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- - . - 
This stucty examines ma~gement reaction to the exposure draft to 

stamkt of Financial m u n t i  d No. 52- (SFAS #o.- 521, 

. b@nY h g e r s  had associated -Statement 

of ~i -& kcmmting &z:d Umber 8 (SFAS No. 8) 

- - 

s - 7  with imeased volatility in reported earnings. 

These mamgers'believed that the increase in volatility lowered stock 
a 

pi-. JI!b-d~&t ~ u S F B S N ~ ,  5 2 -  FssuedLyrtkFinancid. 
, L. 

Accounting ~tandards Board f FW3) as a direct response to the outcry 

againkt SF'AS NO. 8. Qpi-1 ~larket participants thus expected the.,~v 

Standard to r&uce this alleged volatility in reported earnings and 
- 

impbove st- &ices. Hovever, company-spec1 f ic f i m i a l  impli&iom: , 
- - + - - - -- - - - - -- - - - - - -- - --- 

priwte infomation possessed by the managers &other insiders. A 

1 

If mamgers believed that increased stability'of reported earnings 

vould lead to higher stock prices, then they & the incentive to be 
net-buyers of their f imts stock. The primary hypotksls thus states 

that insiders of atultinatio~l corporations (MlCsr)Pvhich in 1981 - 
svitched frm the t ral to the Oxrent rate method <of translation Y 
engaw in abno-1' net buying upon thk release of 'tk exposure draft. 

2 
' t ;, 

d& is a n  event stldy using a sample size-of 18q:PHCs ' %- x ; 

and using daily voluae data. The event is the rCJw-eAdate of the j, & 
revised exposuxe draft of SFBS' No. 52. A dross-section& analysis is 

then performed to determine the extent  to which the obseNed insider 
rn * 

P 

-. . . 
iii i .  

I - 



The results of the event-My provide support for the net-buying - n 

-- 
hypothesis. They shov that imlders of the P a n ~  that adopted ~FIE No. ,. 

-. 

52 in 1981 engaged in urrellpect ly higher levels of stock -1- 
1 T e 

trading upon the release of the exposure draft. The.~e~ults of the 
- - 

aossaectlorrar analysis are mixed. While the kiables leverage and 

Control-type enter with the predicted sigm, the wriable Slze does- - 
i nqt . The overall association between company 'variables and detected 
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9 

8 to SFAS Nof 52. Speclfkally, it f+) ana1yu3 the vol\.re of . 

m i t i e s  traded by corporate insiders to determine - i f  they engaged in 

draf to 9PAS Ha. 52# 'a@ ( 2 )  e-im the c k n t  td vhich the detected 
insider trading behavior could be explained by firm characteristics 

r 

(f inn size, feverage, and mtrcfF-typ) . 
t " 

The blame of this chapter is divided into t k  following 
. 

sections: (11 Overvlev of the Study, ( 2  f Hotivation for the Study, ( 3 )  
.Lp 

~tateprnt of t& ;e*1a, ( 41  Significance of the m y ,  arij ( 5 )  

from foreign countries, WCs first have to cmmrt the statemerrts Into 



mrican dollars usinq a given rate of exchatlge. kevler, since a 
B 

major pnpose of financhl reporting is to provide &able r' 

information to investors, a single translation e t h o d  vould be required 

of all ).HCs. Reallzing such a need for a corason foreign currency 

Z 4 

translation a d  incf- translation gains and 1- in determining 

. their operating i n r o .  Huuever, SFW No. 8 was severely criticized by 
b 

management who had to adopt it (miffin, 1982). They believed tht 

d' ~impleme ng SFAS No. 8 caused volatility in reported earnings (Kelly, 

19851, vhich led to lower stock prices (Choi, & Worthley, 1978; 
- - 

Stanley 6 Stanley, 1978 1 . 
Subsequently, as a direct response to t k  uiticisnrs, the Board , 

.,issued the exposure draft to Statemeent of Finaxial Accounting Standard 

(-1 No. 52, Poreisn C u r e m  h a m l a w  on Atmgtrst 28, 1980. Among 

other things, the expmme'draft allowed: (1) foreign subsidiary 

"r financial statements $0 be stated in the subsidkazyts ufmctimal 
B 

m e n & '  'ad then translated into U. S. dollar using the current rate, 
'4 

- 

and (2  1 mCs not to report tramlation gai3s;and losses in current 
s 

incoare. 

'Phe concept of functional currency was not adequately def lned in 

the e m u r e  draft of August 28, 1986. I; most cw=s it was 
L 

erroneously presumed to be the currency of the country vheze a 



t 
i 

I 

sutrsidiary is 1-ted 

This led to conmion 

maintained* their bobks %way fraa the site of their operations. . 
% #'- 

?he Bmra responded b y p u i n g  tk Rev- t o  totebent  
0 

of Fi mi& &manking Standard No. 52, on June 30, 1981. 

The revised exposure draft (the exposure &afi to S ' N o .  52, , 
- 

hereafter) defined functional currency as *the of 

tes and w t e s  net OH. 

111 abditlw, several Extors to be considered in determining a 

mlctfml cmm&my %ere 

authority to detfde m a 

* f 

After deciding on a 

for -.niaMgers to estkte 

of the s 

subsidiary's functio~l ctsrrerq. 

~~bsifiiaKY'~ functio~l currency, Jt vas easy 

the likely company-spcific f i m i a l  h p c t  i 

However, it remained difficult for nm- 

insiders to f out the relewqtt functional currency and thereby the 
- - -  - - - - - - - - - 

possible financial implications. Thk, insiders eould knefit from 

their advance knouledqe of t h ~  relevant' functiund currency and vben 
S 

their particular c-nits m l d  adopt SFAS No. 52. Moreover, .anagers ' 

had the discretion to adopt SF'?& NO. 52 early in 1981 (in non- 

inflationary areas) or tp wait until 1982 or 1983 vhen it 

mandatory. Finally, their easy access to conplrt~r ream% prwlbea thesr 

vlth the details of the specific fi-ial i.plietlons of &*adoptlon 

when it happned. In su, to tbe extent that an early Lnovledge, of 
3 

translated f inaxial statements of foreign suhsidfariK&itute 

trsdable infomation insiders definltkly had an'-- in comction 

vim SFAS No. 52. The question is to h t  wee can orre detect 



i 

... on their inside accounting ,information' (Larcker, Reder, .b Simon, 1983; 

P e m ,  1985). Also, vhich adopted SFAS M. 52 in 1981 generally 
L - did so for profit motives (Ayers, 1986; Gray, 1984; Griffin, 1983). 

Thus it is possible that insiders might have traded m the potential 

implications pf SFAS No. 52. Specificallyi since No. 52 implies more 
, 

favorable financial ratios as a whole, its announcement could be " 

associated vith net buying behavior. This study empirically 

investigates t b t  pibility by examining the insiders' s;tock trading 

behavior upon the release of the exposure draft to SFAS No. 52 on June 
- 

30, $981. 
\ - 

Foreign Currency "hamlatian Information 
. . 

- 
In the last tvo &&a&, nmst qiri-1 s-ies of foreign 

Efficient . m r k e t  mthesis ( B f H )  h i c h  states t h a t  the stock market 



reacts quickly to publicly adllable inforatloo, are quickly than to 

privately held Information (the strong-fom of the hypothesis) (Hilbr 

6 YU, 1979j. According to Earn (IWO), an efflclent capital m k e t  1s 
, 

one in which (1) semzity prices fully reflect all relevant a ~ i l a b l e  
1 

information, ( 2 )  security prl- react imtantane~lsly and unbiasedly , 

9 to new informnatbon, am3 (3) no one earns unexpcted high re- 

consfstenfly. B-et is, if the change in the starzdard carries any new 
I information, market will, quickly and unbiasedly, impound it' in 

5 
s"efttrity prtaes. 

Unfortu~tely, there have &en conflicting price-related results 
h 

vith regard to forefgn currency translation. For example, using 
? 

non-standardized residuals, Dukes (19781, found no significant price - 

d 
- 

reaction to SFAS No. 8. Zelbart and'Kfrn (19871, 'on the other hand, 
.. 

using standardized cumulative average residmls, fo- statistically 
- - -- 

s'ignificant market reaction to the sarrie standard change. Zeibart and- 

Kim have attxibuted the conflict in the results to differences in the- 
2- 0 

methods used. Wvertheless, this conflict casts some doubt'on the 

efficiency of tk &apital v k e t  (even in the seni-str6ng-form) vhen it 
-5 

comes to IPnpourding infonation from foreign currency trans3ation, 

An 

aver age 

predict 
a- 

important as@ 

market rea&im 

of -market reaction studies is $hat only 
z3 

market reaction (e.g., Dukes, 1978; Markin, 1978; Stsank, . 



- - - - -- - - - 

- - 

I 6 L-- 

Dillard, d W d e ,  1979; Zeibart & Kim, 1987) prmily look at how - 
various capital m k e t  participants (professiom1 security analyst, - 
colla~any insiders, --time wive investor, etc.) react to a change in 

amounting rules. These sMies do not provide insights into the 

reaction of individual irrvestors to changes in accounting standards. 

Individual investor zwction can be gauged by charqes 'in security 

trading volume: &aver, (1968) clarified this point as follows: I ,  

is that the foraser reflects changes in the expectations of the 

market as a whole uhile'the latter reflects changes in the 

expectations of individual investors (p. 69 1 .  

Insiders ' - investment decisions influence those of non-insiders 
-- --7 %. 

