading activity per se (and not the price

effects related to such activity). In the present study

the variable of interest is net selling, i.e., how much

selling were the insiders engaged in, relative to buying.

Net insider trading was represented by the following two

types of ratios—one for the number of insider transactions

and the other for the number of shares traded:
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ITTR<4. = ST it
PT it + ST it

= Insider Trading Ratio based on number of
insider transactions for company i for period
t.

where

PT.^ = nnmhpr nf pnrr.hasp transactions by the
insiders of company i for the period t.

ST^
t = number of sales transactions by the insiders

of company i for the period t.

The transaction basis does not adequately reflect the

intensity of sale or purchase, i.e., purchase transactions

of one share and one hundred shares are treated equally.

Therefore, the ratio based on number of shares traded was

constructed as the preferred alternate measure:

ITSR f * > SS lt
ps lt + ss lt

= Insider Trading Ratio on the basis of number
of shares of the company i for the period t.

where

PS^
t = number of shares purchased by the insiders of

company i for the period t.

SS it = number of shares sold by the insiders of
company i for the period t.

(The term ITR will be used in the following discussion to

imply either ITTR or ITSR.)

Table 4.1 reports some summary statistics related to

the dependent variables (ITSR and ITTR) of this study.
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4.3 Independent Variables

4.3.1 Income Shrinkage Ratio (SR)

The primary independent variable— shrinkage in

income—was defined as the complement of the ratio of

current cost income to historical cost income.

SR« - 1 - IFC0CD
i

IFCOHC
i

= Shrinkage Ratio for company i.

where

IFCOCD^ = Income From Continuing Operations on a
Constant Dollar basis for company i.

IFCOHC^ = Income From Continuing Operations on a
Historical Cost basis for company i.

This definition is such that the higher value of SR

implies greater shrinkage. While current cost income is

the theoretical principal of interest, the operational

definition used constant dollar income in the numerator of

the SR measure because of certain design dictated

constraints. The primary test period relates to the year

1979 when the SFAS No. 33 supplementary information first

became available. The FASB mandated constant dollar

information starting with the 1979 fiscal year, while

current cost related disclosures were required only from

the 1980 fiscal year. Therefore, constant dollar

information was available on almost all the companies for

the 1979 fiscal year, although some firms voluntarily
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disclosed current cost information also for 1979. Hence,

on the basis of availability and reliability of 1979 data,

constant dollar data were used in calculating shrinkage

(SR). The correlation between SRs based on current cost

and constant dollar incomes for the entire sample is an

extremely high 0.7, significant at 0.001 level. In any

event, the analysis was repeated on the basis of CC data

(for the subset of firms that reported CC data for 1979),

and the results relating to the primary hypothesis were

very similar (and hence are not reported). These findings

support the use of constant dollar information (in place of

current cost data) to augment sample size for portfolio

formation on the basis of SR in 1979.

The companies in the sample were ranked on the basis

of the shrinkage ratios. On that basis, two portfolios

were formed, one (top 40#) with high shrinkage ratios and

the other (the bottom 40#) with low shrinkage ratios.

(Note that high shrinkage is implied by a larger numerical

value of SR and vice versa.) The middle 20# of firms were

omitted to reduce noise in the analysis.

The above gross dichotomy was used because it is not

clear that the dependent variable (intensity of net insider

trading) is necessarily linearly related to the degree of

shrinkage in income. Analysis was also performed with more

than two classes for the independent variable SR.
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4.3.2 Earnings Change (EC)

Insider trading can conceivably be affected by any and

all information about the firm that is available privately

to insiders. One summary measure used to capture this in

past studies has been the insider’s presumed private

knowledge of historical earnings expectations. This can be

measured in several ways (e.g., management forecast of

earnings per share [EPS] less current market expectations

or simply the difference between the actual EPS of current

and prior years). Since this variable has been shown to be

predictive of insider trading (Penman, 1982; Allen, 1982;

Abdel-Khalik et al., 1984), it is used in this study as an

additional independent variable to control for causes of

insider trading other than the variable of primary interest

(the income shrinkage ratio).

A surrogate for the private knowledge of change in

historical cost (HC) earnings expectations by insiders was

measured as

HC Earnings. - HC Earnings. ..

EC = - t-

1

HC Earnings
t _ 1

(> 0)

This earnings change (EC) measure was used to further

dichotomize the portfolios into two additional groups (see

later discussion).
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4.3.3 Control for Industry Membership

Omitting industry specific characteristics means that

a firm is being implicitly compared with all the other

firms in the economy in order to study the impact of a

particular independent variable. If the particular

independent variable is correlated with industry

membership, then the relationship being studied will be

muddied unless the research design blocks on the industry

variable. Since the primary independent variable SR is

very likely to be affected by industry affiliation, the

following procedure was adopted to control for the industry

effect.

First, the industry average of SR (shrinkage ratio)

was calculated as follows:

INDAVSR. . ———

—

i n
d

3 Average of Shrinkage Ratio for industry j.

where

SR^^ = Shrinkage Ratio of firm i (i = 1 to n i ).

nj = Number of firms in industry j where firm i

is a member.

Then the relevant industry average was subtracted from the

shrinkage ratio of each firm in the industry. The

resulting net or adjusted shrinkage, ratio (positive or

negative) captures the position of the firm in the industry

as well as in the economy.
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ADJSR
i = SR

t
- INDAVSR^

= Shrinkage Ratio of firm i adjusted for
its membership in industry j.

4.3.4 Firm Size

Sub-hypothesis H2 deals with the effect of firm

size. Two variables were employed; one was "total assets"

and the other was "sales."

The partitioning of firms into large and small size

portfolios was done on the basis of rank ordering (firm

small to large) based on total assets (and sales). Again,

the middle 20# of firms was omitted to reduce noise. The

top 40# of firms formed the small size portfolio while the

bottom 40# of firms were classified as the large size

portfolio.

4.3.5 Control Type (Ownership)

Sub-hypothesis H3 in this study is based on the

control characteristic of the firms. In order to

distinguish owner controlled firms from manager controlled

ones, the surrogate used was the percentage of shares held

by the insiders. When the percentage of shares held by the

insiders was negligible, then the firm was classified by

default as a manager controlled firm. In order to

establish the cut-off, firms with 5# or less shares held by

the insiders were arbitrarily classified as manager

controlled. On the other hand, firms with more than 20#
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insider holdings were treated as owner controlled. Other

firms were omitted from the testing procedure to reduce

classification error.

4 . 4 Research Design

The dates that are of interest in this study are the

issuance of the Exposure Draft, publication of the first

supplementary information in accordance with the FASB

Statement no. 33, and the first ASR 190 information

disclosure. Accordingly, the test periods constitute

periods .just prior to the above events. It is assumed that

price-level adjusted income information was internally

generated by the firms (during the "test" periods) in

anticipation of the forthcoming mandatory requirements, and

that the details of this finer information were private to

the insiders.

T1. Exposure Draft for SFAS No. 33 (ED 33):

July 1978 - December 1978.

T2. First SFAS No. 33 Information Release:

July 1979 - December 1979.

T3. First ASR 190 Information Release:

July 1976 - December 1976.

The following set of control periods was used for

comparison with the above test periods.

Cl. Three years before the exposure draft (July 1975-

Dec. 1975). This time period was chosen because
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it is also prior to ASR 190 and the implementation

of the exposure draft of 1974 was stopped for the

year 1975.

C2. Three years after the exposure draft and two years

after the first information release under SFAS No.

33 (July 1981-Dec. 1981). At this point, the

degree of income shrinkage for individual firms is

known by market participants, and the novelty of

this information has been' assimilated in

expectations.

Figure 4.1 shows the test and the control periods.

The two independent variables, SR (Shrinkage Ratio)

and EC (Earnings Change Ratio), lead to the following basic

research design depicted in Figure 4.2.

Shrinkage (SR)

Low High

High Cell 1 Cell 3
Earnings (Positive)
Change
(EC)

Low Cell 2 Cell 4
(Negative

)

Figure 4.2. Basic Research Design
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The expectation for each of the cells is as follows:

Cell 1 : For this cell, the expected shrinkage in

income is low, hence there is no incentive

for insider selling. Also, other private

information represented by historical

earnings change (EC) is positive (which by

itself would lead to buying rather than

selling behavior). Hence, the net impact

for this cell is expected to be the lowest

value for the dependent variable ITR

(which captures net selling).

Cells 2 & 3 Using similar arguments, the ITR values

for cells 2 and 3 are expected to be

moderate due to the opposing influences of

the two variables (in-between that for

cells 1 and 4). No significant purchase

or sale is anticipated.

Cell 4 : The ITR value is expected to be the

highest as both variables lead to, an

expectation of net sales.

The marginal effect of each independent variable

separately can be examined by collapsing appropriate pairs

of cells. Cells 1 and 2 together represent a portfolio

with low shrinkage ratios. Similarly, cells 3 and 4 put

together represent a high shrinkage ratio portfolio.
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4.5 Operational Hypotheses

4.5.1 Hypothesis 1

To test for hypothesis HI (disregarding the effect of

the EC variable), the following comparison of net selling

behavior for the above two collapsed portfolios between the

following test and control periods was made (refer to

Figure 1 for dates):

T1 and Cl

T1 and C2

T2 and Cl

T2 and C2

T3 and Cl

(Period of release of ED 33 with 3 years
before the release)

(Period of release of ED 33 with 3 years
after the release)

(SFAS No. 33 first information period with
4 years before its implementation)

(SFAS No. 33 first information period with
2 years after its implementation)

(ASR 190 first information period with one
year before its implementation)

The expectation for the above test(s) of hypothesis HI can

be written as follows:

[ITR (T )-ITR (C ) ] > [ITR(T)-ITR(C)

]

Cells 3 & 4 Cells 1 & 2

where (C) is the control period and (T) is the test period.

