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Abstract


The objective of the thesis is to test the effect of combining insider trading with stock splits
 on long-term abnormal returns. From most recent literature on stock splits, we find that
 splits in most cases are followed by positive abnormal long-term returns. Insider trading
 can be described as trading by insiders (employees, shareholders, or stakeholders) who have
 access to insider firm information, and who trade in the stock which they are affiliated
 with. Insider trading, taking advantage of the inside knowledge, may also derive abnormal
 long-term returns.


Extensive research has been conducted on stock splits and insider trading on a stand-
 alone basis, but long-term horizon studies of the combination of stock splits and insider
 trading has not previously been carried out. We hypothesise that insider trading, when
 associated with stock splits, will provide the market with additional information about
 the long-term stock performance, compared with the information derived from either stock
 splits or insider trading separately. In order to test our hypothesis we analyse data similar
 to the sample used by Devos, Elliott, and Warr (2015), covering the period from 1986 to
 2014. The data comprises stock split announcements, stock returns, and reporting of insider
 actions. Two groups of insider traders (i.e., routine and opportunistic insiders) are identified
 and analysed. In order to study the abnormal returns following stock splits, we apply the
 event-time study methodology introduced by Fama, Fisher, Jensen, and Roll (1969) and a
 calendar-time study.


We do find that stock splits exhibit abnormal returns in the period subsequent to the
 splits, which is in line with the general expectations. We also find evidence of insiders be-
 having opportunistically by using only insider information in trading. Analyses carried out
 on either stock split or insider trading, as stand-alone events, do in most cases confirm the
 general expectations. When it, however, comes to the predictive effect of the combination of
 stock splits and insider trading, we are not able to find conclusive results showing evidence
 of abnormal returns subsequent to the split. Some of the results are unexpected as, e.g.,
 studies showing evidence of abnormal positive returns afterinsider sales, whereas we do not
 correspondingly find significant evidence of abnormal results after insider purchases. We
 find significant abnormal returns from portfolios of insider sales, even after controlling for
 returns related only to stock splits and only to insider trades. These results are counter-
 intuitive, as we would expect insider sales to predict a decrease of future returns, whereas
 we would expect an increase of returns after purchases. Similarly it is surprising to find
 that insider trades conducted by routine traders result in abnormal returns, while this is
 not the case for opportunistic insiders. Hence, the results from our studies are inconclusive,
 and in some cases contradicting our initial expectations.


i
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Resum´ e


Form˚alet med specialet er at teste, hvilken effekt en kombination af insiderhandel og
 aktiesplit vil have p˚a de langsigtede abnormale afkast. Med udgangspunkt i den seneste
 litteratur omkring aktiesplit ved vi, at s˚adan en aktieopdeling i de fleste tilfælde efterfølges
 af positive langsigtede abnormale afkast. Insiderhandel kan beskrives som handel fore-
 taget af insidere (ansatte, aktionærer, og interessenter i firmaet), der har adgang til interne
 selskabsspecifikke oplysninger, og som handler aktier i selskabet hvortil de er tilknyttet.


Insiderhandel, hvor man udnytter den interne viden om firmaet, kan resultere i abnormale
 langsigtede aktieafkast.


Der foreligger omfattende studier af henholdsvis aktiesplit og insiderhandel; men der
 er ikke tidligere gennemført specifikke studier af langsigtede abnormale afkast ved en kom-
 bination af aktiesplit og insiderhandel. Vores hypotese er, at den kombinerede effekt af
 aktiesplit og insiderhandel – set i forhold til henholdsvis aktiesplit og insiderhandel isoleret
 betragtet - vil signallere ekstra information til markedet om aktiernes langsigtede udvikling.


Med henblik p˚a at teste vores hypotese anvender vi et datagrundlag som ogs˚a blev anvendt
 af Devos, Elliott, and Warr (2015), og som dækker perioden fra 1986 til 2014. Datagrund-
 laget omfatter oplysninger om aktiedelings-erklæringer, aktieafkast samt indrapportering af
 insidernes handlinger. Der er til vore studier udvalgt to grupper insidere, nemlig s˚akaldte


”rutine-insidere” og ”opportunistiske insidere”. Med henblik p˚a at analysere de abnormale
 aktieafkast, som følger efter aktiedesplit og insiderhandel, anvender vi en ”event studie”


metodik, som oprindeligt blev introduceret af Fama, Fisher, Jensen, and Roll (1969). Anal-
 yserne omfatter b˚ade ”event-time” og ”calendar-time” studier.


Vi finder, at aktiesplit resulterer i abnormale afkast i perioden efter aktiesplittet, hvilket
 er i overensstemmelse med vores hypotese. Vi finder ogs˚a, at insidere opfører sig oppor-
 tunistisk ved kun at udnytte interne selskabsoplysninger. Analyser som foretages enten
 p˚a aktiesplit eller p˚a insiderhandel isoleret betragtet, bekræfter i de fleste tilfælde vores
 generelle forventninger om effekten p˚a de fremtidige abnormale afkast. N˚ar det derimod
 kommer til forudsigelser baseret p˚a kombinationen af aktiesplit og insiderhandel, er vi ikke
 i stand til at finde endegyldige resultater, som viser abnormale afkast efter aktiesplittet.


Nogle af resultaterne er uventede, eksempelvis at insidernes aktiesalg efterfølgende resul-
 terer i positive abnormale afkast, mens der ikke ses nogen effekt af aktiekøb. Resultaterne
 er imod vore forventninger, hvor insidersalg ville resultere i et fald i fremtidige afkast og
 insiderkøb i et øget afkast. De abnormale afkast for insidersalg er signifikante, selv efter
 kontrol for afkast knyttet kun til aktiesplit eller kun til insiderhandel. P˚a samme m˚ade
 er det overraskende, at insiderhandel som gennemføres af rutine-insidere giver abnormale
 afkast, mens det samme ikke er tilfældet for opportunistiske insidere. Konklusionen er, at
 analyserne ikke giver entydige resultater, og i nogle tilfælde modsiger vore forventninger.


ii
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Chapter 1



Introduction


This thesis studies the effect of combined insider transactions and stock splits on long-term
 abnormal returns (stock performance). By carrying out a stock split, a firm is dividing its
 current number of shares outstanding into multiple shares, without altering the fundamental
 value of the firm.2 Insider trading can be described as trading by individuals affiliated with
 a firm and having access to firm information not available to the public.


The underlying reasons for firms to conduct stock splits remain ambiguous and the topic
 is widely debated. According to the literature there are three main motives for stock splits
 (Baker and Powell, 1993): Firstly, the signalling motive, where the management of a firm
 signals private information to the market by attracting attention to the stock through a
 split. Secondly, the optimal trading range motive, where stock splits may realign stock
 prices to an optimal trading range, which again would be associated with increased interest
 and research analyst coverage. Thirdly, the liquidity effect, where stock splits increase the
 liquidity in a stock through an expanded number of individual shareholders and increased
 trading in the stock. We find the signalling motive most appropriate when studying insider
 trades before a stock split.