- -- 

(Baesel & Stein 1979; Givoly & hlmon,  1985, P e m ,  1982, 1985) ; 

provide further i1-15ight.s into h w  a change in the accounting rule would 
% - 

afiect prim structure. For the present study, nimldersn conslst of 

corporate officers, directors, and large stockholders (Givoly & Pa,lmon, 

The reactions of m a r m p e n t  t o  

keen studied previously. Available 

SFBS Ho. 8 ard SFAS No. 52 have 4 - 
results *- show Wt nt either 
2 



'lobbied SFAS No, 8 to influence it before irg n b t  ion (Kelly, 

1982, 19851, and/or carried out changes in their firhncing or operating 
.?a 

practices to counteract the anticipated negative i m p &  of the Standard 
= 

.' 
~~, Folks, h Jflling, 1978; Shank, Dill.d,.& Hurdock, 1979). 

Studies examining manqenent reaction to SFAS No. 52 have generally 
- - - 

fmwed on the detersinants of manqments' &oi& betvetn early - 
% 

/ ( 

adoptJon of the Standard in 1981 and adoption when the rule became 

d t o r y  in 1983. Pfurfraization of reported earnings, and therefore 

the of the f im, has been fourd to be the na jor 

behird the mawgersf cbi- ('see for example, Ayers, 

Qif f in, L983), 

t .  Etut mxhizing t k q  value of the firm leads to 

wv 
- --- 
- 

driving force 

1986; Gray, 1984; 

f .  

the vealth of all k n  stodchol&rs. While the aaaMger is hired to -- - 

.. 
h i s h e r  pers-l wealth (See Griffin, 1982; UatQ & Ziaaem, 1978). 

Thus, earlier stdies have looked at the xamger as a passive- 

participant in' the capital market, one who irdirectly influences the 
U 

0 

market by providing fi-ial statements, Later st;tldies h v e  

incorporated 'the assmption that ramgers operate to ~laxhize their 
a 

qsonal wealth. mgers, *=re, need to be viewed as direct, 
L- 

active, and selfish participant& of 'the capital ruket. 
3 

d 
- 

.The purpose of this s t d y  is to examine the reaction of insiders - 
im the' foreign currency translation accounting standard w. 
\ ? 

. - 



No. 8, &cwtinct for the of F o r e i e  - 

jeccllmrded the teqoral method of translation with the fol&ylng ~ j o r  

be t r a r r s l a ~ d  historical rates prevailing at the time 

of their acquisition. 

Monetary assets and monetary liabilities (incllding the 

1or)g:texm debt) be translated using the rate prevailing 
\ 

on'the financial &ateBlent date. 

process mst be included in the current i- s t a m t  

l i .e. be recognized i-iately whether realized or not), . * 
Translating inventory and facilities at the historical rate, and 

'the long-tern debt at the current rate, vould typically lead to a net 

lonetary liability @sf t ion (an account ing exposure ) . A net monetary - 

liability pasition vas a major issue for those cmpnies which had 

~ o r t d t e l ~ ,  the slgnif 1- of translating the inventory adx& 



Wtodrfguez, 1977). Iff$ a strong dollar against other currencies, it 

becaPPe relatfvely -per to f i m  a net monetary liability 'p"ltiW 
from a foreign currency translation. $ 

What tume8 out to be a more serious criticislt against SFAS No. 8 - 
vas the requiresent to incl;de the exc&qe gaim and 1- in the 

T 

determination of current i-. Prior to the nev Pule, mmy FWX"ased - 

to recognize exchange gains only when realized. Others netted the 
m 

g+s against the 1- anl deferred tk renal& (wing reserve 

-, 

volatility of reported earnings {Griffin, 1982; Kelly, 1985). Jases 

S h e d  (1976), President of Sea Containers Inc., illustrated the, 
T 

probles of earnings vohtf lity as follows: 

Our first quarter 1975 pre-tax earnings from operations e r e  up 
-- - - - - --- - - - - - -- - 

17% over the par earlier period, but our net earnines after 

e x m - g a k r s  ar@ - losses were up a stagger1r-q 192%; we are 
3 

-- -.. 

obliged to- report earnings z ~ ? G - + & a t  don't exis t  (p. 3 0 ) .  
, T- 

firm required to adopt the Stamlard (Cltoi e t  a l . ,  1978, p. 81; ~t-anl'ey 

A 

star&d, ard called fo r  ~3301 changes in foreign m e r r y  practIcesw * 





, * 

A popular b e l i e f  

redUc$ the volatility 

a favorable ilepact on 

-gay, 1983) : Kelly 

CL - 

that the adoption ok & No. 52 vould (a) 

of reported earnings and, therefore, (b) ~ e a d  to 

the st& of the firms afhzted 

( 1982 ) , argued that mamgement Is 

accounting standard that increases the variability of 
P 

depnds on -ntts attitude tovards risk. Also, 

that, vhile a risk-averse mamger is likely to oppose 

L 

(Dukes, 1981; 

reaction to an , 

- - - - - - - - - - 

reported earnings . - 

\ 

Kelly asserted . 
it, a 

riskseeking manager is likely to support it. This study therefore 

assds that all &rs are risk-averse for the follwing reasons: , 

(1). the research cited earlier in the study provides evidence that - 
managers in general vere qps& to SFAS,No., 8 errainly because it 

w 

increased'the volatinty of reported earnings allegedly leading to 
1 

-tl& evaluations of k.he f ira; and ( 2) vowtile earnings affect thh- --- 
compensation contracts of laanagers. 

Generally, insiders of f i~lps~ have been' found to possess and trade 

on compny inside information in &ral (Baesel h Stein, 1979; 
- t 

Fimerty, 1976a, 1976b; Jaffe, 19741, and on accounting information Prt 

particular (Lardrer, Reder, 6 Simon, 1983;  em, 1980, 1982). perm& . 

(1985) argues t ha t  vfiile "the& is little theory to indicate vhatt, 
, 

aspect of insiders' trades relates to the infomation they possess, ... 
-1 . - 7 - 

Ithey) ostensibly ... hq ~hen they have lfaprablel infqraation and 
- 3 -  

sell vhen they 'have !u~favorabie@ informationn '(p. 5 ) .  m Y  

off lcfals are 

oppr tunf t  ies a& easier access to fur& to process that infamati* I 



than outside investors (Horse, 1980 ) . This assmotion bas si&ulated 
7 

interest 0.f non-insiders in the trading activities okinsihers . 
Givoly and Palmon (1985) confirm the existence of such interest as 

f ollovs : 

It is vi&ly accepted that insiders a,ctivities generate 

interest and increase the trading volume of their market 
'l 

grticipants . Most financial analysts keep track of insider 
trading, and ST advisory services specialize in' gauging 

i n s w  transactions. Financial journals and newspapers are 
I 

0 

preoccupied vith trends in insider trading. ?he &J1 Street 

J o u r a  alone published not less than 50 articles and reports 

dealing vith insider tr&inq during 1979 and 1980 (p. 70).- 

According to the ~ b ' s  Statement of Financial Accounting 

Concepts m. 1, 1 

-, (1978), a mjor objective of financial accounting is to 

provide information that may help investors make their investment 

decisions. Because some investors. base their investment dedisions on 

the trading activities of insiders, a &udy of insiders provides a step 
- 

toward improving -invesbnt information for investors. 

By influencing the inw-nt decisions of non-insiders, insider 

trading activities affect the allocation of capital ard income, the - 



integrity of the secmity market, ard social welfare. Thus, the 
> 

accounting the imrest38eni c m i w ,  arrd public p o l i q  

> 
switch fsun SFllS No. B to SPAS No. 52 

b 

Lnotkr lotlvatlon 'for thls s a y  is to deviate the plst 

trend of research oli foreign ctnrency translation 
*.. 

p treated as inactive participants in the l a r k e t .  mls s M y  treats 

' The 1-pose of this s t d y  is to find- out i f  the magnitude of, 

insider trading vol- $ing the test period ras%soqlated with 

selected c-y attributes ( s ize ,  leverage,and cmtro -type) c m l y  
3 A - t 9 

hypothesized in the l i testme. Identification of such relationship 
= 7 

I 

differ across HW3 in the future. 



explain the detected imlder  trading b e ~ v l o r  during + the test dates. 

The rest of this study is divided in to  four chapters. Chapter Ii 

revievs the relevant literat e and develops the research hypotheses t o  - I 

Ih 
f' 

* be tested. Chapter 111 dJscuss% the research design and mel%ods used 

t o  tat the hypotheses. -pier IV presents ard~analyzes the enplGl 

results, ard Chapter P. d i s c u s e s  the results & their loplletlons. 



- -- 

This cfiapter rwfevs the empirical research and the t h e ~ r e ~ l c a l  

developrent relevant to  the issues discussed i n  mpter I .  It is 

divlded into the follwing five main-sections: (1) Translation and 
\ 

Reporting Probfens Prior, to SFAS No. 8, ( 2 )  SFAS No. d~tudies, (3 )  

SFAS NO. 52 Studies, (43 Insider Trading Stdies ,  ard (5) Coerpany 

P acteristics and m g e n r e n t  Behavior. Each of these sections 
I 

reviews relevant p r e v i 4  research and based op those reviews, teslable 

hypotheSes are developed. The final section surrmarizes 

generated. 

the .hypotheses 

TRANSLATICN AND FZPPCRTIMG- PRIOR TO SFAS No. 8 

Prior to introduction of SFAS No. 8 by the Financial Accounting 

Standards Board i n  Clctokr 1975, e two controversial issues: 

the best method for translating firancial-statrents - 
\ 

The follwing four k t h c d s  of foreign m e r s c y  trmlation were 

o p t i o d o f  reporting translation &ins or 1-s in the bal- sheet or 



' ?  4 in the i m  statezent, Apperdix A provi -more details about these 

translation =thuds. Thus, studies in foreign currency translation 

prior to SFAS No. 8 primify aralyzed the problem associated vith the 

existing translation methods, and suggested alternative vays of 

overcoming such prublems. Connor (1972) compared the different methods 

of translation at the time, and expressed concern over kNCsf potential 

manipulation of earn1rq.s with the use of different translation methods. 