When the second independent variable Earnings Change

(EC) is simultaneously considered, the expectation is
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[ITR(T) - ITR(C)

]

> [ITR(T) - ITR ( C )

]

Cell 3 Cell 1

and

[ITR (T ) - ITR(C)

]

> [ITR (T )
- ITR (C )

]

Cell 4 Cell 2

The difference in the insider trading ratios between the

test and control periods is designated ITRD in the analysis

that follows, i.e.

,

ITRD = ITR(T) - ITR(C)

In addition to univariate t-tests, the following ANOVA

(2 x 2) model was used in the statistical analysis:

y =u+a+0+(a8)+e
where

y = ITR (test period) - ITR (control period).

u = Mean of ITRD.

a = Effect of Shrinkage of CD/CC Income in relation to
Historical Income.

6 = Effect of Change in Current Year's Earnings over
Previous Year.

a8 = Effect of Interaction.

e = Error Term.

Since the distribution of ITRD may not comply with the

assumptions underlying the parametric ANOVA model and given

the possibility that such a procedure may not be robust,

the ANOVA was repeated using Friedman's nonparametric
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procedure based on ranks. Here, all observations

(including the middle 20%) are used in the analysis. The

(3 x 2) model with three levels of shrinkage (high, middle

and low) and two levels of earnings change (high and low)

is as follows:

y =u+a+8+(a0)+e
where

y = Ranks based on difference in the insider trading
ratio between the test and control periods.

u » Mean of ITRD
r .

o = Effect of income shrinkage.

8 = Effect of earnings change.

a0 = Interaction Effect.

e = Error Term.

4.5.2 Size Effect

Given the need to have adequate sample sizes for each

of the cells in testing the sub-hypotheses, and given that

the results for the primary hypothesis HI later reyeal that

the earnings change (EC) control variable was not effective

in explaining the variation in ITR, the analyses of the

sub-hypotheses do not consider the EC variable. As a

result, the research design for sub-hypothesis H2

concerning size is as follows:
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Size

Shrinkage (ADJSR)

Low High

Small 1 3

Large 2 4

Figure 4.3. Research Design for Size

The hypothesis H2 asserts that for a given level of

shrinkage (say, high) net insider selling should be higher

for a small size firm than for a large size firm.

Following that logic the theoretical expectation is

[ITR(T )-ITR(C) ] > [ITR(T)-ITR(C)

]

Cell 3 Cell 4

Both cells 1 and 2 have low shrinkage in income, that

is, not much of a difference is expected between CD and HC

incomes. Therefore, the SFAS No. 33 supplementary

disclosure may not be a significant factor leading to

insider trading. This leads to the expectation of more or

less no difference between these two cells.

(ITR(T) - ITR ( C ) ] - [ITR(T) - ITR(C)

]

Cell 1 Cell 2
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In addition to univariate t-tests, the following 2x2

ANOVA model and a general linear model were tested

combining both size and control effects for each of the two

portfolios based on shrinkage of income,

y = y+ a+ 8+ e

where

y = ITR(T) - ITR(C)

u = Mean of ITRD

a = Effect of Size

S = Effect of Control

s = Error Term

4.5.3 Control (Ownership) Effect

The purpose of introducing this variable is to analyze

whether the separation of control from ownership leads to

abnormal insider trading behavior on the part of managers

who do not have a large percentage of ownership interest in

the company. Therefore, division of portfolios on the

basis of percentage of ownership held by managers becomes

part of the experimental design. Two portfolios, one for

manager controlled firms and the other for owner controlled

firms, were formed. This kind of division coupled with the

partition on the basis of shrinkage leads to the following

research design.
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Control

Shrinkage (ADJSR)

Low High

Manager 1 3

Owner 2 4

Figure 4.4. Research Design for Control

For the high shrinkage portfolio, the expectation is

that the ITR for manager controlled firms should be higher

than the ITR for owner controlled firms. This can be

written as follows with reference to figure 4.

[ ITR (T )-ITR (C ) ] > [ITR(T)-ITR(C)]
Cell 3 Cell 4

Such a direction is indeterminate for the low shrinkage

portfolio.

In order to make the above comparisons, a series of

difference between means tests was conducted. Also, the

ANOVA and regression models referred to in section 4.5.2

were used to analyze the effect of the control variable.^
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4.5.5 Supplementary Analysis

The comment letters (received by the FASB) from the

insider managers was the basis of the analysis. Each one

of the letters was classified into one of the two following

categories:

(1) Strong degree of opposition,

(2) Neutral to weak opposition.

The comment letters are open-ended, i.e., not

answering questions with "yes” or "no” options. To

categorize them as those opposed strongly (versus others)

is a judgmental exercise. This two-way classification

along with the four cells in the basic research design

(figure 4.2) leads in building up the following matrix.

Manager (Comment
Opposition Letters)

(S) (N)
Not

Strong Strong

Number Number
1 of < of

firms firms

2

Cells
(Shrinkage
and EC) 3

4 >

Figure 4.6. Design for Supplementary Analysis
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If there is a relationship between the tenor of

comment letters and firm characteristics (shrinkage and

EC), then the expectation of number of firms in each of the

sub-cells is as follows (these hypotheses are exploratory):

1. As for cell 1, because of low shrinkage and

positive EC, insiders have less incentive to

strongly oppose the exposure draft. Therefore, the

number (proportion) of firms in sub-cell IS is

expected to be less than or equal to the number

(proportion) in sub-cell IN.

2. For cell 4, the shrinkage is high and EC is low

(negative). Hence, there may be strong opposition

to the exposure draft from the insiders. This

leads to the expectation that the number of firms

in sub-cell 4S will be greater than in sub-cell 4N.

3. For cells 2 and 3, because of opposing character-

istics, no significant difference is expected

between cells 2S and 2N (and 3S and 3N).

4. Also, to test if the trading behavior (ITR.) and the

intensity of opposition to the exposure draft are

independent of each other a x test was conducted.

The next chapter presents the results of the empirical

analysis.
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Notes

1. There is also the expectation of difference in
insider trading activity within the portfolio of small
firms arising because of the effect of shrinkage in
current cost income (the effect studied in hypothesis
HI). This expectation can be rechecked as

[ITR(T)-ITR(C) ] > [ ITR (T ) -ITR (C )

]

Cell 3 Cell 1

Within the set of large firms, however, generally
a lower overall level of insider trading activity is
expected. Therefore, strict inequality may not hold,
i.e.

,

[ITR(T )-ITR(C) ] _> [ITR(T)-ITR(C) ]

Cell 4 Cell 2

2. The expectation for manager controlled firms is as
follows:

(ITR(T)-ITR(C) ] > [ITR(T )-ITR(C)

]

Cell 3 Cell 1

In the case of owner controlled firms, not much of
insider trading activity is expected regardless of
shrinkage. Therefore for owner controlled firms, the
expectation can be written as follows:

[ITR(T)-ITR(C) ] _> [ITR(T)-ITR(C) ]

Cell 4 Cell 2



CHAPTER V
RESULTS OF STATISTICAL ANALYSIS

Results of the empirical analysis of the hypotheses

developed in Chapter III are presented in this chapter.

The order of presentation follows the order of the

hypotheses. The first four sets of tests (Tables 5. 1-5. 4)

relate to the primary hypothesis HI without industry

variable. The next five sets (Tables 5. 5-5. 9) provide the

results for hypothesis HI after controlling for the

industry variable. Then, the results for sub-hypothesis H2

(firm size effect) are presented. These results (Tables

5.10-5.13) are based on total assets as the measure of

size. Results based on alternate measure of size (sales)

are very similar and hence not reported. Hypothesis 3

(ownership effect) results are presented in Tables' 5.12-

5.15, followed by some preliminary supplemental analysis

(Table 5.16) dealing with managers* views expressed in

comment letters to the FASB.

Each hypothesis is evaluated for each of the three

test periods (T1 , T2 and T3) considered: those related to

the exposure draft for SFAS No. 33, first release of

information under SFAS No. 33 and ASR 190. Two control

72
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periods are used in the design for comparison purposes, one

before (Cl) and one after (C2) the test periods. ASR 190

test period was compared with only Cl and not C2 because a

control period of five years after the test period may not

really serve the purpose.

5.1 Results for Primary Hypothesis HI

Hypothesis HI posits that given a shrinkage in the

CC/CD income, insiders of high shrinkage firms would have

engaged in more net selling than those of low shrinkage

firms just prior to the first public release of price

adjusted information.

The statistical tests used to analyze HI data include

univariate t-tests, a (2 x 2) ANOVA and a (3 x 2)

nonparametric ANOVA models. Though ANOVA model by itself

can enable one to make inferences from the tests, in order

to interpret its results, one needs to look at the means of

the dependent variable (if they increase or decrease

following the effect for different levels). In that sense,

the univariate t-tests in this study can help in

interpreting the ANOVA results. Also, the univariate t-

tests give results for subdivisions of portfolios (as high

and low shirinkage) which is not available in the general

2x2 ANOVA model tested in this study. Therefore, both

the univariate t-tests and ANOVA models were used. Two
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sets of tests, one without a control for industry variable

and the other with such a control, are presented for HI.

Basically the statistical procedure of this study aims

at analyzing the differences in the selling behavior

(referred to as ITSR or ITTR) between the two sets of firms

(high and low shrinkage) during the test and control

periods. Therefore, division of firms into two portfolios,

high and low shrinkage (SR), was the first step. The firms

were rank ordered on the basis of SR (Shrinkage Ratio) from

large to small.

The SR used for all three tests was based on 1979 CD

and HC income. There was no disclosure of CD income during

1976 and 1978, as SFAS No. 33 was not mandated before

1979. Also, not much difference in the shrinkage ratio

(SR) is expected in a period of a year or three within a

firm, and hence the composition of low and high shrinkage

portfolios is not expected to be different using the SR

based on 1979 data only. The middle 20# of the firms rank

ordered based on SR was omitted in order to reduce; the

classification error, the top 40# and the bottom 40#

forming the high and low shrinkage portfolios respectively.