The overall result of the literature review reveals that stock splits are usually preceded
 by pre-split run-up of firm earnings and returns. There is also clear association between
 stock splits and the future performance of the stocks, and there is substantial evidence that
 stock splits may be associated with abnormal returns following a stock split (Desai and Jain,
 1997; Grinblatt, Masulis, and Titman, 1984; Ikenberry and Ramnath, 2002; McNichols and
 Dravid, 1990). Abnormal return specifies the returns generated by a given security or


2A stock split can be regarded as slicing a cake into multiple pieces, where the size of the cake is un-
 changed.


1



(8)2 Introduction
 portfolio that is different from the expected rate of return. As a consequence, stock splits
 may, on a stand-alone basis, therefore exhibit significant predictability of the future stock
 returns.


The insiders comprise employees, stakeholders, and/or significant shareholders of the
 firm. Academics generally divide insiders into non-informed and informed insiders, and
 the trading behaviour can according to Cohen, Malloy, and Pomorski (2012) be classified
 as routine trading or opportunistic trading. There is evidence that some insiders benefit
 personally from participating in insider trading (Jaffe, 1974; Seyhun, 1986). It is also
 documented that insiders conduct trading at an elevated level before stock splits, thus
 indicating the trader’s opportunistic behavior (Devos, Elliott, and Warr, 2015).


Like for stock splits there is evidence that the future abnormal returns may be associated
 with trading conducted by insiders. Trading by informed insiders with an opportunistic
 trading behaviour normally exhibits abnormal returns and significant predictability of future
 events following the trade. In contrast, non-informed / routine traders exhibit only weak
 predictability (Cohen, Malloy, and Pomorski, 2012).


Extensive research has been conducted on stock splits as well as on insider trading,
 usually on a stand-alone-basis. In one case, however, a study does include insider trading
 together with stock splits, but is limited to include only theshort-term returns and only a
 part of the potential insiders (e.g., CEOs in Devos, Elliott, and Warr (2015)). On a stand-
 alone basis, there is, as mentioned above, evidence for abnormal returns, both for stock
 splits and insider trading. Based on the findings of Devos, Elliott, and Warr (2015), we
 thus hypothesise that additional information may be achieved by studying the interaction
 between stock split and insider trading from a long-term perspective. We therefore suspect
 that additional information about future abnormal returns may be revealed by analysing
 the combined effect of stock splits and insider trading before the splits. Such studies of
 the combined effect has to the best of our best knowledge not previously been carried
 out, and our motivation is therefore to find evidence for additional valuable information
 deriving from the combination of stock splits and insider trading. We therefore hypothesise
 that the actions of insiders, when associated with a stock split, will provide the market
 with predictive information about the subsequent long-term performance, which is different
 from the long-term performance derived from the stock split or the insider trading on a
 stand-alone basis.


In our study we use a similar data sample as Devos, Elliott, and Warr (2015) by using
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 data from the Center for Research in Security Prices (CRSP).3 The data comprises stock
 split announcements, stock returns, and actions by insiders reported to the Securities and
 Exchange Commission (SEC).4 While Devos, Elliott, and Warr (2015) focus solely on the
 behaviour of CEOs, we take into consideration the behaviour of all insiders.


Fama, Fisher, Jensen, and Roll (1969) introduce the event study to illustrate abnormal
 returns around a stock split, and we apply the methodologies described by Cohen, Malloy,
 and Pomorski (2012). In order to test whether insiders’ trading behaviour before a stock
 split provide information to the market, we study the trading actions taken by insider agents
 in the period 1986 - 2014. We use insider trade actions in open market purchases or sales
 of the stock up to 24 months before the stock split as a proxy for inside information. We
 evaluate the significance of the signal by forming a calendar-time portfolio of stock splits
 with insider trading actions and regressing it against a multi-factor model with common risk
 factors in stock returns. We furthermore assess the implications of stock splits and insider
 trading by using cumulative abnormal return in the months around the event to see the
 post-split development for stock splits with insider trading. Implicitly, we test whether the
 market is efficient in fully incorporating insiders’ actions around stock splits and whether
 the abnormal returns from the combined effect of both events, a stock split and an insider
 transaction, differs from the abnormal returns from each as well as the sum of the two
 events.


Through the thesis we will contribute to the existing literature by providing new evidence
 within the research areas of both stock splits and insider trading, namely that stocks show
 positive abnormal returns subsequent to a split for both purchases and sales made by insiders
 before the split. However, after adjusting returns for a control group of insider trades, we
 still find significant abnormal returns from insidersales.


The thesis proceeds as follows. In the remainder of this chapter, we present our research
 question and hypotheses. Section 2provides a review of the literature. Section 3presents
 the framework of the thesis. The section is organised into three groups; participating agents,
 signals, and empirical predictions. The review describes two groups of literature, namely,
 stock splits and insider trading. Section 4 explains our sample selection and research
 design. We present our analyses and empirical results in section 5 and discuss possible
 implications of our findings as well as potentially new research areas insection 6. Finally,
 we conclude on our paper insection 7.


3Please refer to the following website for further information: http://www.crsp.com/.


4Please refer to the following website for further information: https://www.sec.gov/.
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1.1 Research Question


Our main objective of this thesis is to provide an answer to the following research question:


Will the combined information about a stock split and insider trading gener-
 ate different information about a stock’s long-term abnormal return, than the
 abnormal return from insider trading or stock splits on a stand-alone basis?


In order to answer our research question we test the following hypotheses:


i) Hypothesis 1: Insiders have access to insider information and behave opportunistically
 based on this information through insider trading.


ii) Hypothesis 2: Stocks exhibit abnormal returns in the period subsequent to a stock split.


iii) Hypothesis 3: The combination of both stock splits and insider trading entails informa-
 tion about the future abnormal return of stocks that is different from the information
 on stock splits alone and insider trades alone.


iv) Hypothesis 4: The market is in-efficient in incorporating insider trading around stock
 splits into the pricing of a stock.



1.2 Delimitations


In order to answer the research question, we find it necessary to apply the following delim-
 itations. First of all, our study does not include reverse stock splits5 as they are relatively
 rare compared to ordinary stock splits.


Furthermore, we exclude stock grants and stock options from our study, as we do
 not have access to information about the time when insiders received their stock holdings
 through stock grants or option exercises (Jeng, Metrick, and Zeckhauser, 2003). Including
 stock grants and stock options in our study will also introduce the literature on remunera-
 tion, making the interpretation less clear compared to open market trades. Thus, in order
 to ensure clear interpretation and simplify the analysis, we have chosen to only consider
 open market shares. We hypothesise that studying stock grants and stock options would
 provide us with somewhat similar conclusions as the conclusions in our study. Moreover, as


5A reverse stock split decreases the number of shares outstanding by a factor, i.e., the opposite of a stock
split.
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 we only use open market transactions, we do not consider private transactions, primarily
 due to lack of data and difficulties in conducting quality control.