L 

. C o m b s  am3 lfcmghtrn f1973) stnmmrhed a strrvey by t h  Financialk 

Executiveq Institute of 45 )IPCs based in the U.S. The results of the 

survey shoved that lM3 did not cornply vith the prevailing translation 

stanjards. Cwbes and Hoqhton recommend-ed that a new standard be 

intrduced. It vas such discontent vith the existing translation and 
i 

reporting corditions that led to the intrduction of SFAS No. 8 in 
- 

SFAS No. 8 S?UDIES - 

, 1 rite' major qirical studi on SFAS No. 8 have examined market 

reaction and/or corporate lsa~gement reaction to the standard. While 
t 

capital m s r k e t  reaction has been studied through security price 

c-s, corporate mgement reaction has been gauged through the 

j various s t e p  that managers take to influence the impact of the 
i 

- Standards h i o r e  or after they are adopted. For exa@Ie, lobbying vas 



influence or prevent the .-nt of 

in exchnqe risk -nt 

the impact of the i~lemntation of 

f Lrm. 

practices 

SFAS No. 8 on the ~ l u e  of the 

.. 

I 

and implementatiqn of SFAS No. 8. He cortlpared the monthly returns of 

m- vith those of similar domestic El- .  He carried out three 

different tests covering different stability levels of exchange rates: 

(11 January 1968 to Decmkr 1969-a period of relative stability in 

foreign exchange rates; ( 2 )  January 1970 to Decersber 1974-a period of 
- - - 

1 
vide variability in foreign exchange rate; and ( 3 )  January 1975 t o  

Dec9mber 1976-a period during which the standard rsas issued and first 

Fmpfenrer$ed. Althwjb Dukest study did not directly exagfne the 
5- 

-t ' 
informatioral i on tent of any specific accounting numhrs resulting from 

the nev starrdard, the results of the study s M  no sfgnificant 

difference in returns htwzen  the maltinational firms ard the drrrwtic 
t 

fi- Tk stdy concldld that SFAS No. 8 had no statistically 

Markin (1978) ewnrined vhether the issuance of SFAS No. 8 led to 

- 

firms over five wricds in time. The first grwp uere t)E H((3s vhich 
, 



group Ere those f Lrrr that vere mderately sensitive to the i m p $  oi 

SPAS No. .8; and the third uas a control group ot tracking firrs. 

&served behavior of these fins1 securities vere tested during five 
: 

periods of varying degrees of floating intensity: (1) January 7, 1970 
+.. , 

to ~ - t  14 1971 uas a *period of lxedn- exchange rates; ( 2 )  Augu!3t 

25, 1971 to March 21, 1973 was a ntransitionw perid; ( 3 )  April 4, 1973 

to October 15, 1975 m a "f loatik vithout SFAS No. 8" perid; ( 4 )  

expected perid; (51 April 7, 1476 to W c f r  1977 was a floating 

"after SF$S No. 8" period. Using veekly data and the m k e t  model, 

m k i n  found that SFAS No. 8 had an impact on the prices of mt, 

shares in t h e  ns=ensitivem group during the wafter SPBS No. 8" period. 

These fird4ngs led him to concLde that the share prices in the 
f f 

sensitive gruyp were depressed - by an increase , in their perceived risk. . 
L 

Shank, ~iilard, and Wdodr (1979) investigated, -ng other 
' 

things, v2lether the W i o q  of SFAS hto. 8, in the absence of any 
5 

change in the unde~lying ecomPic factors, had an ispact on the 

security prices of thee WCs vhich adopted the Stardard. They defined 

change in underlying ecomnic factors as mamgements* change in their 

deferral practices'fror pre-SFAS No. 8 practices. In &her wrds, they 



(from C/MC t o  tempral); (3 )  SFllS No. 8 required change of deferral 

practices only; and 4 4 )  SFAS Ho, 8 did not require a change of either 

t ranslat ion method or deferra l  practices. 

Finns in the f i r s t  three categories were expriment.1 firpps and 
- 

were mtc@d with control  fims i n  category four by industry, size an3 

r i s k  class. They formed experimental and control portfolios and 

performed thee different  tests around the release date of SFAS No. 8 

for  differences in reaction t o  SFAS No. 8 betveen experierental and 
0 

control f i m .  The authors examined (1) hov betas  changed before and 
J 

a f t e r  t h e  release of SFAS No. 8, t%ir hypothesis being t h a t  the  higher 

the beta, the higher the stock price (to caaperrsate the high r i s k  

associated v i th  the stock); (2)  levels of change i n  average sample 

and ( 4 1 any chancpe in the *priceeami ngs ratids. They reported the 

following results: (1) all post-SFAS No. 8 betas vere higher than the 

pre-SFBS No.8 btas. Mosaever, the di f fe ren t ia l  increases vere not 

s ignif icant ly  different a t  the 5% level.  (2 )  the disperskm of the  

average 4 beta of experimental firns declined & such as that of the 

control fPnns. ( 3 )  The returns of fir_ms affected by No. 8 vere not 

s ignif icant ly  1- than those of contrc4 firms. ( 4 )  T k  prim-earning - 
- 

ratice of thes experimntal  f i n e  declined as arh as did tho& of the 



evaluate the results of past studies which had generally failed to 

detect significantly negative m k e t  price reaction to the issuance of 

SPAs No. 8. Working with a sample of 286 &, they classified those 

firms into ni_m group based on the methu3 of foreign currency 

reporting used prior to No.-8. Rtey also identified ten events . 
& 

vhich psec&ed the Issllance of both SFAS No. 8 a& S F '  No. 52 (the 

first 3 being directly related to SFAS No. 8 ard the last seven to SF'AS 

No. 52). To test the w k e t  reaction to SFAS NO: 8, they computed the 

. average standardized d a t i v e  abnormal returns (SCAR) for each of the 
* .  

three test periods over a period of s i x  v e e k s  prior to the veek of the 

combined across all three test periods vas -3.3557 ard II& 

significant at ,001 level for a om-tailed t-test. They concluded 

EMns, Folks, and Jilling 11978) used a questionmire to study 

mmagearentsl reaction to the e-nt of SFAS No. 8, Using a sample 

of 156 multinational firms, the authdrs found t& m g e = s  reacted to \ 
SFAS No. 8 by chnging their exrkmp,risk managendnt practices as a 

Specifically, 45 of the 

one overs- i r r~estzent  

156 admi- to having refrained from at least 
J 

that they would othervise have ukertaken.  



Ge&ralIy, EHCs cfsaiiged their dividend plicies by adopting a policy 

that accelerated divf*kk frun weak-ency sub id ia r i e s  so as t o  

minimize the exposure- In  m i t i o n ,  f i m i a l  mamgers are reported to 

have reacted by over-izing the reported earnings impad of foreign 

C exchange gains and losses as c-ed t o  other%nurial  patters. 

m g e r s  also generally t e r n  t o  be convinced 

berrt be dea l t  ylth by d i n g  use of a 

Shank, Dillard, k;d Wdock (1970) examined the reaction of 
\ 

\ 

managers of f im which had h n  affected by the e n a h e n  of SM No. \ 

8. - using f i e ld  interview and questionnaires, the authors interviewed 

25 senior f i m i a l  .anagers of lark itW which n r e  l ikely t o  have 

been affected by the i q l e n t a t i ~  of SFAS No. 8. Results of the i r  

- -- - - - - - - - - - 

by &i~& 'changes i n  ' their  im&kment, financing, a d  s a ~ q e n n t  
I 

decisions. For example, (1) 52% of the f 4- cfianged the proportion of 

foreign debt i n  their debt Capital structures t o  reduce their exposure, 

"aa translation expsure, ( 3 )  areother 16% considered ive hedging of 

Kelly (1982) exanined t w  issues related. to  amagesent reaction 9 

' 

to SFAS No. 8:  flf  whether &rs vtto lobbied against thestadatrd 



financing or operating activities in response to SFAS No. 8. The 

results of the test showed stat1stic;ally significant association /" 
betwen the t w  types of -nt reacti to SFAS' No. 8. The F 
e m x d c  varlabfes identified to test the m n d  relationship included 

(a1 the incentive remneration percentage, (b) leverage, (c) asset 

size, and (d) -&sf proportional ownership.' The association 

betveen these factors ard aamgeraents' response to SFAS No.8 by ehther 
K 

lukbying ard/or chqing finarcing or operating practices was studied 

shoved that only t h z  differences in group laearrs for asset size and 

stock ownership vere statistically siqni'fimt. the one hand, firser 
+ 

B 

that labbied against SFAS No. 8 *re characterlz& arge asset size 

and 1-r a a a ~ ~ n t  st& ownership. On the other hand, only'the 
Q 

differences in group rrearrs of incentive rameration percentage and 
-- 

asset sQze were statisti ificant. Firr&s that changed 

re characterized T1- 
proportioml incentive rmration and larger asset dim. Finally, 

.A 

firms which both loWied am3 changed their financing or operating 

practices vere characterized by greater leverage, large asset size, and c I 
1-r nra~genrent st& ovltdership. ?he author cor#sl&ed that economic 

7 

factors were important to Lckbying pasitions and, v k n  strong enough, 

to Mit lubtylng and fkencing or operating changes in reaction to SF1SS 

No.8. 