To evaluate the net selling activity of the insiders,

a difference between the average net selling ratios of the

two periods (test minus control) hereafter referred to as

ITRD was calculated for each of the two portfolios

dichotomized on the basis of SR (i.e., high versus low
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shrinkage) and a difference between means test was

conducted. Also, a (2 x 2) ANOVA and a (3 x 2)

nonparame trie ANOVA models were tested, all sets of tests

confirming the assertions of the primary hypothesis HI.

Two bases of selling strategy, i.e., number of transactions

and number of sha'res traded, were used in the analysis

without controlling for the industry variable. For

subsequent analysis, the transaction basis was omitted,

because as already stated it does not reflect the intensity

of trading.

5.1.1 Results for Primary Hypothesis HI without Industry
Variable

5. 1.1.1 T-test results for HI—High earnings change
portfolio

The variable, earnings change (EC) was used to bisect

the sample into two groups: a high earnings change and a

low earnings change portfolio. Table 5.1 gives the results

for the high earnings change portfolio. The average net

selling ratio (of test period minus control period.), ITRD

is compared for the low shrinkage versus the high shrinkage

portfolios. When the ITRD for the low shrinkage portfolio

is subtracted from that of the high shrinkage portfolio,

the difference is hypothesized to be positive. The

difference for all the five comparisons based on number of

shares basis (two for SFAS No. 33 exposure draft, two for

first SFAS No. 33 information, and one for ASR 190
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information) is positive as expected. The difference based

on number of transactions is positive for four out of five

comparisons (the exception being the SFAS No. 33 first

information test period comparison with a control period

before the event hereafter referred to as Cl (before)). In

all the four tests for the exposure draft for SFAS No. 33

the statistical significance is around a 6% level. The

results for the first SFAS No. 33 information and ASR 190,

however, are not statistically significant.

5. 1.1. 2 T-test results for HI—Low earnings change
portfolio

Table 5.2 presents the results of the tests for low

earnings change portfolio. The difference of ITRDs (high

minus low shrinkage portfolios) is positive for all the ten

comparisons (five for number of shares basis plus five for

transaction basis ) as hypothesized. The significance

levels for the SFAS No. 33 exposure draft and first SFAS

No. 33 information both compared with the control period C2

(after) are significant at conventional levels while for

the other six comparisons (including the two for ASR 190)

are not significant at reasonable levels, though the

resulting sign is in the expected direction.
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5. 1.1. 3 T-test results for HI —Comparison of high and
low shrinkage portfolios without considering
earnings change

In order to ascertain what the results would have been

if the variable EC had not been introduced, the results in

this section refer to the direct tests without EC. Table

5.3 presents the results of the comparisons disregarding

the earnings change variable. The results based on number

of shares as well as number of transactions are mostly in

the expected direction. The difference arising from

subtracting the net selling ratio (ITRD) of low shrinkage

from that of high shrinkage portfolio is positive for all

five tests based on number of shares (ITSR) and

statistically significant at 5 % levels of significance

(except SFAS No. 33 Cl (before) at and ASR 190 at

17#). The results for transaction based tests (ITTR)

indicate that the signs are in the expected direction for

all tests except for the comparison of first SFAS No. 33

test with Cl (before). The results of ITTR for the

exposure draft for SFAS No. 33 are significant at ;

conventional levels. The first SFAS No. 33 test comparison

with C2 (after) is significant at 12. 5£. ASR 190 test is

not significant at a reasonable level.

5. 1.1. 4 ANOVA results for HI—Number' of shares basis

A (2 x 2) ANOVA model was thought fit for the

experimental design used in this study. The primary
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independent variable, SR (shrinkage ratio) was used to form

two portfolios (high and low shrinkage) each with A0% of

sample. This is represented as two levels in the first

effect (shrinkage). Next, the control variable EC, again,

bisects the sample into two groups (high and low EC). This

is also represented as two levels in the second effect

(’surprise' in earnings change). The (2 x 2) analysis of

variance (ANOVA) model for testing the primary hypothesis

(HI ) is as follows:

y=U+a+B+(a8)+e
where

y =
r

Sales >
- c *'

-i

y = Mean of y (Insider Trading Ratio Difference),

a = Effect of Shrinkage Income.

S = Effect of Earnings Change.

aB = Effect of Interaction,

e = Error Term.

Both independent variables, shrinkage and earnings change,

have two levels each (high and low).

For this ANOVA model and all the other tests, number

of shares basis (ITSR) only was used because it is

considered a more valid measure than the transaction basis

( ITTR )

.

Sales + Purchases Test
Period

Control
Period
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The results are reported in Table 5.4. The Shrinkage

Effect is statistically significant for both the tests

based on the exposure draft for SFAS No. 33 using both the

control periods, while for the first SFAS No. 33

information it is significant only for C2 (after).

However, for the Cl (before) comparison the attained

significance is not satisfactory. ASR 190 test result also

does not show a significant shrinkage effect. None of the

five tests shows that the earnings change variable has

statistical significance. Also there is no significant

interaction effect.

5. 1.1. 5 Summary analysis of results of primary hypothesis
Hi without control for industry variable

The tests for the primary hypothesis HI were run on

two bases: (1) without control for industry variable and

(2) controlling for industry effect. The four tables 5.1

through 5.4 deal with the results of HI without controlling

the industry effect. Both the number of transactions and

the number of shares bases were considered.

Exposure draft for SFAS No. 33 . In all the tests

(including ANOVA) for exposure draft for SFAS No. 33

comparison with C2 (after) , the results are significant at

4 % level. Similarly in the tests-comparison with Cl

(before

)

, all results reveal statistical significance at or

less than 7% level, the only exception being the low

earnings change portfolio where the attained significance



80

is 20#. Overall the tests relating to the exposure draft

for SFAS No. 33 reveal compatibility with the primary

hypothesis HI.

First release of SFAS No. 33 information . The tests

(including ANOVA) with the control period C2 (after) both

on number of transactions and shares bases show significant

results at 10% level, the only exception being the high

earnings change portfolio. In all the tests (including

ANOVA) with the control period Cl (before) results are not

significant except when EC is ignored and that too for

number of shares basis only. There is partial support for

first SFAS No. 33 information based HI tests without

industry variable.

ASR 190 . The ASR 190 tests do not show significant

results except where the earnings change variable is

ignored when the attained significance is 17#. Only a very

weak support can be drawn for ASR 190 tests.

Earnings change variable . In all these tests, the

earnings change variable does not seem to have the' expected

impact. Recollect that this variable was used because of

its inclusion in some prior studies on insider trading.

However, even ,in those studies the impact of this variable

was not always consistent. Also, in some of these studies,

the measurement of unexpected earnings was based on

forecasts made by management, while the measure used in

this study was based simply on prior years' actual
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earnings. The sign (direction) observed for this variable

is in the expected direction, but significance levels are

not reached. It may be remembered that the main focus of

this study relates to the impact of "shrinkage " in income

while the "earnings change" variable is only a control

device

.

5.1.2 Industry Adjustment of Shrinkage Ratio

Formation of portfolios on the basis of the raw

shrinkage ratio effectively compares a firm with all the

other firms in the economy. However, different industries

have different characteristics and comparison may be more

meaningful (especially, for income shrinkage) if done

relative to other firms in the same industry. It is

relatively easy for outsiders to gauge the impact of

inflation on the inudstry as a whole, but the relative

position of the firm within the industry cannot be

precisely known without more detailed information (which is

what insiders possess in the predisclosure period),. Hence,

the divergence of the shrinkage ratio of the firm from the

industry average would be the appropriate measure of the

primary independent variable. As described earlier in

Chapter IV the following steps were used to adjust the

shrinkage ratio of the firm relative to the industry

average

.
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INDAV .

0

ESR
i

n
j

= Average of SR for industry j.

where

SR£ = Shrinkage ratio of firm i.

n.s = number of firms in industry j in which
firm i is a member.

ADJSR
i = SR

i
- INDAV

^

= Shrinkage ratio of firm i adjusted for
industry membership.

ADJSR measures a firm's shrinkage ratio relative to the

industry average.

In the following five sets of tests (Tables 5.5

through 5.9) ADJSR replaces the raw SR, thereby controlling

for the industry effect.

5.1. 2.1 Results for HI—High earnings change portfolio
with control for industry effect—Table 5.5

All the five differences (i.e., ITRD for high

shrinkage minus ITRD for low shrinkage portfolios) are

positive in the expected direction. Also all the five

tests are statistically significant within or around 1056

level of significance. The results for ASR 190 are also in

support of the primary hypothesis H-1 with the significance

level at 6.856.
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5. 1.2. 2 Results for HI—Low earnings change portfolio with
control for Industry effect—Table 3.6

All the differences (ITRD for high shrinkage minus

ITRD for low shrinkage portfolios) are positive as

hypothesized. The result for the exposure draft with the

control period C2 is significant at 6% while the test

result with Cl is not significant at a reasonable level.

The first SFAS No. 33 information results are significant

at around 10% level. The results for ASR 190 are

significant at 11.6$.

5. 1.2. 3 Results for HI—Comparison of high and low
shrinkage portfolios without considering
earnings change variable—Table 3.7

The difference between the selling ratios for the two

portfolios (i.e., ITRD for high shrinkage firms minus ITRD

for low shrinkage firms) is positive as hypothesized for

all five tests (i.e., two for the exposure draft for SFAS

No. 33, two for the first SFAS No. 33 information, and one

for ASR 190 information). Apart from the correct

direction, all five results are statistically significant

around the 5% level. The results are fully in support of

the primary hypothesis. ASR 190 also seems to have led to

insider trading activity, the statistical significance for

which is 3%.
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5. 1.2. 4 ANOVA results for HI—Industry control and
earnings change variable included

The 2x2 ANOVA results based on ADJSR (low and high)

and EC (low and high) are presented in Table 5.8. While R^

is not high, ADJSR (shrinkage ratio for individual firms

adjusted for industry average) is significant at or below

the 8% level for all five tests. The earnings change

variable does not seem to have statistical significance,

corraborating earlier evidence based on univariate t-

tests. Also, there is no significant interaction. Thus,

all five sets of tests controlling for the industry effect

provide a high degree of support for the primary hypothesis

HI.