We use monthly returns as we study the return of stocks over a long-horizon. We do
 not study the returns in the immediate days surrounding a stock split, as a large number of
 articles already deal with abnormal returns in the days around a stock split, see e.g., Desai
 and Jain (1997).


We do not cleanse the data set by removing any stock splits deemed contaminated
 by other contemporaneous corporate announcements as per Grinblatt, Masulis, and Tit-
 man (1984). The authors identify other announcements around the time of the stock split
 and isolate the stock splits that are uncontaminated. However, the two samples, i.e., the
 contaminated and uncontaminated sample, exhibit similar abnormal returns, and we have
 therefore not conducted a separate analysis on an uncontaminated sample. Furthermore,
 as we are analysing long-term returns, it is not meaningful for us to create such a sample
 as other contemporaneous corporate announcements inevitably will occur.


Finally, we ignore trading costs.6 We are not testing whether or not trading strategies
 based on the information evident in insider trading around stock splits is profitable for out-
 side investors. In addition, trading costs change over time as markets evolve, and investors
 have different trading costs, which makes it difficult to generalise the trading costs.


6Brennan and Copeland (1988b) suggest that one cost of splits is the increase in investors’ transaction
costs because of fixed commissions and the odd lots created by the splits.
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Chapter 2



Literature Review


In the following, we conduct a literature review covering the research within the academic
 fields of stock splits and insider trading. The following sections regarding short- and long-
 term abnormal returns associated with stock splits and insider trading is pivotal to our
 analyses, however we nevertheless consider it relevant for the reader to understand the
 underlying reasons for managers and insiders to conduct stock splits and engage in insider
 trading, respectively. The literature review is structured as shown in figure 2.1.



2.1 Stock Splits


The abnormal returns associated with stock splits will be elaborated insection 2.1.1, after
 which the three main motives, namely the signalling motive (2.1.2), trading range motive
 (2.1.3), and the liquidity motive (2.1.4) will be elaborated. The signalling motive will
 receive most attention in the following chapter, as we do not find the trading range relevant
 for our analyses and since the liquidity motive is inconclusive to such an extent that we do
 not find it applicable. We finish the chapter by summarising the findings in regards to the
 insider trading literature.


Stock splits are of a purely ’cosmetic’ nature as they imply no fundamental changes to
 the firm’s value. Hence, the evident increase in a given firm’s share price at the time of
 announcement of stock splits, assuming the market is efficient, reflects the release of new
 information (Asquith, Healy, and Palepu, 1989). Although a stock split does not directly
 affect a firm’s cash flows, it can however be beneficial to the investors (Crawford and Franz,
 2001).


7
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 Figure 2.1: Overview of Literature Review


The figure depicts stock split and insider trading literature reviews that will be elaborated in the
 following section and the event study literature review, which will be elaborated in section 4 The
 figure depicts stock split and insider trading literature reviews that will be elaborated in the following
 section and the event study literature review, which will be elaborated in section 4


2.1.1 Stock Splits - Associations with Stock Performance


Stock splits generally occur when the stock returns as well as earnings have experienced
 an abnormal increase pre-split (Asquith, Healy, and Palepu, 1989; Bar-Yosef and Brown,
 1977; Carey and de Souza, 1975; Charest, 1978; Lakonishok and Lev, 1987; Devos, Elliott,
 and Warr, 2015; Fama, Fisher, Jensen, and Roll, 1969; Grinblatt, Masulis, and Titman,
 1984).7, 8 As an example, Ikenberry, Rankine, and Stice (1996) find that four out of five
 of their sample firms conducting a stock split, during the period 1975 to 1990, traded


7Usually annual earnings follow a random walk (Ball and Watts, 1972; Watts and Leftwich, 1977), thus
 pre-split run-ups should not be evident in the market.


8Benartzi, Michaely, and Thaler (1997) find similar result when studying dividend changes.
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 at prices at or above the 80th percentile 12 months prior to the stock split compared to
 the non-splitting control group.9 The majority of most recent research shows that stock
 splits imply statistically significant stock price revaluations, changes in trading volume,
 increases in systematic risk, as well as changes in trading variance (Brennan and Copeland,
 1988b; Lakonishok and Lev, 1987; Ohlson and Penman, 1985). This market reaction is more
 pronounced for small firms and low book-to-market firms (Atiase, 1985; Ikenberry, Rankine,
 and Stice, 1996; Lakonishok and Vermaelen, 1990).


In the period following a stock split, Fama, Fisher, Jensen, and Roll (1969) find no
 further increase in the cumulative abnormal return. In line with Fama, Fisher, Jensen, and
 Roll (1969), Bishara (1977); Millar and Fielitz (1973) find no excess returns associated with
 stock split proposal announcements. Later research, however, contradicts these findings as
 the majority of recent literature finds positive short-term and long-term abnormal returns
 around the announcement date (Desai and Jain, 1997; Foster III and Vickrey, 1978; Grin-
 blatt, Masulis, and Titman, 1984; Ikenberry and Ramnath, 2002; McNichols and Dravid,
 1990; Ohlson and Penman, 1985; Woolridge, 1983). According to Ikenberry, Rankine, and
 Stice (1996), these pre-split and post-split excess returns are inversely related, implying
 that high abnormal return prior to the split results in low abnormal return following the
 split, and vice versa. Thus, the authors conclude hat the evident abnormal return following
 stock splits is not caused by momentum.10


Several studies also show evidence of a relationship between stocks’ risk and stock splits.


Brennan and Copeland (1988a) find evidence that the systematic risk is higher at the
 announcement date as well as for the ex-split dates, and Aggarwal and Son-Nan (1989);


Ohlson and Penman (1985); Sheikh (1989) find that the stock price volatility increases
 around the stock split announcement date. Ohlson and Penman (1985) find that there is an
 approximately 30% increase in the return standard deviations following the stock split, based
 on data of the period 1962-1981.11 Lamoureux and Poon (1987) suggest that this increase
 in volatility is due to a higher number of transactions and outstanding shares following the
 stock split. However, not all academics agree, and e.g., Bar-Yosef and Brown (1977) find
 that the systematic risk decreases in the months after a stock split. The primary reason for
 this inconsistency between academics as well as between academics and practitioners is the


9Investors implicitly conclude that the split decisions imply stock prices will continue to increase (Mus-
 carella and Vetsuypens, 1996).


10Momentum can be characterised as the rate of acceleration of a security’s price or volume. Investors take
 short or long position in the belief that this rate of acceleration will continue.


11The increase holds for both daily and weekly data, and it is not temporary (Ohlson and Penman, 1985).
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 use of different risk and liquidity measures in the analyses. These inconsistencies imply that
 it is important to adjust our analyses according to the evident abnormal risk and volatility
 fluctuations around stock splits.