In another 3&dY, Kelly (1985) ewmined the extent to which 

-gementld decision. to lobby tk e-lure draft to !3F2B Ho. 8 in the 
C 

f o m  of c m t  letters vas associated vith m ~ n t ' s  ownership in 



their mmpniw am3 their firm's leverage. Kelly argued that the 

anticipation of increased volatf lity in the firria rqprted'earnfngs 

due to impleaentation of SFAS Ho. 8 could have- resulted'in h i g k r  

debt-related costs 

vould decrease the 

.stock. The atrthor 

ovnership variable 

results even after 

and/or negative share price reactforrs. Both effects 

value of -ntst wealth held in form of their 
- - 

found that neither the leverage-nor the d n t  
was statisti~ally significant. He obtained %imilar 

~ ~ ~ l t r o l l i r t g  for f inn size. Caparing this study 
- - 

vith his earlier (Kelly, 19821 stujy, Kelly ffourd that the results were 
- 

vith regard t o  leverage, He coxltikd that  this difference was due t o  

the fact that  he controlled fo r  f i n  size in the second study U t  

in the first one. 

to SPAS No. 8 by sending in le&rs of -nt had suffered any greater 

swings in their pretax inc- than did those vtro dfd not respond. *By 

ccmparinq the reported exchange gains and losses (stardardized by 
s-. 

pre-tax i m )  of those cwapanies'vhich b d  been affected by SF'AS No. , 

8 vith the same financial variable of a broad zample of I H b  that did 

not react, the author concl&ed that there uas limited evidence that 
f-' 

the laanagers vtta reacted to SFAS No. 8 suffered greater svlw in their 

pre-tax incorare t b n  did those managers that did not react. Griffin 
- - -  - 

f:uther tested for c m p n y  cbracteristics of the managers who readd. 
\ 

Efe found that  firat size ard leverage vere - 

5, 

letters. 

of managerst p s o p e ~ ~ i t y  to react in the form of strhaLttfng 



< Wilner% f1982f s M y  exasid the informnation inductance of SFAS 

No. 8. Using a controlled behavIora1 experilaent* 'he investigated 

mmgemsit response to SFAS No. 8 .  %e used an aocountillg variable and . 

an organizati&climate variable as indeperdent, variahes to explain 

, a @elldent variable &ich uas a trade-off hewn cash flow - 
- 

cortsequences to the firm a@ net incosre effect to tM f ira. The 

results of his test led him to conclude that  managers would sacrifice 
d 

1' 
c&h flovs in making decisions if the net i&- effects are 

I 

disadvantageous to their ovn position. 

pronounced in 1981, but it did not becaw maarrhtory until 1983. 

Capnies veze left the option of applying the Standard ather to their 

1981 or to tMir -1982 annual reports. T%e rmjor ezqirical vork about 
-, 

this regulation has taken tvo fornrs (I) those irrvestigating the market 

reaction to the rule, and ( 2 )  those focusing on raanagementsg responses 

to tk standar:d, eqecially to the option of ly or late Moption 

during the --in p e r i d .  



Capital m k e t  Rc#ctiom to  SFlls No. 52 

. &mm ard 3r&i (1986) addressed the question of whethe2 an early 

adoption of S A $  No. 52 led to any statistically significant stock 

price reaction. They used a sample of 190 multinational firm of which 
- -- # -  - -  

- - - - - - - -- 

8'1 adopted the .new standard in 1981 and 103 did not. They coraqputed 

cumulative average residuals for 40 weeks around the year-end in ordev 
, v 

to test whether there vere any signlf lcant differences in the 
A. - -- 

- - . , -cumulative average residuals of the hro group pf collpanies: The 

cuqlative average iesiduals for the adopt-early group steadi-ly 
P_ 

increased from mid-August through the third quarter, indicating the 
ir 

- 

anticipation of higher earnings. The rumulative average residuals fa 
? 

P 

t the-non-adopt-early group remained negative for the entire 43-week 

*pert&. ~ f s u r - o i ? t h t - ~ ~ - t h e  two groups over thq p e ~ w o f  -- 

' 1 

forty-three-veeks indicates both a long-term and a short-term reaction 

to the change in accounthg standards. These results led the dlrthors 
> 

to suggest that the muket did not' recognize the increased earnings. due - 

-te an accounting change. 
t, 

Ziebart ard K i m  (1987) re-examimk the issue of vkthet the 

issuance of SFAS No. 52 led to any stock price reaction. Iaentifying 

s e k n  of the ten events that had preceded the issuance of the standard, - - 
1 they u p d  the average stankdized cumulative abno-1 return acr& 

-- 

all t$e sample f iq$. For Me sewn events there was an overall 
1 

b 
- positive reaction vhich vas significant. They cokluded *t the 

market reacted pcrsitively to SFBS No. 52. 



i ' 26 
Q - - -- 

Oorparak -t -ions t o  SFA8 No. 52 

I 

An increasing number of empirical studies on th6 nev rule have 

* attempted to &lain and/or predict mmagemnt's response to the rule's 

phase-in period (1981-1983) vhen companies had the option of either 

adopting the new standard (ie. to be adopters, or not to adopt 

it and be wnot-early-adoptersH) until it became mandatory. 
t 

Grif f i h  (1983) addressed the @me of vhat motivates mmgers to 

resF lad to an amounting standard change proposal such as SFAS No. 52. 

Hypohesizing that mamgers act in a self-interested manner, preferring 

accounting proposals which incrwe rather than diminish their wealth, 

he -identified factors which affect a mnager9s welfare and tested them - 
ewirically. Speckfically, he selected foreign currency adjustment and 

&ee financial variables (si3zf return, ard leverage) as possible 

detennimts of mamm& interest in foreign currency accouriting 

rules. He vorW with a sample of 452 firms vith 156 which mitted 
d e 

a 
connaents to .FASB regarding' SFAS No. 52, the -"respondentsn, and 296 

+ 
Pi 

which did not respqnd, the "non-respondentsn. The results! of thq 

univariate a~lysis s M  that, relative to other multiretionals, SFAS 

No. 52 respordents a ~ e d  to be large, less prof itable, ard 'responded 

earlier compared vith SFBS No. 8. These resulh' were statistically 

However, the results of the discriminant analysis CZf the p r e d i d i ~  
- 3 

ability of thea nmdel shoved oqly a modest incremental eility to 

predict those firms likely to respond to SFAS Ho. 52 in the forat of ' 

suhnitting letters of T n t .  
1 



of SPAS No. 52 ard continuing t o  apply SPAS No. 8't3ming vied 
(1981-83) vhen the adoption of SPAS No.s52 vas still optional. He I 

examined. the annual reports of the 40 largest- idustr ial  ax@ the 27 

largest commercial banking corporations. H i s  conclusion'was tha t  the 

nkjor i ty  of the firas s M i e s  selected t h a t  method of trarrslqtlon which - 

... 
ihmeased their reported incone. Grayls conclusion was consistent4 

with Griffin* hypothesis that zmnagers would prefer accounting ru3es 

a that enhance- ther than diminish the i r  u t i l i t y .  

Ayres (1986) exa&ned the c h a r a c t e r l s t i a  of firms, t ha t  chose t o  

adopt SFAS No. 52 early ( i .e. in  1981). given that they had the option 
B . . 

of a l a t e r  adoption (5.e". i n  1982 t o  1 9 8 e  Hypothesizing ( In  
2L 

altehnate ) t h a t  f i n s  &opted SFAS No. 52 early s o  as t o  lmease the i r  

repbed earnin&, he  tested for the  existence of systematic , . 

differences m n g  ti* vhich chose different  adoption dates fo r  SFA!3 
pp pp 

No. 52. He sp?cifically examined the relat ionship h e w  adoption 

date and (1) earnings before adoption of SF'AS No. 52, (2 )  percenwge of 

stock held by management, ( 3 )  f lr& size, ( 4 )  ln te res t  coverage, and ( 5 )  

dividend payout r&rlctiorrs. Hls sample of w 243 firms corrrlsted of 103 
J 

firms adopting in  1981, 91 firms adopting i n  1982, and 38 firms 

adopting in  1983. A I(um-Whitney U-test was cdnduded t o  measure the 

stock k l d b y  management. i n  a rarltivariate L aralysls, a -U iogistic -+el 

was wed to test the 0-1 signifi- of the variables* i n  the 

-1. The .results vere consistent with those of the univariate 3 



- 

a ~ l s i s ,  All the ccefficients M the predicted sign. The author 

concl~~3& &t firrs choosing to adopt SQS Ho. 52 at thg earliest 

possible date (1) had a love; percentage of st& wned by directors . 
I 

percentage earnings increases from the prelim ylear, (3 )  ere small, 
t 

& 44) were closer to debt and dividerd donstraints than those that 

'adopted the standazd later. 