5.1.2. 5 Nonparametric ANOVA results for HI—Industry
control and earnings change variable included

Since insider trading (ITSR and ITTR) distributions

may not be well behaved and given the possibility that

parametric procedures may not be appropriate, the ANOVA is

repeated using Friedman’s nonparametric procedure based on

ranks. Here, all observations are used, i.e., the middle

20# observations on the shrinkage variable (that were

excluded previously in the parametric tests) are now

included. The model used is
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ITRDrank = f (ADJSR, EC, Interaction)

where

ADJSR = 3 levels (high, middle and low).

EC =2 levels (high and low).

Panel A of Table 5.9 shows the means of the ranks of

ITRD for different levels of the independent variables.

The mean of the ITRD is expected to be positively related

to the level of shrinkage, that is, the higher the

shrinkage the higher is the expectation for net insider

selling. For all five sets the observed pattern of mean is

in compliance with the theoretical expectations for the

shrinkage variable.

The attained significance levels for the F tests for

the first release of SFAS No. 33 information for the two

control periods Cl (before) and C2 (after) are 4.9% and

9.2% respectively. The respective significance levels for

the exposure draft tests are 23.9% and 3.5%. For ASR 190,

the attained significance is 6.7%. These results, again

support the primary hypothesis HI.

5. 1.2. 6 Summary of results for HI —Controlling
for industry membership

These tests were conducted using number of shares

basis since this measure captures the intensity of trading
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(while number of insider transactions does not). Tables

5.5 through 5.9 provide the details of the tests.

Exposure draft for SFAS No. 55 . For all three

univariate tests relative to the C2 (after) control period,

the difference between the ITRD of the low shrinkage

portfolio and that of the high shrinkage portfolio is

positive as posited. Also, all the tests (including both

parametric and nonparametric ANOVA) reveal statistical

significance at or less than 6# level. In similar tests

using control period Cl (before), the difference for all

the t-tests shows the expected direction. Four tests

reveal significant results at or less than 8#. The only

test here that does not show a reasonable level of

significance relates to the low earnings change portfolio.

First SFAS No. 55 information . For the set of t-tests

where the earnings change variable is ignored, the tests

relative to both control periods (Cl and C2), provide

significant results, that is, less than 4#. For the low

earnings change portfolio the attained significance

relative to the Cl and C2 periods is 8.5# and 13.5#,

respectively. For similar tests based on high earnings

change portfolio the significance levels are 13.5# and

4.7#. Finally the ANOVA results, relative to both control

periods, are significant at 7# and 4#. The nonparametric

ANOVA tests show significant levels of 4.9# and 9.2#

respectively. The tests narrated in this section lend good
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support to the primary hypothesis that the earnings

shrinkage disclosed through SFAS No. 33 is associated with

net selling on the part of insiders.

ASR 190 information . For the t-tests where the

earnings change variable is ignored, the attained

significance is 3%. The results based on blocking into the

high and low earnings change portfolios reveal significance

at 6.8 # and 11. 6# levels. The ANOVA results for the

parametric and nonparametric procedures show significance

at 3.7# and 6.7# levels for the shrinkage variable. All

the tests for ASR 190 information support the primary

hypothesis HI.

In these analyses, the earnings change variable again

does not seem to have significant impact on insider trading

activity.

The following sections 5.2 through 5.3 relate to tests

of sub-hypotheses H2 and H3 which use finer partitioning

variables. Since the EC variable was not significant in

the various tests relating to HI, the sub-hypotheses were

tested without the EC variable. The shrinkage variable

used in the sub-hypotheses analysis is that adjusted for

industry membership, that is, ADJSR and not SR. Two

univariate t-test procedures were used for each of the sub-

hypotheses (one for the high shrinkage and one for the low

shrinkage portfolios).
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Finally H2 and H3 were tested simultaneously in a

multivariate analysis. First the firms were split into

high and low shrinkage subsets (to neutralize the HI

effect). Then, within each shrinkage subset, a 2 x 2 ANOVA

and regression were run with firm size and type of control

as independent variables and ITRD as the dependent

variable.

5.2 Size Effect (H2)

The size of a firm can be measured variously as the

level of sales, total assets, market value, etc. In this

study both the sales and total assets bases were used.

Since the results are similar, only those pertaining to the

total assets measure are reported.

First the sample was split into high and low

shrinkage, as before. Then, the firms were rank ordered

from small to large on the basis of total assets. The

middle 20# of the sample was omitted to reduce

classification error. The top 40# of firms was classified

as small and the bottom 40# as large. The 2x2 design

used for testing the size effect follows (Figure 4.3 is

repeated below):
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Size

Shrinkage (ADJSR)

Low High

Small 1 3

Large 2 4

Figure 4.3. Research Design for Size

Referring to Figure 4.3, the principal comparison of

interest in this section is between cell 3 (small size

firms) and cell 4 (large size firms), both in the high

shrinkage portfolio. Within the low shrinkage portfolio,

not much insider trading activity is expected. Therefore a

further partitioning of the low shrinkage portfolio into

small and large size firms is not expected to yield

directional results. Thus, while both high and low

shrinkage portfolios were analyzed, the primary test for

size effect is within the high shrinkage portfolio only

.

5.2.1 Size Effect—High Shrinkage Firms—Table 5.10

Within high shrinkage firms, one would expect more

insider selling for the smaller firms during the test

periods. For all the five tests (including ASR 190), the

difference in net selling activity (ITRD for small firms

minus ITRD for large firms) is positive as hypothesized.
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The results for the exposure draft for SFAS No. 33 and the

first SFAS No. 33 information comparison, relative to the

control period C2 (after), are not statistically

significant. The other three results including ASR 190 are

satisfactory.

5.2.2 Size Effect—Low Shrinkage Firms—Table 5.11

Within low shrinkage firms, there is not expected to

be much unusual trading during the test periods. As such,

further partitioning based on the size of firm is also not

expected to yield distinguishing results. Hence, there is

no a priori expectation for directional results. The

results indicate that the difference (i.e., ITRD for small

minus ITRD for large size portfolio) for four out of five

comparisons is negative, while for the other it is

positive

.

5.2.3 Size Effect—ANOVA and Regression Results

Table 5.12 presents the results of the joint
j

hypotheses tests for H2 and H3 using ANOVA and regression

models within the high shrinkage portfolio. The two

independent variables are size (small versus large) and

control (manager versus owner), and the dependent variable

is the ITRD (that is, difference in the net selling ratios

between the test and control periods). In both ANOVA and

regression procedures, three out of five results in each
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show that the sign of insider trading is in the expected

direction. The regression results for SFAS No. 33 first

information test comparison with Cl (before) and ASR 190

are statistically significant at 15.5# and 11.9#,

respectively. There is no exante specification of

direction for the low shrinkage portfolio. However,

results as reported in Table 5.13 show that the ED and

first information tests relative to C2 (after) are

significant.

5.2.4 Summary of Results for Size Effect (H2)

Exposure draft for SFAS No. 33 . The crucial test of

the size effect is for the high shrinkage portfolio. The

t-test relative to the Cl control period is in support of

the size effect (at 4#), while that for the control period

C2 is not so. Within the low shrinkage portfolio not much

trading activity is expected, and the t-test results do not

show any pattern as expected. However, for the regression

procedure (Table 5.13) the size effect appears to show

through even for the low shrinkage portfolio. The ANOVA

result for the exposure draft of SFAS No. 33 relative to

the control period Cl (before) lends weak support to the

size effect at 18.5# significance. The sign of beta (for

the same test and control period) is negative (as expected)

in the linear model.
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First SFAS No. 33 information . In the ANOVA results

for both tests (Cl and C2), the direction of selling ratio

from small to large portfolios is declining as expected.

In the general linear model, the direction of beta is

negative (as expected) for the control period Cl and

statistically significant at 15. 5*.

ASR 190 information . There is some support for the

size effect within the high shrinkage portfolio, the

attained significance being 12.7*. The same is confirmed

with the general linear model where the attained

significance is 11.9*.

5.3 Ownership Effect (H5)

The primary purpose of introducing this variable is to

test whether there is any difference in the level of

insider trading due to the separation of ownership from

control. Specifically, the question is whether the insider

trading activity in the owner controlled firm is less than

that in the manager controlled firm. Therefore, in

addition to dichotomizing the sample into high and low

shrinkage groups, further partitioning was done on the

basis of percentage of shares held by insiders. A holding

of 5* or less was classified as manager controlled and that

of more than 20* as owner controlled.' A holding of between

5* and 20* was omitted from the testing procedure in order

to reduce classification error. Again, the 2x2 design
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used for testing this effect follows (Figure 4.4 is

repeated below):

Control

Shrinkage (ADJSR)

Low High

Manager 1 3

Owner 2 4

Figure 4.4. Research Design for Control

5.3.1 Ownership Effect—High Shrinkage Portfolio

—

Table 5.14

Referring to Figure 4.4, the desired comparison in

this section is between cell 3 (manager controlled firms)

and cell 4 (owner controlled firms), both belonging to the

high shrinkage group. Since insider trading is not

expected to be significant for the low shrinkage groups, a

further partitioning of the group by the type of control is

not expected to yield any directional results. Thus there

is no expectation for the comparison of cell 1 with cell

2. The test of ownership effect, therefore, relies on the

subdivision of the high shrinkage group only, with the

expectation that the manager controlled firms (cell 3)

would experience greater net selling than the owner

controlled firms (cell 4). The results indicate that in
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four out of five tests (reported in Table 5.14) the sign of

difference (that is, ITRD for manager minus ITRD for owner

firms) is positive as expected. The only negative sign is

for the test for the exposure draft of SFAS No. 33 relative

to the control period C2 (after). Here, only the ASR 190

test indicates statistical significance at the \% level.