Given that a stock split does not alter a firm’s fundamental value, the question at hand
 is then why stock splits are implemented in the first place, considering the costs that are
 incurred in the process.12 The market reaction around stock distribution announcements
 has historically been attributed to three main motives (Baker and Powell, 1993), namely
 signalling (Crawford and Franz, 2001),13 trading range (Grinblatt, Masulis, and Titman,
 1984; Lakonishok and Lev, 1987; McNichols and Dravid, 1990),14andliquidity (Lakonishok
 and Lev, 1987).15 In the following we describe and elaborate on the motives most relevant
 for our study in explaining the reasoning for conducting stock splits and the evident long-
 term abnormal returns (pre-split as well as following the stock split).


2.1.2 Stock Split Signalling


The signalling motive argues that due to information asymmetry between management and
 investors, the management may seek to communicate the favourable information about the
 current value of the firm to the public market through stock splits (Brealey, Leland, and
 Pyle, 1977; Ross, 1977). Thus, stock splits can be regarded as signalling favourable future
 prospects of the firm, assuming significant costs associated with false signalling (Brennan
 and Copeland, 1988a; Lakonishok and Lev, 1987).16


Extensive research has been conducted on the signalling motive. Desai and Jain (1997)
 and Fama, Fisher, Jensen, and Roll (1969) find evidence of signalling being associated
 with changes in ex-split dividends. Grinblatt, Masulis, and Titman (1984) find evidence
 for signalling associated with future cash flows. Lakonishok and Lev (1987) find that stock
 splits signal stabilisation of earnings growth following the abnormal pre-split growth and/or
 improved cash dividend prospects. In conclusion, there is empirical evidence for stock splits
 being associated with various elements having influence on the future operational measures.


12E.g., stock issue taxes, listing fees, mailing costs, etc. (Bar-Yosef and Brown, 1977).


13Insiders may signal private information to the market through a split, which would be costly to disclose
 otherwise.


14By engaging in stock splits, managers can realign prices to an optimal trading range, which e.g., is as-
 sociated with more research analyst coverage and makes it easier for small investors to purchase round
 lots.


15Stock splits may increase the liquidity in a stock through increased trading in the stock and through an
 expanded number of individual shareholders.


16Brennan and Copeland (1988a) suggest that one cost of splits is the increase in investors’ transaction
costs because of fixed commissions and the odd lots created by the splits.
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 Fama, Fisher, Jensen, and Roll (1969) introduce the event study methodology to illus-
 trate abnormal returns around a stock split. The methodology used in the event study is
 described in detail in section 4.2.3. The paper is pivotal in understanding the market’s
 reaction to stock splits and by far the most important piece of literature regarding stock
 splits and the signalling effect. The authors conduct one of the first event studies, applying
 the capital asset pricing model developed by Lintner (1965) and Sharpe (1964), and examine
 how common stock prices adjust to the implicit information in a stock split. The empirical
 results of the study show that stock splits, as described above, are usually preceded by
 high abnormal returns (including dividend and capital appreciation), long before news of a
 potential stock split has reached the market. The authors find that the market interprets
 the stock split as an indication of a near-term dividend increase, relative to the market
 (i.e., dividend hypothesis).17 This results in abnormal returns, as expectations of dividend
 increase causes stock prices to increase (Aharony and Swary, 1980; Asquith and Mullins Jr.,
 1983). The price increase at the stock split is due to revised expectations regarding future
 dividend payments and not due to any other intrinsic effects of the split itself, backed by
 Barker (1956a,b).


In the months prior to the split announcement there may arise uncertainty in the market
 concerning the higher level of earnings forecast, and investors will attempt to remove the
 uncertainty through new firm-specific information. The signalling effect from stock splits
 may be one source of such information. According to Fama, Fisher, Jensen, and Roll (1969),
 the market realizes this and uses the announcement of a split to revaluate the future stream
 of expected income. The cumulative abnormal return, as calculated based on a single index
 model (Fama, Fisher, Jensen, and Roll, 1969), is increasing up until the stock split, however,
 following the stock split this stays more or less constant for the sample as a whole, which
 eliminates any possible trading strategies. Hence, the market correctly interprets the stock
 split as improving the probability that dividends will increase considerably in the near
 future, but the stock split itself does not convey any new information that the market has
 not already taken into consideration. The authors find the cumulative average return in the
 30 months following a stock split to be different when looking at increases and decreases in
 dividends. The stocks with a relative dividend increase did increase slightly after a stock
 split, but more interestingly, the stocks with a relative dividend decrease after a stock split,
 have substantial decreasing cumulative abnormal return in the 30 months following the
 stock split. As the market, following a stock split, will anticipate a dividend increase, news


1771.5% of their sample firms experience a dividend increase in the year after the stock split.
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 of a dividend decrease will cause the share price to plummet. The authors show that new
 information from the stock split announcement is almost immediately reflected in the price
 after the announcement date, or at least within the initial month following the stock split.


This implies that the market is efficient in the sense that stock prices adjust very rapidly
 to new information. Fama, Fisher, Jensen, and Roll (1969) do not consider any other
 events in between the stock split announcement and the dividend changes, which could
 predict whether the dividends and/or the future abnormal returns will relatively increase
 or decrease.


As simultaneous announcements of stock splits and dividends might have biased the
 results of Fama, Fisher, Jensen, and Roll (1969), Grinblatt, Masulis, and Titman (1984)
 examine the reaction to uncontaminated stock split announcements. Over the 1967-1976
 period examined, they find that over 80% of NYSE stocks announcing splits had cash
 dividend announcements in the three days surrounding the split announcement. Grinblatt,
 Masulis, and Titman (1984) show that there exists a significant positive abnormal return at
 the two-day window around the stock split and stock dividend announcement date, as well
 as for the following 40 days. The authors differ between stock splits and stock dividends
 to evaluate the signals deriving from changing the book value of retained earnings (stock
 dividends decrease this value, whereas stock splits do not). Ongoing, we will refer to stock
 splits as including both stock splits and stock dividends, as this is also how the literature
 refers to the topic. If we deliberately refer to only one of the two types of stock distributions,
 we clearly state this. They report a two-day return around the announcement date of
 3.41% for the overall sample of combined splits and stock dividends and 3.29% for the 244
 uncontaminated split announcements. The majority of the split events are contaminated by
 contemporaneous announcements, i.e., dividend announcements, earnings announcements,
 etc. Grinblatt, Masulis, and Titman (1984) conclude that contemporaneous announcements
 cannot account for the increase in firm value around stock splits. As the two samples (stock
 splits and stock dividends) result in similar abnormal returns around the announcement
 date, we will in our study not conduct a similar analysis of an uncontaminated sample or as
 a robustness test. We delimit our analysis from considering an uncontaminated sample, but
 we do recognise that our data set could yield different results for a pure sample. According
 to the authors, these returns are not attributable to changes in cash dividend policy, since
 they observe similar stock price behaviour in firms that do not pay dividends three years
 prior to the stock split announcement (control group).18


18However, Nayak and Prabhala (2001) find that about 54% of stock split announcement effects can be
attributed to dividend information in splits.
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 Firms normally choose to participate in stock splits after a significant increase in earn-
 ings, which pre-split may be expected by the market to be transitory in nature (Beaver,
 Lambert, and Morse, 1980; Brooks and Buckmaster, 1980; Ohlson and Penman, 1985).19
 In case split decisions are based on managers’ insider information, the market will antici-
 pate past earnings increases as permanent and the split announcement will lead investors
 to revalue the pre-split earnings growth (Asquith, Healy, and Palepu, 1989). The authors
 find that stock splitting firms experience an increase in earnings for several years before the
 split, which are due to both industry and firm-specific factors. Asquith, Healy, and Palepu
 (1989) find that these earnings are permanent following the stock split, as they are not
 reversed for at least four years subsequent to the split. Lastly, Kadiyala and Vetsuypens
 (2002) argue that there is weak evidence that stock splits convey a positive announcement
 effect, but instead signal managers’ confidence in that the pre-split exceptional performance
 will continue.