E3enJamin et al. f19861 investigated the question of whether the 

adoption of SFAS H a +  52 during the --in period (1981-1983) had any - 
i v c t  on foreign currency reporting for multinationals. The stlldy 

analyzed the annual reporks of 400 Fortune 1,000 canpanies for each 

~ a r  of the adoption period. The analysis was carried out in tvo 
i 

/ 

k 
/ 

phases. In the first phase, they assessed the impact of SFAS/ No. 52 on 
\ 

three financial measures: (3) earnings per &re, ( 2 )  income from 

continui* operations, and (31 stockho'iders' equity. The second phase 
n 

examined the effect of the standard on the rankings of adopting 
G. 

coqmies vith respect to two rates of return measures: (1) earnings 

per share, and (2),rate of return on assets. The results of the first 

phase of the analysis revealed that the mean char@ in EPS was 7.8% in 

1981, 6.0% id 1982, and -1.4% in 1983.  he resuits were not surprising . 

since the adoption vas optional in the first tvo years. 'RE impact on 

stockholders* equity vas negative in 1981 and 1982 and positive in 
. < .  

1983, vf # of the cknges being between -5 and 6. percent. These 

results provided evidence consistent with $he expected small magnitude 

of the cumulative translation 
w 

Stockholderst equity for m t  

ird3t;tshent in relation to the total -. 
abpting firms. As for the impact on n e t  

- 



, 
- - ----- 

29 

inc-, ccrapanies which voluntarily adopted the standard i n  1981 and - 
-- 

1982 b d  an impact of 9% and 5% respectively for the sample. 

The second p b s e  of the m l y s i s  assessed the impact of the 

j 
adoption of !PAS 1Fo. 52 on relative perf c f & m  rankings o; ti- that 

'&opted the s-d. The r e s u l t s  •’011-. The rho values 

These led the authors t o  
- -- 

were a l l  in  excess of 98% and sfgnifi 
*. 

e 

, conclude that  the adoption of SFAS No. 52 had a negligible impact on 

the relative performance rankings of the f i m  that  adopted the - 

. 
0 

.-pita1 Wket  Reaction to SFELS No. 8 and" 9FllS No. -52 

Studies vhlch examined vhether SFAS No. 8 and SFAS No. 52 was 
d 

* - 
associated with any n a r k &  reaction generally io-tigated the , 

perforarance of the stock of their sample arourd the date of the 'I 

=-"7 draf ts  -or the da$es of the release of the standard. 

Unfortunately, these studies have produced conflicting results, 
6 \ 

leading t o  doubts ,-ut the efficiency of the capital  m~arket (even i n  , - 
theL s'kmi-strong-f o m )  . Moreover, these mrket  studies report average 

r 
mrket  reactions. Otwiotrsfy the reaction of a professional financial 

1 Q .c 
analyst and that of a mive o c c a s i o ~ l  investor t o  the sanre information 

'I 

are y l i k e l y  t o  be the saw. Arrd since the reaction of sene of these 
- 

groups has been said t o  influence future decisions of o t k r  g r o u p ,  
< 

t h i s  lays ground for  a need t o  fccus on the trading hehavior of 



1 
- 3(1 

smaller, more hamqeneous groups such as that of corporate insiders. 

So, vhile raarket reaction studies reviewed above are not directly 
* 

related to this study, they provide grow3 for it. A -  *- 

Reaction t o  SFAS No, 8 

The second group of studies review is that of nmagement 

,reaction to SFAS No. 8 and SPAS No. 52 .  In these-stdies, nmnagement 

zeadion t o o k  the form of either lobbying a standard'to try to 

inf hence it before its enxhent, or by Carrying out changes in their 

financing or operating practices with a view to counteract the 

anticipated negative impact of the n e w  stardard on the valueof the 

firm. This nra~ger~ent bhavior has been reported particularly in 

connection vith the introduction and implementation of SFAS No. 8, 

examining mamgement reaction to SFAS No. 52'haVe generally 

on irrvgstirgting the determinants of managementsf choice 

ad&ting the stardard early (in 19@) and later (in 1982 or 

T%e vjority of these stdies have reported maximization of 

&ported earnings (and therefore thg value of the firm) as having been 

the major drdving force behird the managerst choices. Wrt maximizing 

the value of the firm leads to maximization of tkk wealth of all camon 
B 

stockholders of the firm. While the m g e r  is hired to. do just that, 

he has also k e n  reported to have acted to naximize his 9 1 t h  rather 

than  the investors' wealth. 



- -  
It is evident that these - .  stu3ies have -contributed to the 

% 

mderstanding of amagemerit behavior as it rdates to foreign currency . 
translation regulation. W v e r ,  they have failed to examine the 

m g e r  as an a.&ive and d i r e  participant in th6 capltal nrarket. 

Rather, they have looked at the m g e r  as a behird-thedoors p&er, 

-x influencing the cagital market through the infonaation provided in the 

f inancia1 stateents (for instance, after changing the financing or 
. . 

ing decisions; or by adopting SFBS No, 52 early). Thus, prior 

research has necessitated the need to study mana-nt behavior an 

active and s e l f i s h  parti&Ppant of the capital market. 

INSIDEX TRADING SNDIES 

'Empirical studies on insider trading can k divided in two 

categories, (1) those providing evidence that insiders do indeed have 

superior information 

the Hinsider trading 

General Insider 

and trade on it, and (2) thcee that b v e  applied 

theor+ to accounting. 

Trading mien  

imiders profited from exploiting their special 

infamatian an ins* trading was af any 

broke their a ~ l y s i s  .into three questiorrr: (lh Do irsiders buy tefore 
- 



- -- 

the annour$emnt of good nevs arid sell before bad news? (2)  Is there a 
% 

hatiomhip hetcnen intensive insider trading and sukeq&t price _ , ,. 
, ". 

< 

mvarents iri stoc=lts? 13) Does insider trading profitability differ, 
, 

amng colapani.es? ?hey addressed the first'questlon by conducting three 

analyses bf ikider trading before large price changes' in st& 
\ B 

(defined as 0% or naore). In one of 'these analysesi they compared the 

nlaber of pnchases with the number of sale4 in fke six months prior to 

the large price change. ?he odds in favor of a large inirease &;?\ . 
6 

about 2.2 ti- as- great vhen the nmber ~f &chases vas ,greater. In 

another a~lysis they used the v o l m  of purchases and sales in t h e  six 

months follovi~ a large price m. They obtained some veakl 
t 

widen& in support of their first questlbn. ?he second question of a 
t .  

relationship between intensive insider trading ary3 subsequent price 

movements vas tested as fof lovs. m y  chose 30 s t d s  at random and 

calculated month-end prices for tfie period Jantlary i961 to June 1964 

fd r  those stocks &?for the Dov Jones Industrial on all occasions on 

vhich there were tvo or more insiders wing or sehing. The results 

of the analysis indicated a strong relationship ketween intensive 

insider trading and price mb-nts. The last question of irrsider 

pro&&iity akmg caaipanies uas approach& by &riq insider 

profitability b e t w e n ~ l e  and vithinsample during two periods. 

\a 
possessed r im i n f o m t i o n  and if they traded m it. He initially 



wrked vfth a sample of 952 securities tmkrgoing s p e c i f i c  insider 

t rading events. He olcrrlated the average resfduals for 1, the 
r = 

a l a t i v e  res idual  , for month 1 t o  2, and the cumulative residual of 

e. 

months, half  of which '-ed i n  the f i t s t  month. These results led  

him to  co&;clllae that imiiiezs can predict short-tere fa0~e~1bent.s i n  stock 

prices better than they can predic t  long-term mvements. He then  broke 

the  i n i t  ia; sample in to  t w  sub-samples t o  test f& f i n e r  results. 

&add lager blmks of stocks. The cumulative average residual and 
f 

tk4t-values prwic?ed no suppart f o r  the hypothesis. The t h i r d  sample 

w a s  used t o  hnther address brlgaad Niederhoffer *s f inding.  t h a t  

i,ntemivea ins ider  trading a k i v i t y  pre&edes' s ! ~ i f i m t  stock price 
- 

movements. He f o d  #kt t h e  res iduals  rose a'pproyi~~&tely 5% i n  eight * a 

- - - - - - 

e *  

, 3% of vh&h occurred in, I&' last . s ix months. Thg. statistical ' . 
'i 

L 

t e s t s  vere sibif icant , Eased on these results he cor~=ld& tha t  

ins iders  earned abnonaal p r o f i t s  a d  that intensive ins ider  t rading 
2 =s 

preceded ~~avenrents i n  st03  prices. 
> 

, Finnerty (1976bf addressed the  question of vhether an Aaveragew / .  I 

profits. He t e s t ed  the e n t i r e  population of insiders on t k  HYSE f o r  

he coslpared the r Isk ad just& rate's of r e t u r n  for We imi& 
t .& 

' p o r t f o l i o s d t h  the r i s k - a d j m t d  rates of re- fur thc market. Ihe 



?&veer, most of the akmml returns ccmrred i n  the f i r s t  and 

svcceeding f ive  months, -lying t ha t  the information upon uhich 

insiders traded became public. Cm the other hand, the wsellw i 

portfolios rere negative and significant  (except for  two months) 

imp1yir-q t ha t  insiders can 

Based on these results,  he 

bet ter  than the  psarket. 