5.3.2 Ownership Effect—Low Shrinkage Portfolio

—

Table 5.15

As reported in the previous sections, there is no

expectation of direction in the difference between ITRDs

(for manager minus owner firms) within the low shrinkage

portfolio. There is only marginal difference in the five

tests (including ASR 190 test), all with negative signs.

None of the tests is significant as expected. There is no

unusual trading activity within the low shrinkage

portfolio.

5.3.3 ANOVA and Regression Results for H3

—

Tables 5.12 and 5.13

The earlier ANOVA and multiple regression models

provide simultaneous results for type of control and firm

size as independent variables and ITRD as the dependent

variable. Table 5.12 reports the results for the high

shrinkage portfolio, which is the important subset in this

analysis. In 4 out of 5 tests (in the ANOVA analysis), the

sign of selling behavior is in the expected direction. In
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the general regression analysis, the first SFAS No. 33

information test with control period Cl is significant at a

reasonable level. In both the ANOVA and regression tests,

ASR 190 results are significant. For the low shrinkage

portfolio, no specific direction is revealed (see Table

5.13)» which is expected.

5.3.4 Summary of Results for Ownership Effect

Exposure draft for SFAS No. 33 . The primary test for

the ownership effect was conducted within the high

shrinkage portfolio. Of the two ITRD differences, the one

relating to Cl (before) is positive in the t-test analysis

as expected, and the other (relative to C2) is in the

expected direction in the ANOVA tests. Only a very weak

support can be drawn from the results.

First SFAS No. 33 information . Both the differences

(within the high shrinkage firms) are in the expected

direction in all the analyses. The attained significance

relative to Cl (before) is at 1% in the regression' tests.

Some positive results are obtained for the control

variable.

ASR 190 information . The results for ASR 190

information are in support of the ownership effect. The

attained significance is at conventional levels in all the

tests.
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5.4 Supplementary Analysis

The focus of this study, as is apparent, is on the

behavior of an important class of investors, the company

insiders and their trading activity. Contrary to the

assumption that SFAS No. 33 is potentially useful, the view

of the managers expressed in their comment letters to the

FASB in response to the exposure draft for SFAS No. 33 is

generally pessimistic.

A glimpse of the comment letters reveals that some of

the respondents opposed the draft strongly. One obvious

reason is the imposition of additional cost of furnishing

supplementary information. Another reason cited is

comparability. The managers (19.47#) felt that the inter-

as well as intra-company comparability would be affected

because of the flexibility in measurement allowed by SFAS

No. 33. Considerable percentage of the insider managers

(32.7# of the respondents) showed concern that estimates of

"current cost" are essentially subjective and therefore

lack reliability and hence value. ?

While others, especially academicians, have assumed

potential usefulness (and have tried to test for its

effects), firm managers have downplayed the significance of

this new information. However, since the expected effects

on the market value of the firms were supposed to be

adverse, on average, it is conceivable that managements of

firms may have (to some degree) purposely downplayed the
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usefulness of SFAS No. 33 information in order to mitigate

the adverse impact. Hence, the question arises as to

whether the managers really meant what they said or were

they downplaying the utility of the information to mitigate

the possible negative stock market reaction.

In order to test if the managers were motivated

primarily by self interest or whether there were indeed

objective reasons for their negative comments, the

following tentative supplementary analysis is offered. The

comment letters were classified into either (1) strong

opposition or (2) neutral to weak opposition. This two way

classification along with the four cells in Figure 4.2 lead

to the following results (reported in Table 5.16).

Within the division in cell 1, the number of firms

giving strong opposition is smaller than those not giving a

strong degree of opposition. This is in the expected

direction. However, in cell 4 there was supposed to be

greater opposition. But the opinion between strong

opposition and weak opposition is even at 12, not in any

direction.

2
A x test was conducted to test for the independence

between the degree of opposition and the position of the

firm (that is, the degree of shrinkage and earnings

change). The calculated value of x^ is 3.87 which is not

significant at the 10% level. The degree of opposition and
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the relative position of the firm may be interpreted to be

independent.



TABLE

5.1

T-TEST

RESULTS

FOR

HI

HIGH

EARNINGS

CHANGE

PORTFOLIO

- 99 -

-p
03

CD CD

O -P P 03

c CD C
CD T3 m in hJ- r— M3 O
O 3 mM) CM T- P K“\ r- t— co E p
P rP o o O O CM CM c\i CM ^ 3 4J

«H p • • * • • • • • • • c o
P CO o o o o o o o o O O 3
c -p C 03

6C O C
P a) 3
CO c TO P •

o 3 4-5 X
03 r—i

3 «H 3
• 03 O >

r—

i

•H

CD 03 -P

3 cricn OMD e- cn OS H* MO 00 3 o
r—i O CM <Ti in o o m cm cm in 03 3
CO M3 in cn e- CO CO t— cm M0 O 3 a
> . . • • • . • • • • -C 03

1 T- r— r~ r- o o o o o o o 3
-p 1 03 p P

CD 3 TO
r“H CL O •»

CD CO •tH m
O K\ CO + p T3
C cn e-c- CM C- c'- cn MO CM cnm 3 O
<D in cn cnm v-J CO C- C— CM in o 03 a —

H

P • r* t— T“ T”
hH
r i o o O O o o 3 P

CD O • • • . fc“* • • • • • • r—i r—i 3
cm 2 O O o o •—* o o o o o o 3 o a
<h 2.

rr* 1 CO p
p CO

CL. h—-

J

4-5 4J

a < CJ
r_ c m

lx.
1X4

II o 3
CO 1 o -p

CD
r—

1

QS 1—

1

60 (30 mm as EH cc 3
CO o o Eh EH m:
^ -H Cx< ip EH 4->

c p M3 CO o o m in •a- cn
os
CO

M0 CM ip
Q iH o Eh COO o Os CM p cn in Os -Tf p
os P <H Ob o o r- O w O p o o O P p 3
6-t £ -P c • . • •

Z
• • • • • • o 4-5

P CO p OS o o o o CO
o o o o o o P Cm

o a 1 1 1 3 os 3
p > CL

C&4

co

M3 co
o O Cd E Eh TJ
«H os 3 p C

2 CO \D in in ao CO CO CO MO MO C v__l 3
m 2 CO M3 M3 M3 M0 t”*

co
MO M0 MO MO M0 MO 03

3 o C 3 1 3
3 CL Qm O P P
*—

<

CD X H
r_ 3 T3 O

CD 60 00
UZ4

to m: O cm
> CO 3 03 P 3

o 03 P M3
C C p 3 ch 3
CO iH r—i r- m cm e'- O MO o m cne- CQ O a 03

a

)

C-. o CM en M0 p cn p C— r—

i

TJ
s: MS r— t- o o r- O P o p p 03 44 O

CO p • • • • • • • • • • 3 03 P
p O O o o o o o o o o 03 3 P

M3 o 3 4-> 3
60 CL m: pi Q.
•H o QSX 03 p EH r—i

ao co c>- e'- in in tT c>- lo- CD 3 EH o2 cn cn en cn rn in r—i CL IP p
co -p
CO + p c

O o
3 OS OS os os OS OS OS as QS os os 03 oa o Eh CO Eh CO Eh CO EH CO EH. CO EH 3 QSp EH EH Eh Eh Eh Eh eh Eh eh eh r—i CO
eh IP IP ip ip ip ip ip p ip ip 3 EH • •

CO ip CM
l—.» i—i o

CO T— CM p CM ^

—

TJ O O o a o II II T3
o Cp 1 1 1 i 1 QS a 3p CO QS
CD T

—

T— CM CM cn Eh EH p
CL Eh Eh Eh Eh Eh IP IP CJ



TABLE

5.2

T-TEST

RESULTS

FOR

HI

LOW

EARNINGS

CHANGE

PORTFOLIO

100

-P
d> m
O Cl)

c -p
CO 03 CM
o T3 03 o T- O co -a- CM O
H 0) r- CM o o cm m O r-
«H ,-H • • • • • • • •

T-t o o o o o o o o
c CO

6C
-H

-p

CO 0)

c
o

<D

3 in CM CM CO o 03 m
T—\ M3 m T- O in cm CM M3
CO CO CO CM in -a- O CM
> • • • • • • • •

1 o o CM CM o o CM r-
p

d)
o
c 33 in in CM r- Z

co -a- C*-*-
d> C'-M3 O O V-J

-a- m M3 O
u • o o CM CM

HH
r , O O T— T—

d) o • • • • tr* • • • •

d)

•H
a

z
CO<
o
CO

o o o o
SO
OS
oo
z
i-t

o o o o

60
CO o

os
o 33

JsC •rH o
C r-H -*r 03 03 O in cm -3" 03

Q o EH CM r- CO o /—

N

r- nr in in
OS o O O O T- u

•T* r- r- o o
Eh JS P < • • • •

•o
• . • •

HH co c. OS o o o o co o o o o
o Q 1 1 1 1

u :* o r_

o o Ed
UX4

CO«H nJ QS
S3 f*- c*- c*- c^- f i 00 CO 00 CO

<u

z CO
o

in in in in C“<

CO
in in in in

3
r-H <d

o
X

C£
hH
Du

CO 60 w> CO

o
c C -H
CO •H r-H i— M3 m r- *3 M3 3— O
d) J-4 o in r- O M3 t>- CM M3
T. x: «w O O T— T— T— T— CM r-