The results of Fama, Fisher, Jensen, and Roll (1969) have, in addition to abovementioned
 criticism by Grinblatt, Masulis, and Titman (1984), further been questioned by Desai and
 Jain (1997); Ikenberry, Rankine, and Stice (1996), who find that the market under-reacts
 at the announcement of stock splits, resulting in abnormal excess returns in the three years
 following the split. Ikenberry and Ramnath (2002) also find evidence that the positive
 drift in the share price is due to market under-reaction, estimating buy-and-hold abnormal
 returns of 9% in the year following firms announcing stock splits. Eaton (1999) agrees and
 argues that there is a predictable lagged price response following corporate events, not only
 stock splits. Baker, Greenwood, and Wurgler (2009) find split activity to be a predictor of
 relative returns at long horizons, indicative of a slow price correction. The authors see this
 evidence of return predictability as an argument against rational-expectations of signalling.


Finally, Huang, Liano, and Pan (2006); Huang, Liano, Manakyan, and Pan (2008);


Huang, Liano, and Pan (2005) find evidence contrary of the signalling motive, namely that
 the operating performance and profitability (measured by return on assets) deteriorate in
 the four years following the announcement.20 This may result in, that the management of
 their sample’s firms undertake stock splits based on current and past earnings, and tend to
 be too optimistic regarding the firm’s long-term performance and profitability. The authors


19Earnings increases in one year are usually followed by earnings decreases in the subsequent year, thus
 earnings are expected to be transitory (Beaver, Lambert, and Morse, 1980; Brooks and Buckmaster, 1980;


Freeman, Ohlson, and Penman, 1982).


20According to Huang, Liano, and Pan (2005) the positive announcement effect can be explained by lower
share prices and improved market liquidity following stock splits, but not by future profitability and split
signals.
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 therefore argue that stock splits are not useful signals of a firm’s future earnings (Huang,
 Liano, and Pan, 2006).


In conclusion, there is substantial evidence that stock splits are preceded by a run-up in
 the cumulative abnormal return, however academics have historically found contradicting
 evidence for post-split abnormal returns. In most cases splits result in an increased abnormal
 return following the split, but there are cases of no or limited impact on the future stock
 performance. However, most recent research finds that stock splits exhibit abnormal returns
 subsequent to the announcement, which prevails in the long-term. Apart from the abnormal
 returns, signalling of stock splits may also be associated with future firm-specific operational
 measures, e.g., dividend changes, earnings, and cash flows.


2.1.3 Trading Range – Adapting to Investor Preferences


The trading range motive argues that stock splits realign prices to an optimal or preferred
 trading range (McNichols and Dravid, 1990).21 As the realignment of the share price is due
 to an abnormal run-up in pre-split prices (Lakonishok and Lev, 1987), the motive is thus
 more motivated by past performance than by future performance.


According to Baker and Gallagher (1980); Baker and Powell (1993); Lakonishok and
 Lev (1987) managers’ main motive for stock splitting, after an unusual growth period, is
 to move the stock price into a trading range, that will make it easier for small investors to
 purchase round lots. As stated by Lamoureux and Poon (1987), ”this presumes an affinity
 for (small) round-lot trading”. In addition to these motives, Barker (1956a,b) also include
 greater diversification for small investors.


McNichols and Dravid (1990) find that split factors exhibit a function of pre-split share
 prices. This finding implies that managers have some preferred trading range in mind when
 issuing stock splits and the split factor will therefore increase as the share price increases.


They also find an inverse relationship between split factors and the market value of a firm’s
 equity.22 The authors suggest that a firm’s desire to keep its stock price in a certain range
 may outweigh its desire to signal inside information to investors. That is, a firm’s pre-
 split price and market value of equity explain more of the variance of split factors than
 information signalling variables, thus implying that the trading range motive outweighs the
 signalling effect.


21The trading range that management is targeting is, according to Lakonishok and Lev (1987), a function
 of market-wide, industry-wide and firm-specific prices.


22I.e., a higher market value of equity will result in a lower split factor and a lower split factor results in a
higher preferred trading range for larger firms.
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 Baker, Greenwood, and Wurgler (2009) introduce the theory of catering. The authors
 describe it as a behaviour of supplying more of a given characteristic valued by investors,
 even if the characteristic does not increase the intrinsic value. The catering theory of
 nominal share prices, i.e., catering through price management, therefore concerns supplying
 securities of different price ranges as a response to investor demand for such securities. The
 authors find splits to be more frequent and to lower trading ranges, when valuations for
 small- and low-priced firms are more attractive relative to large- and high-priced firms.


Furthermore, the authors find split activity to be a predictor of relative returns of cheap
 and expensive stocks, and small and large stocks at long horizons, indicative of a slow price
 correction.


Lowering the share price will draw attention to the stock (attention hypothesis). Ac-
 cording to Brennan and Hughes (1991), a manager with positive insider information has
 the incentive to attract the attention of research analysts through stock splits (similar to
 the signalling motive). A lower stock price leads to an increase of the commission earned
 by brokerage firms, as commissions are based on the number of shares traded. The man-
 ager will therefore seek to reduce the price in order to communicate the insider information
 most efficiently to the investors. Grinblatt, Masulis, and Titman (1984) further elaborate
 this through implying that the intention of managers is not to signal but to reduce infor-
 mational asymmetries and attract market attention, especially from institutional investors
 and financial analysts, thus reducing the price to a level that makes trading more profitable
 for brokers and provoking a share revaluation.


The trading range hypothesis is questioned by Branch (1985); Copeland (1979), who
 argue that transaction costs are an inverse function on the share price. Woolridge and
 Chambers (1983) show that the attention hypothesis does not apply for reverse-split an-
 nouncements, providing evidence to reject the attention and trading range motives.


We do not consider the trading range motive to be a motive of specific relevance for
 the long-term abnormal returns, as we regard the information implied by the trading range
 motive to be incorporated shortly after the announcement date. We are therefore more
 inclined towards the signalling motive.


2.1.4 Liquidity


A stock is said to be liquid if the shares can be rapidly sold in the market and if selling
shares has little impact on the stock price. Liquidity measures include trading volume,
number of shareholders, bid/ask spread, etc. Liquidity is a qualitative measure, and there
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 is not one definitive measure of liquidity that can exactly describe how liquid a stock is.