Finnerty (197E-a) used 

outperform the market i n  s e h c t i n g  stocks. 
P. 

concluded tkt the average insider perfom 

factor analysis and discriminant analysis t o  

search for the existence of relationships &tveen insidersf  trading am3 

the suhequent- annoumemmt of f i m i a l  and accounting resu l t s .  He 

used NYSE company data from the CC190STAT and imFder- tradingedata fr;m 

the dff icial -. The factor anal$& identif ied six fi-ial and 

accounting variables which explained 67.4% of the vada t ion  in  

insiders '  trading ard the subsequent annomcermk of f inancial  and 
I 

accounting results. l&e discriminant analysis c lass i f  fed insiders 
- 

either as buyers or as  sellers.  He fcwd an a s s x i a t i o n  between a 

insider s e l l i ng  and f i ~ n c i a L  variables of largeOsize, smaller 

earning, a d  d l e r  divide*. on one hand; a d  insider buying and 

slaaf ler size, larger q i n g s ,  and Zarger divide& on the  other. . 
Based on these results, k..cnr-tcfuded that, i n  their - decisions t o  buy or 

t - 
~ 4 1 ,  im ide r s  rePy on both the  nature and mgnitude of future 

Baesel and Stein f 1979) investigated the p ro f i t ab i l i t y  of insider 

trading using the M i a n  Toronto Stock Ex&ange data. They vorked 
I 

with tWee samples: (11 a randmly selected set of trades, (21 & set of 

trades by o r d i n a r ~ w i d e r s ,  and ( 3 )  a set o f  insider trades by bank 



directors. They tested for abnormal returns among the trades of the 

directors a@ the o r d i q  inslks rere positive arer tk 12-80nth 
P 

holding periods, Over the period, the CAR for the bank directors vas 

7.8% that of the ordinary insiders vas 3.8%, while that of the control 

o sample vas near zero. The relative performnance of the three groups was 

significantly diffekent from zero. These results suggest tkt bank 
z 

directors did ketter than ordirary insiders and that insiders in 
Z - 

general outperfow the market. Their results also showed that most 
r 

of the abnormal returns occurred after the trade and subsequent to when 

the data should have been lade a~ilable tb $he public. This led them 

to question the efficiency-of the lerarket in thar semi-strong form. 

Givoly and Palmon (1985) emmined the argurrent that the occurrence 
B 

of insider -tr&kg IzqaaesE-of -the cause S may h a d  t o  abmmaL -- 

3 * 
re- to the insiders in the period following their tr-, Working 

f . . 
vith a srrmple of 68 relatively small companies fran the inr?rican Stock 

test for the association betreen insider transactions and subsequent 

, insider trading revs discldsure. Wte cumulative ak#rrpaal returns over 

a period of- 240 days follwing the transaction was 8.68; the sell 

transaction yielded a w l a t f v e  average return of 11.538 m r  the same - 

level during the first 60 days. While these results =re consistent 

vith past fFndings that insiders,eansed abmmal returns, the authors 



Rae previous subsection revieved insider trading in general. This .? 
sthetion reviews stdies vhich have investigated insider trading on 

a4 

insideis traded un merger plans, and ( 2 )  vhether regulation A 

associated vith an organized exchange acts as a deterrent to trading on 

insider ikfowlation. They worked vith a sample of 194 successfully 

acquired firars during the period 1975 to 1978, prior to the first 

public annouxeaent of their proposed mergers. The sample of 194 vas 

ccarposed of 101 stocks listed on the Nw York St& &change (NYSE) and 

market mcdel .d daily data. Rse cumulative average residuals becanre 

positive 25 trading days prior to the of the arerger date.. 

The daily average residuals were positive on 26 of the 27 &F prior to 

gb 
€ 

fhe annourrcearent day ard vere si ificantly different frm z&o on ten 

ot the fiml eleven days p r i m  to the anrormarnt day. & on those 

results, they concludes that there vas substantial trading on insider , 

inforaration concerning the proswive  merger, beginning about one 

month h f o r e  the a m a x e m e n t  date. Evidence of the existence of' 

insider trading durirq the period preceding the -nt of arergers 

uas further provided by a dramatic increase In the insider trading 

f imlly e-id the question of whether regulatf an of stocky excfranges 



kters  insider tradhg activities by -ing insXkr trading 

activities in st& a on regulated stock exdmges (WSE and 

WEX) with insider Wing in stocks traded on the Over-the-counter 

ifdlrket. T h  coraparison revealed only &nor v t s  in prices of 

The overall cwwslusion &am by the authors was that insiders trade on 

non-public rrger plarrs with or w i t h o u t  stock exchange regulation. 

Penman (1982) ewrained the links (I) between observed insider 

{ I  informtion and insider trading, and (2) betveen insider trading a h  

information-diskemination activities. In parttcular, he investigated 

tk security trading of corporate insiders kound the time they made 
3 public a ~ o u ~ e m n t s  about their forecasts of -1la1 earnings. ~e 

examined the finks be-n ohserved insider infomation *&I insider 

The abrtomml re- assaciatdl vfth the publication of the foreca8b 
Yg 

were, on average, positive. f 2 )  The values of WE average residua4 on 
4 

days close to the date =re signprlflcantly different' 
i 

from zero, and the d i s s w i ~ t i o n  of earnings forecasts by corporate 



f n the sahi study, P e m  (1982 b gauged the link - between - insider 
- - - - - 

trading and infomtim dissemination by measurinq abnormal returrrs to 

insiders frm trading arormd a 'forecast disclosure. He'assessed the 

abnormal returns earned by insiders on average frw their trading and 
- 

7 
informatip disswimtion activities by a (real-the) simulation of 
insiders trades using the cross-sectional data on abnormal returns and 

1 
LP 

insider trading. His test of the relationship between abnormal-returns 

an3 insider trading w a s  a test of the hypothesis that the systematic 

risk (beta) ~ l s  zero. The estimate of the beta in all cases vas 
\ 

positive a& sfgrrff-fcantly 61 fferent frpm zero, suggesting that within 

firms of similar sizes there vas a positive relationship between the 

J trading nreasures and ahand returns associated via the forecast . 
announceraent. The overall. evidence suggested that corporate insiders 

tiare their trades relative to dnnouncements of their firms* earnings 

prospects. By trading to take advantage of the &ice revisidn \ - - 

resulting fnm those amamc&nts, insiders eam abnormal returns to : 
I " 

their infora&ion, 

In a subqwnt s-, Penrean (1985) compred the information 
> b  

content of insider trading ard -nt earnings forecasts. The 

study viewed insider trading as a signal about -nts * assessment 

of their flmr prospects-jrrst like earnings forecasts are. He vorked 

vith a .sa.atple of 737 m-nt forecasts of a m m l  earnings forecasts 

Of flcial S t k w y .  Sortifi f irns into portfolios on the basis-of tk 
forecast and insider trading measures, he calculated esthetes of . 



' realized r = l  on those-@6rtfolxe %s ~ l l ~ ~ ~ o n k r o l  portfolio. 
t 

of equivalent risk. The control portfolio vas chosen vith no 

considerat ion -givkn to either earnieorecasts or insider trading. - 
Results bf the. comparisons of realid returns on the three portfolios 

suggest that irwestent on the basis of knwledge of the signals 

(earnings forecast or insider iniormation) - is abnomally profitable. - - -  - - -  A 

However, the comparison of insider trading measures L- and earnings 

forecast showed &t insider trading me&ures do nbt have the a 

c-. 

discriminating power of the forecast in terms of ordering firms' 
s" 

- 

realized returns. 

~arkker, Reder,. and Simdn .(I983 1 examined trades by i&kirs to 

inkst igate rhether d M  acco$lt ing ' standardhLead to .&onolaic 

conse&ences. m i r  ewir iaPstuay f h e d  on the exposure drait for ' . 
I 

Finaxial Accounting Slxdards Board (FASB) Statement No. 19', which was 
L "  

effort (SE) method of accounting for explaratoryoiland gasdrillhq. I 

3' 
Rteir sample vas n&e up of 83 of Lev's (1970) 86 firms. For each sf 

t- 

these f isms tGy calcula& daily het insider trading & subtracting 

the ndxr of shares insi&rs sold fram the ntBnber of shares insiders 

purchased on each day in both the non-event period and the test period. 

The test period was lsade up of a 21-day period centering cin the day of 
" ,* 

release of the expasure draft - (July 18, 19771, vhile W i  non-event 

perid was lrade up of a 714ay period centering aromd a d a y ~ m ~ ~ ~ ~  

before Rhe exposure draft. k t  'insider trading during the --went 
. , 

the normal or e m  net insider 

insider tradinq activities of both 



Sucxless Effort (SE) f f m  around t k  r easehof the exposure draft t o  
") 

test for any nnrrusrralm inside$ tmdfng activities. Their experimehtal 
4 

design canprise3 of tests of between-sample f i ;e. a comparison of FC 
4' 

insider trading to SE insider t rpng on the same trading days) and 
' .  

in-sample - fi.e. a romparism4$ FC (SE) insider trading to the 
r -* 

historical FC ICE) insider trading) analyses. Rre betveen-sample 

statistical analyses vere performed using both parametric and 

nonparametric tests. The mmt statistically significant difference in 

insider trading existed in .period five, t& time 'period gfter the  

exwsure draft vas released. During t h i s  period, F'C insiders vere \ 

selling relative to t& SE insiders, vhile the SE insiders were buying 

relative to the PC insiders. On the other hand, results of the 

vithinsample statistical tests were that JX insiders were selling in 

the period after =the exposure draft-& that SE ir&iders vere selling 
-- -- 

in the period before the e+ure draft and buying in the perlod after 

the exposure draft. The overall conclusion of the authors was that 
> , 

1 
there vas abnorkl or unusual ard differential insider' tradiy' py FC 

I 

and SE insiders after the expsure draft. They expressed diffidty ,in 

explaining vhy insider trading vas on the hole detected to have takqh 

place after, rather than before; the exposure draft. I 
/ 

-4 

Almost all tfie studies revie- lead to the conclusion tbt,-,' 

insiders ,not only possess superior information about the future . 
b 

prospds of the firm, but t h a t  they a l b  trade on that i n f e h n  to 

earn abnormal p r o f i t s  on t h e i r  firm's stock. Those-studies which _ 
applied the ninsider tzading tkorp to accounting infbneation 

succeeded in providing eviderke that insiders can and adtually 

have 

do trade 



stateaent  i ~ ~ l i c a t i o r r s  of SPAS No. 52., 

concern about the v o l a t i l i t y  i n  earnings i n t r o d 4  by SPAS No. 8. For 

instance, they lobbied against the standard fore its adoption (Kelly '7 
\ 

1982, 1985). They changed t he i r  financing and operating decisions 

(Shank e t  a l . ,  1979 1 and their r i sk  managhnt  practices (Evans e t  al., 

t o  reduce the impact of the Standard. 
- -- 

As a d I h d  response t o  those criticism, the F m d  issued an - 

exposure d r a f t  t o  SFAS No. 52 on June 30, 1981. Where the functior& 

currency was the U.S. dollar ,  the  Current rate methd was t o  be used 

and the- t ransla t ion gains and losses would no longer be included i n  the 
b 

incaw stAtement. Othervise the  temporal method would continue t o  be 
d 

d e t e r m i ~ t i o n  of income. The new Statement eliminated WE requirement 

t o  include translation ga im and losses in  the determlrmtlcd of current 

i n c m .  