CO -P • • . . • • • •

c. o o o o o o o o
JC o
600,
•H
as

*}• -6- r— T- 03 03 -a- -a-2 c— f- c*- M3 M3 M3 M3

<u <H OS os os OS OS os os os OSa O Eh CO EH CO EH CO Eh CO EH
>. HH Eh Eh Eh Eh Eh EH’ Eh Eh
Eh i—i i-« 1—1 HH HH HH 1—1 HH

m T— CM CM
T3 o O o O
O
•H 1 1 1 1

C-,

d) T— T— CM CMo Eh EH Eh EH

ITSR

64

0.107

62

0.048

0.059

0.803

ITTR

64

0.098

62

0.075

0.023

0.327



TABLE

5.3

T-TEST

RESULTS

FOR

HI

COMPARISON

OF

HIGH

AND

LOW

SHRINKAGE

PORTFOLIOS

WITHOUT

CONSIDERING

EARNINGS

CHANGE

101

-P
03 03

O 03

c 4-> in in
CO ON r- t— in
0 •o in O- O O C\J 'lO CM CM r-

•t"4 03 O O O O r— O r— r-

H • • • • • • • • • •

iH •H O O O O 0 0 O O 0 0
c CO

6£ -P
fH
co 03

C
O

CD

3 c\j m T— t— in co in cm C^vO
l-H ^r t— O m ^O vo m VO r-

CO vo ^r 0 cn in r- O r- 03 CM

> « • • • • • • • • •

r— r— m cm r- O CM r- O O
-P 1

03

O
c m rf ’tf' t- m 2 r-vo m as r—

03 O co 0 00 CL? C'-o mvo in r-
L. • r- O CM r- c_| 0 0 r~ O O 0
03

•P
Q

SFAS

NO
. •

O O
• •

O O <
T.
os
0
Etc

2
IP

• •

° ?
• •

O O
• •

O O

03

60 cc m 0
as

CO O O m V
J* tH Pb m 0C H O ’Ta- in in c*- mvo

C£
COc

a •rH O Eh rn O c7\ as VO CM tj- in O- r-

cc Eei O O O 0 (—

?

2;
Or- O O O r-

H £

Z

-P < • • • • • • • • ...
l-H

u

cn

»

U
O
cl

03
Q O O

1 1

0 0
1 1

CO
c
Ct|

CO

O O O O O O

o 0 Cd
<H J CC

33 r<-\ m CM CM MO VO vO vO CO CO
CO 2 co C\J 00 CM CM cr*

CO
a:
hH
r*.

CM CM CM CM CM CM
a)

3
r-H 03

0
CL
X

T— T— r— r— T— T— r— r— T— T—

CO 60 Ed
MM

> CO

CC O
c C -H 1

CO •H r"H *t O vo as CM r- vo in C*- T—
a) Li 0 C--C0 0 CO xl-CM C*— CM CM CM
2: -C <H 0 0 r- 0 r— t— r— r— t— r-

CO -P • • • • • . . . • •

c. 0 0 0 0 O O O O O O
£Z 0
60 CL
•P
cc

CM CM 00 03 H}- ao co T— T—
2 r— r— O O r— t— O 0 CM CM

r— t— r— r* r— r— r— r— r— r—

a> <H OC CC OC cc q- 03 CC cc cc cc cc
a O EH CO Eh CO EH CO Eh. co EH CO EH

l-H Eh Eh Eh Eh Eh Eh EH EH Eh Eh
EH l-H l-l l-H l-H IP l-H l-H l-H l-H l-H

03 T— CM CM r.

—

T3 0 O 0 O O
O

1 1 1 1 1 1

L,

a; T— T— CM CM m
CL EH Eh EH EH Eh



TABLE

5.4

ANOVA

RESULTS

FOR

HI

(BASED

ON

NUMBER

OF

SHARES)

102

(V

o
c
CO

o CTt >-
•H C\J co vO 00 CTt

c CH vO n- t>- (Tt

o •p • • • • •

•H c O o o o O
p bO
o •p
CO CO
L.

<vp
c cvM 3 m Ov O o

r-i C\J o O m o
CO • • • • •

> O o o o o
Eb

tv

O
c
CO

a> o
tsc •H K-'i CTt 0^ vO CM
c <H m VO o CM m *r
CO P • •

v—/
• • •

JC c • o o C_i O o O
o bO O tr*c

•H z
m CO rr*

w CO oc <: rT
f

•H
c (V

Eb
CO

z
Li a vO vO 'S' o o
CO r—

H

os O T— ro CM av w
Ov vO

Ed CO

> o
Eb

•

o
•

o ro
•

*—
•

o r—
•

o
Eb e-t

•

o
CC
CO

Eb
< z <

(V

cca CO
cO

c Ed
Cx-

CO
CO cc
o 3) r, j vO CV
p CO f- o fc-1

rn m *r
(V o o o UJ

rr* CM o tn
P CL • •

Li-
i

• • •

CO c X o o r*i

tv. O o o
60 Ed

c P
*i“

i

CO
Li

CO
cv

3 T- in m CO o
i—

i

m vO tn CM 0'S

CO • • • . •

> m o T“ <1- o
r—

Eb

in vO r“ '3' VO
r— p T— CM o

cm o O o O o
cc • • • . •

o o o o o

T— c\J CM T“
XJ o o o O o

-p o
M p 1 1 1 1 1

<V Li

E-t tv T— r~ CM CM m
Oi E-t e-t E-t E-t E-t



TABLE

5.5

T-TEST

RESULTS

FOR

HI

HIGH

EARNINGS

CHANGE

PORTFOLIO—

CONTROLLED

FOR

INDUSTRY

EFFECT

(Number

of

shares

basis)

- 103 -

-P
<u CO

o CD

c -p
CO CO CM in C^- 00
o TJ CM in m h3- vo
•pH 0) O o T— o O

pH • • . • •

•pH •pH o o o o O
c CO

&C -P
•pH

CO <D

c
o

<d

3 VO CO
i—

H

H}- m cn CO cn
CO CT« vO o vO 'sf

> • • . • •

1 T- T- v- T”
-p

<d

o
c

££

*0 in cm

2
O
PH
Eh Ch in O

CD 2 o r*- •CH o vo m
P C\J r— ry* o p* r-
<D CO • •

LL»
• • •

cp < o o v—/

c*.
T“ o O

«h
•pH

Q
Ob
CO

OS
r-v

WH
2
PH

in
O
CTV

QJ

V-J

ClH
m T“

00
CO

o
C TH

.

Eh
Cp
<C

NO.

OS
CO<

rH OS T- m
CO

CO o n-
u o Q in T— CM
s: ch O o r-r. o O O

Q CO -P Cd . •
hM
CO

• • •

os p OS o o o o o
Eh 3 o 2 1 i r
PH

P
o

O CL co
o
Q-.

X T-

C*
CO
ccH
r_ r- m cn2 Cd VO vO PU

VO in in

CD

3 CD
pH 00
CO CO

> O
C *H

c •H rH •Ht <n in in o
CO o VO m CM CO 00
CD T- r- r~ T— T—
s CO -P • • • • •

p o o O O o
o

00 CL
•H
X

oo vO cn 002 m m x- in

r- CM T— CM
T3 U o o O o

-p O
CO •pH 1 i 1 1 i

CD P
EH CD T— T— CM CM mX Eh EH EH EH EH



TABLE

5.6

T-TEST

RESULTS

FOR

HI

LOW

EARNINGS

CHANGE

PORTFOLIO—

CONTROLLED

FOR

INDUSTRY

EFFECT

(Number

of

shares

basis)

- 104 -

-P
CD n
O 0)

c -p
CO in in KD
o TJ CO vO CO m T“
H <u CM O o T** r~
<H fp • • • . •

•P •P O O o o o
c CO

be
H

4->

CO <u

c
o

<u

3 VO in in T"H c^- vO OV o
CO rn in m o CM
> • • . . •

1 o r— r— T— r-
-P

<v

o
c

m
•

O 00 VO

2
O
ip
Eh

r— m xf
a) 2 in 'S- in erv CO
u o T— rr* CM En o
a> CO • .

uu
r~\

. • •

< o o r>. o o o
«H tx.

M-4

P
a

CO

X
hH

ro
O
a\

<u

V-J

CZ4
T-

00
CO

X o
C <P

EH
Cb
<

NO.

X
CO<

•H rH X CO CO
CO

CM in in
o a m in VO o CMC «H o o fV, o r— oQ CO -P Ed • •

PH
CO

• • •

x C- X o o o O o
EH o X 1 i

ip

t4

o x CO
oX

E"*

CO
c£

o X o C\
hH
r_. CM vO2 Ed in Um in in in

<U

3 cu
i bO

CO CO

> O
C -P

c i-4 r-H CO CTV CO OV
CO U o CM CO CO CTV o
CD JS <H o O T- <r- r-
£ CO -P • • • . •

u o o • o o O
x: o
00 CL
•p

X
m T- c*- En o2 vO vO m in vO

CM CM r—
T3 a O o o o

-p O
M *P i 1 i i 1

CU P
E-t CU T— r- CM CM mX EH Eh EH EH EH



- 105 -

a
xx
x
o
X
Eh
z
oo

-p
03

02

-P

T3
02

CO

OC-P

C*-

in r-
o o

• •

o o

T-m C\J

o o
• •

o o

m
O
o

co 02

c
o

Eh
Ox
X
XX

X
H
CO
=2
a
z

i

T“ I

X CO
o

a; i-h

o xX o
C-- X

• CO £h

X oM3CL
X CO
DQ X X
< cc a
EH <

Eh id
CO Z
Cd ip
Eh cd

I X
Eh CO

OX
a
z<

COP
03

CO

£2

03

02
P
CO

sz
03

O

P
a)

£2
e
3
Z

r

X
o
IP
X
X
o

o
co

<
CL
s
o
o

02

3 cn C«- r-
ip CO CM CO m CO
CO in T- O CO
> • • • • «

1 r- CVJ r- CM . T“
-p

cu

o
c

tnm
•

o rf r—

z
o
IP
Eh 0 CM in

02 z T— in •c CM m O
p r- T~ *£—•

Cr* T“ T- T-
02 CO • •

LL.
• • •

c o o QJ
r_ O O OX UP

•H
a

CO

X

2
hH

m O
cn

02

LJX m T-

00
CO

o
C p

EH
X
<<

NO.
ASR

P 1—

t

X o
CO

cn O E'-
P o Q Hi- hi- m V0 enX «H o Hf P_, 0 0 0a CO -P X • •

CO
• • •

X p X o o 0 0 O
EH £ o X 1 1 r .