Anshuman and Kalay (2002); Bacon and Shin (1993); Baker and Phillips (1993); Schultz
 (2000) argue that managers frequently justify stock splits based on improved liquidity and
 marketability. There is, however, inconsistency in the perception of liquidity.23 Empirical
 studies use trading volume and percentage bid-ask spreads as measures of liquidity, whereas
 managers perceive liquidity in terms of the number of shareholders. According to Baker
 and Powell (1993), management views liquidity as the ease of selling shares with as little a
 price change as possible. Barker (1956a); Dolley (1933); Lamoureux and Poon (1987) are
 the only empirical studies that find consistency between managers’ perception of improved
 liquidity, namely increases in stock ownership and the number of transactions.


The conclusions on the effect of stock split on liquidity is contradicting. Kryzanowski
 and Zhang (1996); Lamoureux and Poon (1987); Maloney and Mulherin (1992) report that
 the number of shareholders and trading volume increase post-split, whereas Conroy, Harris,
 and Benet (1990); Copeland (1979); Lakonishok and Lev (1987); Mohanty and Moon (2007)
 find limited evidence of an increase in trading volume. Other research has found that
 stock splits actually decrease liquidity, as both bid-ask spreads (Conroy, Harris, and Benet,
 1990; Copeland, 1979) and return volatility increase (Conroy, Harris, and Benet, 1990;


Koski, 1998; Ohlson and Penman, 1985). Huang, Liano, and Pan (2005); Muscarella and
 Vetsuypens (1996) argue that by realigning the share price, the clientele is enlarged, trading
 costs are reduced, and the liquidity of a certain stock is increased.


Conroy, Harris, and Benet (1990); Copeland (1979); Lamoureux and Poon (1987) mea-
 sure liquidity using the trading volume and the percentage bid-ask spreads and find that
 trading liquidity decreases following a stock split. However, Lamoureux and Poon (1987)
 argue that there is no evidence that this decrease in liquidity is reflected in the ex-split share
 price. Murray (1985) finds that stock splits do not adversely impact the trading volume
 nor the percentage bid-ask spreads and Lakonishok and Lev (1987) find that there is no
 permanent effect on the trading volume following the stock split. Lastly, Baker and Powell
 (1993) also do not find evidence in line with the liquidity motive.


The literature on the effect of stock splits on the liquidity, and secondly on the stock


23The academic community does not agree among themselves, and the management naively use the liquid-
ity motive as one of their arguments for conducting stock splits. Baker and Powell (1993) show through
survey studies that managers use the liquidity motive as a reason for conducting stock splits. Thus, the
management disagrees with empirical findings since they argue in the survey studies that that volatility
will decrease following a stock split, whereas most studies find increases. This discrepancy is most likely
due to the different risk measures that the empirical studies have tested in order find a relationship be-
tween idiosyncratic risk and the stock split, and the risk measures that the management argue proxy for
liquidity and volatility.
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 performance, is inconsistent and inconclusive, which is mainly due to different perceptions
 of the liquidity measures. The liquidity motive is contradicting to such as an extent, that
 we find it questionable to apply this motive as a valid argument for conducting stock splits.


2.1.5 Summary


There are clear associations between stock splits and the performance of the stocks. There is
 overall evidence that stocks splits will be followed increasing cumulative abnormal returns.


The main motives for conducting stock splits are closely tied and not necessarily mu-
 tually exclusive (Ikenberry, Rankine, and Stice, 1996).24 Practitioners and academics have
 differing views on the motives, where practitioners are in favour of the trading range and
 liquidity motives and academics are inclined towards the signalling motive (Kadiyala and
 Vetsuypens, 2002). According to the seminal study by Fama, Fisher, Jensen, and Roll
 (1969), signalling and trading range motives have been the leading motives for stock splits.


Baker and Powell (1993) conduct an email survey targeting practitioners in the period 1987
 to 1990 and find, that the main reasoning for stock split is trading range motive, closely
 followed by the liquidity motive. All above-mentioned empirical and survey studies report
 that providing a better trading range, improving the trading liquidity, as well as attracting
 more investors, are among the most important motives for stock splits.


Thus, there is no fixed ranking of the three main motives for pursuing a stock split. The
 signalling motive is crucial in providing information to the market about the stock splits.


The trading range motive is similarly important in attracting attention to the stock split, but
 for our study is considered of less importance. The liquidity motive, although frequently
 favoured by practitioners, is contradicting, and therefore considered of less importance.


There are other motives, such as the tax-option and optimal tic-size-option, but they are
 considered of less importance for our study and therefore not further elaborated.25


24E.g., according to Kadiyala and Vetsuypens (2002) it is difficult to separate the stock split announce-
 ment return into the signalling effect and the liquidity effect at the announcement period.


25Examples of other motives include increased marketability of firms’ shares, conveyance of information
regarding superior investment opportunities, increased ownership base to avoid mergers, increased prod-
uct sales, and improved employer/employee relations (Bar-Yosef and Brown, 1977; Bellmore and Blucher,
1959). Additional hypotheses include the desire by the brokerage community to preserve commission in-
come (Brennan and Hughes, 1991) and a desire by managers to increase ownership by individual investors
(Lakonishok and Lev, 1987). Management may for instance prefer to increase the number of small in-
vestors in the investor base, i.e., investors who tend not to exercise too much control, in order to create a
more controllable ownership mix (Powell and Baker, 1993).
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2.2 Insider Trading


We will elaborate on the asymmetric information that insiders may exploit to personal
 benefit in section 2.2.1 and present the literature concerning insider characteristics in
 section 2.2.2. Next, we elaborate on the insider trading signalling literature in section
 2.2.3, how insider trading impact the abnormal returns in the following time period in
 section 2.2.4, as well as the literature regarding the timing and predictability of insider
 trading in section 2.2.5. We finish by elaborating on the regulation of insider trading in
 section 2.2.6.


As earlier described, insiders comprise a firm’s employees, shareholders, or stakeholders
 who have access to material non-public information. Insider trading entails trading activity
 conducted by these agents, and insider trading may include both legal and illegal trading.


2.2.1 Asymmetric Information – Impact on Abnormal Return


The empirical literature on insider trading concludes that insiders possessing special infor-
 mation can earn abnormal return in one of two ways (Kallunki, Nilsson, and Peltoniemi,
 2009; Piotroski and Roulstone, 2005). Firstly, insiders can benefit in cases of mispricing,
 where outside investors are applying inferior valuation models and/or biased judgements
 (Jenter, 2005; Piotroski and Roulstone, 2005; Rozeff and Zaman, 1988).26 Secondly, the in-
 siders’ access to private information about future cash flows allow the insiders to capitalise
 on future price changes (Huddart and Ke, 2007; Ke, Huddart, and Petroni, 2003; Piotroski
 and Roulstone, 2005).27


Veenman (2012) examines whether abnormal returns following insider transactions may
 be explained by insiders’ private information or by mispricing based on public information.