But the Stardard was not t o  be adopted try a l l  kWCs a t  the same 
!3 

time. Managers were l e f t  ,the option of either t o  adopt the Standard 

early, i n  1981, or wait unt i l  1982 or 1983 W e n  it kcam? nrandatory. 



- - 

This sit~ation~incxeased the usual advantage of insiders over non- 

insiders in,+rbes&nt matters. They- could use their knwledge - 

or vhen their particular companies vere going to adopt the s-d and 

their easy access to the details of the specific finmcial implications . 

of the adoptiori to mak-e trades before the information became public. I 

Insiders have been reported to act so as to maxLmize their 

perso~l wealth (Griffin, 1983; Watts & Zinnaem, 1978). They are 

also known to trade on their inside 

al., 1983; Penraan, 3 2 8 5 ) .  Evidence 

that those firms vhich adopted SFW 

nroti~ted (~kes, 1986; Gray, 1984; 

conditions, it is hypothesized that 
1 

accounting i nf ohtat ion (Larcker et 

is also abunddnt regarding the fact 

No. 52 .in 1981 we&'profit 

Griffin, 1983). Under s$h 1 

insiders take position to benefit 
w 

fro. their private info&ntion. More specifically, they are likely to d 
be net-buyers of their ovn st&s to the extent that the insiders knev 

* 
-- 

h w  favorably SFAS Ho. 52 wuld affect their forthcoming financial .. 
I 

4 ,  
stat-nts. These arguments have led to the following me11 a d  i 

alterrate 

Hol : The insiders of WCb vhich switched from SFAS ~ o . 8  to - 
SFAS do. 52 in 1981-id not engage in any'abno-1 or 

unexpecta net buying upon* the release of exposure draft 

SFAS No. 52 in 1981 engaged in abnormal or unexpected 

SPAS No. 52.  



Studies vhicft tigated m a m m n t  reaction to the tvo foreign 

currency trarrslat i identif led certain crqany and irdustry 
. . 

cbracteristics associated vith leanagements' propensity t o  react t o  
4 - -  

nev accounting rule. For e m l c ,  Kelly (1982) f d  that f l r a  vhlch - - 

I 
lobbied and changed their fi-ing and operating activities in' 

respond to SFAS No. 8 vere characterized by greater leverage, large 

asset size, and laver -gent stock ownership. +I% results of 
* 

(1985) confirmed his earlier results vith regard to merta-nt 

amership. miff 16 119821 fowd that f im s l z e  ard leverage vere 

iqo&t exp-t~ry factors of mmq?sent s t  propmity to  react 

SFAS'No. 8. Griffin (1983) tested the ability of foreign currency 

adjus-nt and three financial wgiables - leverage, return, and firm 
- 

size-to explain m g e s ~ n t s '  interest in SFbS No. 52.  He fand that  

the three variables &la explain m c p e n t l s  interest f n $he 

,Standard. Ayryres (1986) f d  an association betnen']~a~gemxkS~ 

choice of an adoption date and pvnershlp control, ea-n chanqc from 

previora period, firm size, ard hcv far the firm was from debt arrd 

dividend constraints. This 'stvdy examines the cross-sectional A 

k, s t d y  1 p i s  a d  three of each flmts dfsarackristtcs iflm S I P ,  
- 8 -- 

leverage, a d  control t y p e ) .  Spcif ically, a a o a d i a r a l  



Bymire 119853 investigated, among other things, the association 

betveen earnings volatility ard firm size. found that nRepeat 

Forecastersu, firms which issue earnings forecast more frequently, are 

cbracterf- by tvo main features: (1) theyew less volatile 

earnings prooesses; ard 12) they vere larger in size, relative to Won- 
I S  

repeat Forecaster~'~,fims vhich issue such projections on an 

infrequent basis. He also found that the earnings disclosure 

announcemmts of the larger firms appeared in the 

IUSJ) more often. 

The implication of the frequent earnings disclosures and their . 

frequent appear-. in the W is that insiders of .large firms vould 

analysts vould use those frequent earnings forecasts to project future 
- 

earnings contents of those large &ies, leaviw little usurprisen 

9n those earnings on the anno-nt date. On the other hand, 
L 0 

insiders of smaller fims vith less frequent earnings forecast 

announcements vould have relatively more inside information to trade a 

on, 

In effect, liapFret s 'evidence prwides s w r t  for an inverse 

> r e h t i o  E8" hip b t v e e n  firm size and amount of non-public information 

that .can be &@t for the imiders to trade ,on. F'urther support for an 

inverse relatiomhip betveen the amount of imide infararaticm and firm 

size is prhvided by A t i a s e ,  1985; ard &&err 1987. 

The canpmy-spxific fiwial implications of the pr- 



Statdard dwgc were inside infomation by #e t h  & % h s x p s u r c  -- - 

draft to SFAS tCo. 52. Wrt given the intensive information search in 
.& 

large f i w ,  sop of t h i s  information axrt l i ke ly  leaked t o  outsMers 

i n  large m. Cbnseqwntly, relatively .ore inside info-tion would 
9 

be available in  saaaller I.HCs t o  trade on than there vould be in larger 

a s .  ,This suggkts that f irn size is l ike ly  t o  be in&rsely related 
b 

t o  the  magnit& of tk abnoml net insider trading detected during 
- 

ji 

the test period; That Is, the smaller the HIC, the hlgher the abnormal 
b 

net insider trading volme. - Vatlable Size is denoted Xl and is 
e .  

expected t o  have a negative regrkssion coefficient .  ?he variable X1 

provides the t& of the  s d  research hypothesis. Thus the 3econd 

hypothesis i n  the nu l l  and a l t e r ~ t e  -forms, states: 
- 

.. 

There was no difference i n  ne t  t r a d i n g  volusne between 
e 

tk small a& large firms trpon the relea& of expoeKtre 

dra f t  t o  SEXS No. 52. 
I 

The srnaller the s i ze  of a W, the higher the 

ahorma1 rmet  insider trading volume upon the release 

,of the expcsure d ra f t  t o  SF'AS 52. 



m u n t  w~ vo~atiirt~ of that dirmrs eknings.  In m i t i o n  to 

Dhaliml, other studies (Kelly, 1982; Zdjevskl & Hagemqn, 1981). seem 

to slrppo,rt the propaqition that, because, =gers of highly leveraged 

f i- fear nmning into tedpical default on t k i r  loan agr-nt, they 
C € 

. vould not favor accounting standkds vhich vould cause a reduckion in 

reported earnings or equity or.increase the volatiflty of report@ 

earnings. 

Thus by implication, insiders of high-levera* WCs would support 

a Standard that deceased such volatility-in reported earnings. 

Accordingly, s i m  NO, 52 meant reduced earnings volatility, *the 

I insiders of highly leveraged f i m  vould be net-buyers of thei~ own 

- stock mpre so than insiders of lov-leveraged firms. 

The variable leverage is denoted as X2 and provides a testyor the 

third hyptkis. TZE regression coefficient for the variabl is 

betveen 

firm 

No. 52. 

e-ed to be pltfve.' The third hypothesis In the null and 

alternate foxas t h u s  is: 

7hxe  w a s  no difference in net-insider trading 

insiders of highly-leveraged and lw-leveraged 

upon the release of the exposure &aft to SFAS 
d 

'Re more highly-leveraged a WC is, the higher the 

dbno-l net insider trading vol- u p n  the 

- release of th exposure draft to SFAS No. 52. " 



1 
Smith (1976) classified firas as avner-corrtrolled if -one party 

cwned 10% or =re of the voting stock. He classff ied a fin as 
1 '  
-," C 

manager-coqtrolled if nd single block of stock greater than 5% was 
r 
d 

controlled by any sirqle party. Smith (1976) hypothesized that 

shareholders of avner-cmtrolled firprrs =re more come& about 

a h  at stabilizing the reported earnings. He argued tbt this \ias so d 

< 

because the larger m r s  : ( 1) haw access to u x e  'complete information 
\ 

in the firm; ( 2 )  hhve m e  k p l e t e  knovledge of the decls im-dclng  

process; ard ( 3 )  h v e  superior f f m i a l  advice. By combining these 

thrw adwmtqes, large m r s  erd up knwing what f i m l a l  and 

operatie steps BaaMgers voyfd take to hardle verbtile earnings. As a 

result, they vould be left to worry about methods tht a i d  a t  . 
minimizing taxes, an area n o m f  ly fraa outside of t k  firm. 