H-l O X CO tH

P
_3 oX

CO
a:

o X o HH
r_

.

in T— inz X T— r—
UL»

T— T— T“
T- T— T- ^

—

r—
02

3 0)
pH 00
CO CO

> Jd O
C P

c p Ip C"- cn CM C\J
CO P o C^- o in cn
dJ X «H o T“ T— r- r-X CO -P • • • • •

p o o O O OX o
00 CLp
X

r— e'- T— T“z o en O O T—
T— T” r— v

T— CM CM
T3 o o 0 O O

-P o
03 P , 1 1 1 1

02 P
Eh 02 T— r- CM CM mX EH EH Eh Eh Eh



TABLE

5.8

ANOVA

RESULTS

FOR

HI

2

MODEL—

CONTROLLED

FOR

INDUSTRY

EFFECT

(Number

of

shares

basis)

- 106 -

c
o
•P
-P
o
CD

P
<DP
C
i—

l

CD

O
C
CO

o CO ON in CM
•H CO e'- co 00 CM

O- er) CO in C-
P • • • • •

c o o o o o
60P
CO

CD

3
mP CM CM o m

P CM O O fn P
CO • • • • •

> o o o o o
Eb

X

C\J

<D

C
CO

s:
o
m
(acj

c
•H
c
p
CO

Ed

0)

o
c
CO

op
p
c
60
P
CO

CD

3p
co

>

CD.

5q
CO

X
cp
p
sz
CO

CD

o
c
CO

op
Cm
p
c
60
p
CO

CO
tn m C\Jm

.

VO
•

4p
O • •

•*1-

•

NO.

O o p
EH
<
Z

o o o

SFAS

CO m

cc
O
Eb
Zp m T- o o

FOR

in
•

o
CM

•

O
mm

VO
•

o
vO

•

o

w
OS
p

in
•

o
Eh
r.

.

.

o
00
COw

< z <
CC
Q CO

<
Ed
CC

Eb
CO

35
CO 00 m Eh

CO
r- in

o o o o o o
0. • • LL,

• • •

X
Ed

o o hH
Eb o o o

P *d- C" cn co
CM CM p CM as

CM O O O O p
OS • • • • •

o O o o o

p CM p CM p
TO

-P o
O O u O o

W P
(1) p

1 1 1 1 1

&H CD P p CM CM m
CL .Eh Eh EH Eh EH



TABLE

5.9

NONPARAMETRIC

ANOVA

RESULTS

FOR

HI

2

MODEL—

CONTROLLED

FOR

INDUSTRY

EFFECT

- 107 -

CO
oo
X
CQ<

C vO
O C

s-

O "H
Oi-P o

m
oo 3
c oo
•H c
c co

Li X
co u
oo

T~ 3 3
s a

Q£ Cl I

CO O >< «H r-l

C 3
l-H 'O

CD

00
CO

Jit

C

L.

X
CO

c c\j m
3 • •

3 in
X F-©

T— T—

X X

c r lAr
3 • • •

3 cn t- o
X ao^o^o

t— r— r—

XXX

OS
<
>

00
a
z
00
CL
00
a
z

00
X

os
o
Cl

o
os
Eh

m
c ON
o f-

05

oo a>

c oo
-h c
C CO

Li X
O «H
Z -P

CO

CO s
< Li

El O
CO «H

c
-p (—

I

05

CO U
00

a)

oo
co

j£
c

Li

X
co

c
CO

CD

x

KM>-
• •

in tj-

© f-

x x

c
CO

CD

X
kO t-
© f- in

XSJ

El
O

X

m

co
z
<
00
X

<
X
00
z
<

m
-p m
<p
CO •

Li O
Q Z
0) CO
L. <
3 X
05 CO
O
CU L
X O
00 «H

CD

O0
CO

Jit

c

Li

X
CO

c
3
(D

X

F- m
3 3 • •

00 3 3 c\j in
C 00 X
wH C t— r—
C 3
L, X
3 O X X
00

f- o>
• • •

c\j in
f- f- in

X X X

o n
l, o
-P **H

C L
O CD

U X

in
I F»

T- >,
O -H o

3 CD

T> Q
C2

'

H

187.2

H

165.8

H

182.6

H

156.0

(July-

M

156.8

L

163.4

M

157.1

L

171.9

Dec

81)

L

153.8

L

154.7



Test

Shrinkage

Earnings

Change

Interaction

Period

N

R^

F

Value

Significance

F

Value

Significance

F

Value

Significance

108

LPl O itn

T- ON ON CM on
• • • • •

o o o o o

o on LfN

ono O ^ o
• • • • •

r- O O T- o

00 r<N r<N

ro itn CM
N"N • • • • •

O O z
o o o O
t—

i

NO. <
s

SFAS

o c*-

ad
O
Ex.

Z ONt- o
ON r-

C0 fCN •** ON
ad • •

to

• •
V“

•

O
Ex.

o o O T—
•

o
o

DRAFT

'AS

NO.

ASR

N

Ed cron LX4

CO
ON CM c^

ad r<N ro, on vo
Z c\J O C_j o o o
CO • • fcH

CO
on
hH
Ct4

• • •

o
CL.

X
Ed

o o o o o

*J- O'

1

•*r r— CM
-si- O '3-

• • • • •

T- ro cm CM

c*-p- kn ro, fCN

c\i eg CM KN CMo o O O O
• • • • •

00 ON CM ITN

C^-VO >-[>• 00
CM CM CM CM CM

t- CM r- CM r—
c_> o

1 1

O U
i

o
1

T— T“ CM CM

1

KN
Eh Eh e-t Eh



TABLE

5.10

T-TEST

RESULTS

FOR

H2

SIZE

EFFECT

(BASED

ON

TOTAL

ASSETS)

HIGH

SHRINKAGE

FIRMS—

INDUSTRY

EFFECT

CONTROLLED

(Number

of

shares

basis)

- 109 -

-P
<D CD

O <V

C -P T— r- C" 00
co T” r- m e-
o T

)

o in vO 03 CM
•rH (U o T— T—

rH . • • • •

•H •rH o O o O o
c CO

•H
-p

CO CD

c
o

•

<1) CM o\ CM in
3 m T— O in 00
rP C\J CM e'- T— Hj-

co CO T— er) o T—
> • • • • .

i CM o o o r-
-p

cu

o
c

K3m
•

O t» in

z
o
IP
EH
—t* C\J CM K3

<u z r- T— T“ o O
p m o 2L

ry* T“ o T~
(U CO • •

LU
• • •

«H c o o W
r_

.

o o o
«HP
Q

Cu
CO

OS
/—

s

lb
z
hH

m o
03u

Cu
cn T—

(V

N

IH
Cu
<

NO.

OS
CO
<

•P OS O ro
CO
<r

o r— m
CO Q K3 r- o o m

o r-
Ct4

CO

T“ CM r-
(1) CO • • • • .

tsfl OS o o o O o
P
CO

3)
CO

1

EH
CO
OS
1—

1

r_Q
J o

CL
X CO c^- vo r-

OS 2 CO in in UU tn in in

c
CD

<V 0)

s N
•P e'- CO CM m MD
CO en CM T- O m

CM T- CM CM CM
fp • • • • •

t—i o o o o O
CO

s
CO

T— CM M3 in o2 K3 m m KS *r

CM T— CM
73 O o o O o

-p O
CO •P 1 i 1 1 1

CD P
Eh Cl) r— T— CM CM m

CL EH EH Eh EH



TABLE

5.11

T-TEST

RESULTS

FOR

H2

SIZE

EFFECT

(BASED

ON

TOTAL

ASSETS)

LOW

SHRINKAGE

FIRMS—

INDUSTRY

EFFECT

CONTROLLED

(Number

of

shares

basis)

110

-p
<D CQ

O Cl)

C -P in c*- cn
CO co CO CO as
o -o CO 03 in r-
•H <D m CM o t—

r—4 • • • . •

H i-4 o o o o o
c CO

6C -P
•P
CO 0)

c
o

d) vO to C"*- M3
3 T— 03 r- ^r VO
r—4 o in 03 O CO
CO m CM P T—
> • • . . •

1 o o P o T“
p 1 1 1 1

d)

33 2
O
ipo

c
•

o r- r-
Eh

CO P
(U 2 m CM P as
P O o QC

o
Ob
2
ip

m

p o o
(1) CO«

•

o
•

o
.

O
.

o
•

o
<H
•H
Q

0t4

CO

QC

1 1

O
03

1

o
Cb

m p

0)

N

Eh
Db
<

NO.
ASR

•P QO CM r- CO
p CM 03

CO a CM T— CM M3 o
O r* P O p

(0 cd • •
CO

. • •

00 oc O o o o o
p
CO

2
CO

1 1

Eh
CO
CCP
r.

.

Q
J o

CL
X M3 in M3 CM

ac 2 w X- «3- Ub
'J' •*r

E-tM
c
CO

<D d)

s NP K3 o r- p in
CO 30 M3 o in * p

o O o O o
r—4 • • • • •

1—4 o O o O o
CO t I i

a
CO

M3 m r-2 *r *r HJ-

P CM p CM p
T3 o U C_> O o

-p O
CQ p i 1 1 1 i

QJ P
EH d) P p CM CM K3

CL Eh EH EH EH EH



Ill

TABLE 5.12
RESULTS FOR H2 AND H3—HIGH SHRINKAGE PORTFOLIO

Model: ITRD = f(Size, Control)
(Industry effect controlled, Number of shares basis)

ANOVA (2x2) MODEL

Test Size Control
period N R2 F Value Signif

.

F Value Signif.