The author finds that purchase decisions made by managers are associated with positive
 future abnormal returns as well as with equity undervaluation, and the author concludes
 that the abnormal returns following insider purchases are reflecting both private information
 and a reaction to mispricing in the market. This conclusion is supported by Piotroski and
 Roulstone (2005) who find that ”insiders capitalize on both outside investors’ valuation


26Research shows that corporate trading activities is associated with mispricing (Baker and Wurgler, 2002;


Grullon and Ikenberry, 2000), and more specifically that managers repurchase shares (Brav, Graham, Har-
 vey, and Michaely, 2005), issue new equity (Graham and Harvey, 2001), or engage in takeovers (Dong,
 Hirshleifer, Richardson, and Teoh, 2006) in response to mispricing.


27Ben-David and Roulstone (2010) show that regulation of market participations has forced insiders to
trade partially on mispricing as opposed to trading solely on private information of short-term cash flow
news.
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 errors and their own superior private information when making their trading decisions.”


This asymmetric information between insiders and other investors implies that insider
 trades help push prices towards their fundamental values (Aboody and Lev, 2000; Huddart
 and Ke, 2007; Myers and Majluf, 1984). The price reactions will depend on the market
 efficiency, and according to Fidrmuc, Goergen, and Renneboog (2006) market efficiency in
 relation to insider trading can be viewed from two mind-sets, one assuming market ineffi-
 ciency and one assuming market efficiency. The first, assuming that markets are inefficient,
 argues that the price reaction to insider transactions is gradual, e.g., measured by using
 long-term Cumulative Abnormal Returns (CAR) for e.g., 6-12 months following the trans-
 action. Significant abnormal returns over the period is considered proof of superior insider
 information (Gregory, Matatko, and Tonks, 1997; Jaffe, 1974; Lakonishok and Lee, 2001;


Lin and Howe, 1990; Rozeff and Zaman, 1988). The second, assuming that markets are
 efficient, argue that share prices adjust rapidly to insider transactions. The supporters of
 this approach will most often measure the short-term abnormal return around the insider
 transaction, e.g., on a daily or inter-monthly period (Chang and Suk, 1998; Friederich,
 Gregory, Matatko, and Tonks, 2002; Jaffe, 1974).


2.2.2 Insider Characteristics


Cohen, Malloy, and Pomorski (2012) divide insider traders into informative and non-
 informativetraders, which the authors characterise as”opportunistic” and”routine” insider
 traders, respectively.


Routine insider traders are identifiable and predictable, and their trading habit is there-
 fore not directly informative in regards to future stock returns. They may never the less
 be indirectly informative, if they are able to influence the timing of the stock splits (cf.


section 3.2). Routine insiders may sell due to diversification or liquidity reasons, and pur-
 chases can occur e.g., as part of bonus schemes. By identifying routine insider traders, the
 authors are capable of excluding uninformative signals. In this way it is possible to isolate
 the information-rich traders that the authors find to contain all of the predictive power in
 the insider trading universe. A portfolio strategy based on routine insider traders yields
 an equal-weighted abnormal returns of 43 basis points (statistical significant at 10%)28, 29
 whereas a portfolio strategy based on opportunistic traders yields 180 basis points per month


28One basis point is equivalent to 0.1 percent.


29A portfolio strategy based on routine insider traders yields a value-weighted abnormal return of -20 basis
points (statistical insignificant).
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 (statistical significant at 1%).30 Opportunistic trades are also statistically significant after
 controlling for size, book-to-market, previous year returns, and date fixed effects. Although
 statistically significant, it may still be difficult for investors to interpret informativeness
 of insider transactions, as other motives such as liquidity and diversification, as well as
 regulatory issues will affect the timing and reasoning of insider trades.


Prior research finds that managers in some cases behave opportunistically around stock
 split announcements for personal gain (Devos, Elliott, and Warr, 2015), and that oppor-
 tunistic insider trading conveys information that the market has not taken into consid-
 eration. Such opportunistic insider traders can predict future firm news and firm events
 (Cohen, Malloy, and Pomorski, 2012).31


Devos, Elliott, and Warr (2015) examine the trading behaviours of CEOs in the 20 days
 around a stock split. The findings indicate opportunistic behaviour, and the CEOs are
 characterized as opportunistic traders. The opportunistic trading behaviour is indicated by
 trading showing significantly higher levels of buying before the stock split compared to after
 the stock split (64% vs. 36%), and vice versa for the levels of selling (35% vs. 65%). It is
 also evident from the study that the level of trading around stock splits is approximately
 four times higher compared to the trading in the prior year for the same calendar time
 period.32


Baesel and Stein (1979); Seyhun (1986) consider all insiders in differential management
 positions, and find that they possess different private information and hence earn varying
 abnormal returns. However, Jeng, Metrick, and Zeckhauser (2003) do not find that top
 executives earn higher abnormal returns compared to other senior-level employees. Fur-
 thermore, subsequent research indicates weak evidence of opportunistic insider actions by
 non-managers (Cheng and Lo, 2006; Ke, Huddart, and Petroni, 2003; McVay, Nagar, and
 Tang, 2006), which is contradicting Cohen, Malloy, and Pomorski (2012), who find local
 non-senior insiders to be the most informative insider traders.33


30A portfolio strategy based on opportunistic insider traders yields a value-weighted abnormal return of 82
 basis points (statistical significant at 5%).


31In addition, Malmendier and Tate (2005) show that the CEOs in their study sample engage in irrational
 behaviour by keeping vested and ”in the money” (ITM) options beyond rational threshold due to overcon-
 fidence in the future performance of their firm.


32The authors are not capable of testing the intent of the CEOs, prove the existence of grant backdating,
 nor find evidence of whether the timing of grants is merely used for bonus schemes.


33According to Cohen, Malloy, and Pomorski (2012) the opportunistic local non-senior traders can be char-
acterised in the following manner; 1) they tend to have longer tenure at the firm than the average insider,
2) they are likely to be from geographically concentrated firms, 3) they are likely to be from poorly gov-
erned firms, and 4) they come from firms with more product offerings.
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 In order to isolate the routine traders in their study, Cohen, Malloy, and Pomorski
 (2012) analyse the traders’ past trading history, more specifically the patterns in timing
 of trades. The authors consider insiders as insider traders with three years of consecutive
 insider trading. This classification procedure requires three years of past trading history,
 which limits the sample to about one-third of their entire sample of insider transactions.


All insiders with three years of past trading history are then characterised as either routine
 or opportunistic traders at the beginning of each year. A routine trader’s trading pattern
 is characterised by trades occurring in the same month during at least three consecutive
 years in a row. Opportunistic traders include traders that engage in three consecutive
 years trading, but without a distinct past trading pattern. The classification used in their
 analyses is further elaborated in section 4.1.4, as it is also used in our study. Cohen,
 Malloy, and Pomorski (2012) classify roughly 64% of insider purchases and 52% of insider
 sales as routine trades; hence, 36% of insider purchases and 48% of insider sales are classified
 as opportunistic trades. Overall, trades made by routine traders comprise 55% of the total
 sample, while trades made by opportunistic traders represent 45% of the total sample.


The returns of the opportunistic portfolio continues to rise for roughly six months fol-
 lowing the classification and trading month, and then levels off, implying no future reversal
 (Cohen, Malloy, and Pomorski, 2012). This indicates that the market is not efficient in
 fully incorporating the information from the trades of opportunistic insiders. Lastly, the
 authors find that only the trades of opportunistic insiders have predictive power of future
 news announcements about the firm, being mostly shorter-term news.34


Scott and Xu (2004) characterise insiders in a different manner compared to Cohen,
 Malloy, and Pomorski (2012). The authors divide insider sales into information-driven
 sales and sales driven by liquidity or risk-reduction needs. The authors conclude that large
 insider sales that account for a large percentage of insiders’ holdings, predict significantly
 negative future abnormal returns, thus characterised as information-driven sales. In con-
 trast, small sales that account for minor percentages of insider’s holdings do not predict
 poor performance, but are instead correlated with significantly positive abnormal returns.


The authors argue that when insider sales have positive information about the firm’s future
 prospects, their insider transactions will be small in volume and account for a small part
 of their holding, while negative information will result in larger insider transactions and
 account for a large part of their holding. Furthermore, the authors find evidence for the


34Examples of future news announcements of the firm are future analyst recommendations, future analyst
earnings forecasts, future management forecasts, and future earnings announcements (Cohen, Malloy, and
Pomorski, 2012).
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 fact that the larger the percentage of shares owned, the larger the magnitude of excess
 returns. Furthermore, Han and Suk (1998) find that the abnormal excess return at the an-
 nouncement date for stock splits is positively related to the level of insider ownership. This
 relationship is strongest for small firms. The authors argue that since stock splits signal
 management’s insider information, the credibility of the signal is enhanced as the level of
 managerial ownership increases.


2.2.3 Insider Trading Signalling


There may be several reasons for insider trading to occur. It could e.g., be due to change
 in wealth and consumption preferences, diversification (portfolio rebalancing), increased
 liquidity, or tax considerations (Cohen, Malloy, and Pomorski, 2012; Elliott, Morse, and
 Richardson, 1984). Insider transactions communicate new private information to the mar-
 ket, even if preceded by firms-specific news, because insiders do not represent the typical
 investor (Fidrmuc, Goergen, and Renneboog, 2006). The authors find that insider trading
 signals are considered credible signals to outsiders, since they are costly to the insiders as
 they put their own wealth at stake and bear the risk of holding a non-diversified investment
 portfolio. We, however, believe that this finding oversimplifies the situation. Insiders are
 not just employees of the firm, as the findings of Fidrmuc, Goergen, and Renneboog (2006)
 primarily relate to, but they can also be characterised as either a significant shareholder35
 or a stakeholder with access to material information (Seyhun, 1998). The shareholders with
 a large holding in the firm can for example include institutional investors that will easily
 be able to diversify their portfolio despite engaging in insider trades, and they typically
 invest on behalf of other people. Therefore, we argue that the insider trading signal may
 be stronger for employed insiders, as they increase their firm specific risk as they are both
 employed in the firm and furthermore invest in the firm.


Academics in favour of legalising all insider trading argue that insider trading contributes
 to more informative stock prices, as their actions reveal the firm’s true value (Carlton and
 Fischel, 1982; Leland, 1992; Manne, 1966). Accordingly, they infer that market professionals
 devote fewer resources to collecting information once they know that insiders have supe-
 rior private information, and they tend to replicate the insiders’ actions. However, critics
 emphasise multiple consequences by allowing all insider trading to take place: informa-
 tion asymmetries widens, investments are discouraged (Ausubel, 1990), and stock market
 participation and liquidity decreases (Leland, 1992), and adverse selection problems occur


35A shareholder with more than 10% ownership in the firm.
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 alongside inefficient corporate behaviour (Manove, 1989).


According to Bettis, Vickrey, and Vickrey (1997); Fidrmuc, Goergen, and Renneboog
 (2006), it is important to consider the difference in information and signalling value between
 purchases and sales of shares. While an insider purchase conveys positive information re-
 garding a firm’s prospects, information from an insider sale is less clear (Bettis, Vickrey, and
 Vickrey, 1997; Fidrmuc, Goergen, and Renneboog, 2006). An insider sale can convey nega-
 tive information about the firm’s prospects, but it can also be less informative if the motives
 for trading are personal consumption, diversification, or liquidity needs (Jeng, Metrick, and
 Zeckhauser, 2003; Lakonishok and Lee, 2001; Ofek and Yermack, 2000).36, 37 In general,
 insider purchases are typically associated with positive future abnormal returns, whereas
 insider sales tend to predict smaller, sometimes insignificant, future abnormal returns (Scott
 and Xu, 2004). Jeng, Metrick, and Zeckhauser (2003) find that insider purchases consti-
 tute positive abnormal return of more than 6% per year and insider sales do not earn any
 significant abnormal returns.


Cohen, Malloy, and Pomorski (2012); Jenter (2005); Lakonishok and Lee (2001); Pi-
 otroski and Roulstone (2005); Rozeff and Zaman (1988, 1998); Scott and Xu (2004); Seyhun
 (1992a) find evidence that top managers exhibit contrarian views on the valuation of their
 own firms, thus affecting both private trading and corporate decision making.


2.2.4 Abnormal Returns Around Insider Trading


Several publications show that insiders can earn abnormal returns through insider transac-
 tions (Betzer and Theissen, 2009; Chang and Suk, 1998; Fidrmuc, Korczak, and Korczak,
 2011; Finnerty, 1976b,a; Friederich, Gregory, Matatko, and Tonks, 2002; Givoly and Pal-
 mon, 1985; Hillier and Marshall, 2002; Jaffe, 1974; Jeng, Metrick, and Zeckhauser, 2003;


Lakonishok and Lee, 2001; Lin and Howe, 1990; Lorie and Niederhoffer, 1968; Pope, Morris,
 and Peel, 1990; Pratt and DeVere, 1978; Rozeff and Zaman, 1988; Seyhun, 1986, 1992b).


Previous research has concluded that insiders possessing special information can predict
 the development in share prices six months subsequent to insider trading (Glass, 1966; Lo-
 rie and Niederhoffer, 1968; Rogoff, 1964), and that the returns of insiders exceed market
 returns (Glass, 1966; Rogoff, 1964).38 Similarly, Lorie and Niederhoffer (1968) find that a


36Insiders receive a large portion of their shares through initial ownership and stock grants (Cohen, Malloy,
 and Pomorski, 2012).


37Furthermore, insiders often conduct option-related sales of shares to pay taxes (Linney and Marshall,
 1987) and insider purchases are likely to be due to revaluation of future cash flows (Seyhun, 1986, 1992b).


38We apply a similar methodology as Glass (1966); Lorie and Niederhoffer (1968); Rogoff (1964).
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