T1-C1 66 0.028 1.79 0.185 0.01 0.918

T1-C2 68 0.009 0.20 0.653 0.37 0.543

T2-C1 70 0.035 1.52 0.223 0.90 0.346

T2-C2 69 0.014 0.56 0.456 0.39 0.534

T3-C1 71 0.043 0.15 0.697 2.90 0.093

Means of ITRD for Independent Variables

Test
period Small Large Manager Owner

T1-C1 0.174 0.002 0.072 0.057

T1-C2 0.129 0.159 0.116 0.203

T2-C1 0.232 0.127 0.214 0.084

T2-C2 0.241 0.182 0.232 0.155

T3-C1 0.048 0.154 0.180 -0.018

Test
period

REGRESSION MODEL

Size Control
N R2 Beta Beta

T1-C1 93 0.004 -0.50 (0.307) 0.19 (0.424)

T1-C2 95 0.032 1.40 (0.307) 1.27 (0.103)

T2-C1 97 0.029 -1 .02 (0.155) -1.48 (0.071

)

T2-C2 96 0.002 0.25 (0.401) -0.32 (0.373)

T3-C1 97 0.057 -1.19 (0.119) -2.25 (0.013)
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TABLE 5.13
RESULTS FOR H2 AND H3--LOW SHRINKAGE PORTFOLIO

Model: ITRD = f(Size, Control)
(Industry effect controlled, Number of shares basis)

ANOVA (2x2) MODEL

Test „ Size Control
period N R^ F Value Signif

.

F Value Signif

T1-C1 80 0.006 0.06 0.814 0.38 0.540

T1-C2 80 0.012 0.19 0.664 0.78 0.381

T2-C1 79 0.003 0.20 0.658 0.00 0.960

T2-C2 80 0.002 0.06 0.803 0.10 0.753

T3-C1 82 0.036 1.89 0.173 1.07 0.305

Means of ITRD for Independent Variables

Test
period Small Large Manager Owner

T1-C1 -0.035 -0.080 -0.090 -0.028

T1-C2 -0.026 -0.110 -0.115 -0.015

T2-C1 0.032 0.073 0.047 0.052

T2-C2 0.062 0.024 0.027 0.061

T3-C1 0.006 0.090 -0.010 0.079

REGRESSION MODEL

Test
period N R2

Size
Beta

Control
Beta

T1-C1 107 0.014 -0.83 (0.204) 0.63 (0.265)

T1-C2 106 0.048 -2.24 (0.014) -0.19 (0.425)

T2-C1 106 0.001 -0.07 (0.471) 0.34 (0.366)

T2-C2 106 0.023 -1.56 (0.061) -0.26 (0.398)

T3-C1 107 0.028 1.38 (0.085) 1.37 (0.086)
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TABLE 5.16
RESULTS OF SUPPLEMENTARY ANALYSIS

Cells Manager Opposition
(Shrinkage & Earnings Change) Strong Not Strong

1 Low shrinkage &
High earnings change 10 15

2 Low shrinkage &

Low earnings change 10 4

3 High shrinkage &
High earnings change 27 32

4 High shrinkage &
Low earnings change 12 12



CHAPTER VI
SUMMARY AND CONCLUSIONS

6.1 Summary

The purpose of this dissertation is to examine a

specific economic consequence of the disclosures mandated

by SFAS No. 33 (and also ASR 190). Earlier studies based

on aggregate stock market (price) reaction to SFAS No. 33

information led only to conflicting results and

inconclusive evidence. Therefore, this study attempted to

isolate and analyze the reaction of one important segment

rather than that of the aggregate stock market. The focus

was on the insider managers of the firm who are privy to

the information mandated by SFAS No. 33 and the resultant

trading in their firms' stock. The primary hypothesis (HI)

posits that the degree of shrinkage in historical income

due to price level adjustments would be positively

associated with the degree of insider selling during the

period of private information possession.

The trading behavior of the insiders during the

release of the exposure draft and first release of SFAS No.

33 information was compared with their trading behavior

during other "no private information” periods. For ASR

190, the comparison was made with only one control period,

116 -
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that is, one year before the release of the mandated

partial replacement cost data. The data were analyzed

using univariate t-tests, a (2 x 2) analysis of variance

model and a (3 x 2) nonparametric Friedman's procedure.

The surprise in annual historical earnings was used as an

additional independent variable in the tests. Two bases of

trading, number of shares as well as number of transactions

during the test and control periods, were examined. This .

study tested for the reaction of insiders (consequence) and

not the effect of reaction (that is, price change).

For almost all the tests, including those for ASR 190,

the insider selling behavior is in the hypothesized

direction, and most of the tests show statistically

significant results supporting the primary hypothesis HI

.

When the shrinkage ratio was adjusted for industry

membership, the results improved somewhat. For all the

tests (including ASR 190), the attained significance for

the shrinkage variable is at or less than the 9% level

(except 3 out of 25 tests). The results, therefore, are

consistent with the assertions of the primary hypothesis

HI. One possible interpretation of these results is that

the mandated SFAS No. 33 introduced new and finer

information which led to the unusual stock trading behavior

of the company insiders of this study.

The test results for the control variable "surprise in

historical cost earnings" are not fully consistent with
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expectations. Recollect that this variable was used

because of its inclusion in some prior studies on insider

trading. However, even in those studies the impact of this

variable was not always consistent. Also, in some of these

other studies, the measurement of unexpected earnings was

based on forecasts made by management, while the measure

used in this study was based simply on prior years' actual

earnings. The sign (direction) observed for this variable

is in the expected direction, but significance levels are

not reached. Most of the prior studies used a period of a

whole year for the purpose of testing insider trading. In

this dissertation the test and control periods are only 6

months' duration before the event date(s). This alignment

(of period) problem could also have caused this

insignificant result for the earnings change variable.

The primary hypothesis HI was partitioned into two

sub-hypotheses based on the variables firm size (H2) and

type of ownership control (H3). In the main t-test for

size effect, the direction of insider trading for both sets

of SFAS No. 33 tests is positive as hypothesized. In two

of the four t-tests, the attained significance in support

of the size effect is at conventional levels. Results

based on ANOVA and regression models are more or less

similar to the t-test results. ASR 1.90 results are also

consistent with H2 (size effect). These tests lend some

support for the size effect, which posits that insiders of
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small firms were greater net sellers than those of large

ones, given a high level of shrinkage of CC/CD income.

Test results for the ownership effect reveal that the

magnitude of insider trading (selling) for manager firms is

greater than that for owner firms in most of the tests for

SFAS No. 33. For ASR 190, the direction of trading is also

as expected and the results are significant at conventional

levels.

6.2 Limitations

There are a number of problems in making inferences

from insider trading as indicated by Larcker et al.

(1983). There exists no comprehensive theory of insider

trading that specifies the causes and conditions that lead

to insider trading. Not much is known regarding when

insiders trade and how returns to private information

should be measured and analyzed. The absence of a theory

thus makes it difficult to interpret insider trading

activity. If an accounting change has a theoretically

adverse effect, but if the insider trading activity reveals

insignificant selling, it can lead to different

interpretations, e.g., (1) there are no economic

consequences or the effects are '’second-order” in

magnitude; (2) the economic consequences exist, but

restrictions arising from the federal securities laws

effectively impede the insider trades; (3) economic
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consequences exist, but insiders perceive the future period

costs arising from a decrease in the value of their human

capital to be greater than their trading gains; (4)

economic consequences exist, but insiders are simply

incorrect in their assessment of the effects.

In view of the above, if insignificant results are

observed, we cannot conclude that the SFAS No. 33 is

associated with trivial economic consequences vis-a-vis

this particular group of economic agents (insider

managers )

.

If theoretical expectations associated with insider

trading are confirmed, as in this study, a number of

interpretations can be given. Some of these are:

(a) economic consequences exist which are not second-

order in nature;

(b) insiders perceive a permanent decline in stock

price coincident with but unrelated to the

accounting change, and they sell the stock to

realize loss for tax purposes; .

(c) no economic consequences exist, but the systematic

risk of the firm changes due to causes unrelated

to accounting change, and insiders accordingly

rebalance their portfolio of securities;

(d) no economic consequences exist, but insiders are

selling shares to exercise options in a time
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period which happens to coincide with the

introduction of a new accounting standard.

An important limitation relates to the explanatory

power of the overall model(s). While the primary variable

(shrinkage ratio) is statistically significant in the

appropriate direction, the ANOVA and the general linear

models used in the statistical analyses exhibit a very low

R2 . Hence the inferences one can draw about the causality

of the independent variable(s) can be tenuous at best.

The analysis of insider selling behavior was performed

on the basis of the number of shares sold by insiders in

relation to their purchases, and thus the ITR was

calculated. The intensity of insider belief may have been

better captured if the percentage of sales to the total

holdings of the insiders had been used in the analysis.

Data availability precluded such an analysis.

6.3 Conclusion

This dissertation deals with the controversial issue

of accounting disclosures for inflation (and changing

prices). Many of the early studies found little or no

information content in such disclosures. This study, using

"insider trading" methodology, leads to the view that new

information introduced through SFAS No. 33 might have led

to the insider reaction, i.e., a specific economic

consequence

.
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The problem with most of the studies lies in defining

information content. If there is new information, then it

should be reflected in the stock price. This was the logic

followed in those studies. Price reflects aggregation of

beliefs and expectations. Some of the stock market

participants might have perceived the information to have a

positive effect while others a negative effect. Thus,

overall, one might not find a direction either way leading

to the conclusion that there is "no new information."

Therefore, future research may be directed towards

analyzing the reaction of individual segments (including

insiders) of the stock market with varying and conflicting

beliefs for incremental information content of accounting

disclosures rather than depending on the aggregate stock

market only.

Another point of interest is that the mandated

supplementary information is used not only by stock market

participants but by other agencies as well. How do the

labor unions, the internal revenue service, lenders, bond

holders, etc. view these disclosures? What impact does

this statement have on the decisions made by these

agencies? Answers to these questions may also help in

assessing the information content of SFAS No. 33 and

similar accounting disclosures.
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