By implication, slllall stodrhlders of laa~ger-controlled f i l ~ ~ s  
J * 

tend to get nore vorried .about'accounting changes that aim a t  
-, 

- 

stabilizing reported earnings. Saith (1976)  f u r t k r  pzoviikd erptglcal 

evidence to support the hypothesis that &rsontrollcd f l r a  are 

The svitcf! frca! SFAS No. 8 to SFAS No. 52 was generally 
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48 
- - - -  . -r-controlled tfian amrq insiders of owner-controlled MKS. 

t 

Rte suppo-rt engaging in  more net Insider trading volwes. 

- The variable control-type is d u r e d  as the ratio of c a a s l ~ ~ ~  stock 

&ld by insiders aver total ouners' equity. This vasdb1e is denoted 

X4 and is &-to t,est the fourth hypothesis. 

Since the ratio of c m  s t o c k  held by insiders d r  total 

ovners' equity is smaller in esanager-controlled than in owner- . 
controlled %tXk, an inverse relationship is expected between that  ratio 

I 

and the nmgnittlde of abnoraal net insider trading voluare. This 

,P 7 
variable is thus expected to have a negative regression coefficient. 

Rbe fourth hypothesis, stated in the null and al,ternate'forms, is: 

d 
no4 :' There was no difference in net insider buying betveen 

mamger-crxttrolled and omer-controlled f irras upon the 

refease of the exposure draft to SFISS No. 52. 
.--a, 

y d 4  : The -11er the control-type ratio,+the higher the 

abnornral net insider trading volume aroW the release 
< - 0 
date of the exposure draft to SFbS Ho. 52.  



'Hol: The irrsiders of lt4Cts vhich s w i M  from SFAS No.8 to 

!EAS No. 52 in 1981 did not engage i n  any abno&l or 

e draft to SFAS No. 52. 

Hal:  'Phe insiders of vhich sv 

release of e m u r e  

itched frcm SF?& No. 8 t o  

release date of t h  exposure draft to SFAS Ho. 52. 

net buying upon the release of e-e draft to 

SFAS No; 52. 

Ho2 : ,There was no d l • ’  ference in net trading v o l w  , between the 

small ard large firms upon the release of exposure draft t o  

SFAS No. 52. 

th2 : The sasaller the size of a K, 

abPormaf net insider tradirq voltme arocrnd the 

Ho3 : There uas no difference In net insider trading f#tm?n 

insiders of highly-leveraged ard lw-leveraged firms 



Ha3 : m r e  highly-leveraged a mC is, the higher the 

ahofma1 ne-nsider trading voluae around the 

c;.. elease date of the exposure draft to SFAS No. 52. 

Ho4 : There was no difference in net insider buying n 

smager-tontrolled and cwner-controlled f 1- upon the , 
/ 

release of tbeaexpsure draft t o  SFAS No. 52. 

Ha4 : The smaller the control-type ratio, the higher the 

a b m l  net insider tradlng v o l m  arourd the release L 
date of the exposure draft to SAS No. 52 .  

Chapter 111 deals vith the research design and the nrethod employeQ1 

to test the h y p t h e s e s  p i t e d  in this chapter. 



This chapter presents the research design and the ~lrethod-trsed t o  t 

test the hypo- advanced in Chapter 11. I't is divided into four 
- 

nrajor sections: ( 1 1  Event Selection ( 2 )  Sample Selection, (3) Data 

anal- insider reaction to t k  revised exposure draft 

released on J~lne 30, 1981. The revised exposure dqaft 

w a s  selected f o r  a n-r of reasors: 

1. It redeflnd m p t  of functioml currency in a way 

S a d .  f t  def ined f t m t i 0 ~ 1  curremy as the currency of 

the primmry emirorrent in vhich an entity opucates am•÷ 

generates rret cash flw. Only insiders wruld bt able to k p  

such envirorprents. Mix that this was to last as 



- 

Prior researchers fand the revised - exposure draft t o  

hve I& t o  7 econa~lc consequences. For example Rezaee 

(1985) and K (1985) each found a signif-icant abnormal 

market rezmction t o  the revised expogure draft for.SFbS No. 

52. Rezaee (1985) feud the reaction on the day folloving 

the refease date. K L a  11985) fourd tbt it started 4x6 
C 

veeks  before ard ending three veeks a f t e r  the  release date. 

Earlier, k v  & (1982 p. 261)  argued that  *eqi r ica l ly ,  

an aboveaverage vk33.m~ reaction aright often be positively 

correlated v i th  an above-average price reactionn. 'therefore, 

it is not unreasonable td expect that t h e  revised e x m u r e  
. . 

draft led to ahomal volume readion. , 

The %mamement  dateu for the revised exposure draf t  
% 

t o  SFAS No. 52 ard The associated erarket reaction appear t o  
* 

I 

be vell defined. Ttat is, the security k k e t  reaction 

-ed on July 1, 1981 (Razaee, 19851, or aroinsd June 30, 

&981 ( K i m  1985). In  a s i m i l a r  case, Iardrer et  a l .  (1983, 

p.610, dealing vith FASB No. 19) a r e  t h a t  mi f  economic 

cmsxpnces associated vith a Stanlard give rise t o  insider 

trading, ve expect this t o  occur i n  a fa i r ly  short tine * 

interval surr-ing the announce~ent &ternt b 

ac t iv i t i e s  upon tb release of the revised expsure &aft to SFXS Nu. 

52. 



An i n i t i a l  sample of 522 *.identified f r a  the -1- used 

in  m e s  (1978) and Griffin (19823. Dukes study a saqle-of- - - - 

479 f i rms ,  and Griffin's study provided an additional 43 firms; 

A x  

2' firm in  these saeples .leets these three niter a: (1) it 

Each 

affected by either SF?S No. 8 or SFAS No. 52, (2) it was listedon the - 
- 

3 
New York Stock Ex&ang6 . t a& (3) it had t o  f i l e  10-K Forme, with the * - 
SBC. 0 

For t h i s  study, the ' fo l lwing -additional c r i t e r i a  were imposed tot  
I 

arrive a t  the f ina l  sample: (1) theaHK: had t o  have adopted SFAS No. 8' 

' as its foreign olrrency 7 t ranslat imaethod - -  prior t o  the release of the 
\ 

I expasure draft t o  SPAS No. 52, (2) .  the WC m-ve voluntarily used 
/ 

the current r a t e  method i n  B 8 1 , . ( 3 )  the ME'S financial data must have 
1 

beeniaMilable m the Ccrprstat I n d y t r i a l  Tape (19p3) for 1980 

s t d d i v i d e r d s  during the p critical period (ten days before ard den 

days af ter  ) s u r r d i n g  the release of the exposure draft t o  SlS No. 

52 (3- '30, 1981), and ( 5 )  the itlCts i d d e r  - trading transaCtiao. 

i lable  on the echiae readable , Sectxitie$-- 

(This tape was obtained •’rum W t l m l  l l lchiva in  Wash iem,  D.C. ) '3" 



second criterion w a s  important because past research has shown that 

which volu&arily switched from SFAS No. 8 to SFAS No. 52 in 1981 
2 

were profit motivated (Gray, 1984; Griffin, 1983). Mmagers of those 
I - 

firm vhich adopted the standard inh1981 were, thdrefore, more likely 

to engage in insider trading activities than of those firms that- 

adoP& the standard only when it be- mandatory. The third ' 

criterion vas imposed to ensure that the required company 

characteristics data were available. The fourth criterion &.s imposed 

to ensure that there MS no other information releases in the vicinity 

of the exposure drakt release date to influence the ins'iders' stock 

trading activities. The fifth criterion was imposed to ensure that the 

s t o c k  trading information of the insiders was available. 

/Of the 522 firms in the initfal sample, 80 did not appear on the . 
1983 Industzfal Wfapttstat tape a d  were eliminated. Of the remaining 

442 firms, 81 did not have transactions of their insiders registered on , 

the 1985 Ownership Reporting System Master File Tape and vere 

eliminated. O•’ the remaining 361 firms, 181 vere elimi~ted because. 

they had 10 or fewer days of their trading activiti& ieported on the' 

insider trading tape during the entire 244 'trading days used in the , 

study. The number of 10 observations as the minimum acceptable number 

ws arbitrarily chosen. This is consistent with hma et al.( 196 ) vho' 
% *  

arbitrarily chose a minimum of 14 obserwtions out-of a possible 
- 

raaximum of 940. 
- 

e 

This elimination prcxxss left 180 firms to test the principal 

, hypothesis; The woe f i m  (1801 were used in testing for cross- 



DATA COLLGCTIOH 

9 . 
u 

The primary data e r e  individual insider's transactions. 
.. 

The 

insider trading &ta were collected, from the nmzhine readable 

Securities @ IldErrhange Cami&ionls Ownership Reporting System )*later 

File (197585) Tap. &e trarkadion data vere for 11) a 21-day test 
4 

period centered on June 30, 1981, the exposure 
1 

223-day non-event priod ending 46 days before 
/ 

Insider Trading Dat@ i 

3 

The follarhg data were cdlected for each 

l?epOZting S y s h  I ORS& Master File. Tape-: Comaon 

draft date, and (2) the 

obtained as gift, exercise of options, exchange, 

the expwure draft date. 

W from the Ovnership 

s h e s  bought, mld, or 

or conversion, or other 
/ 1 acquisit i% or dispositiwr, by all parties desig~ted as ninsiders,'n 

that is, ( t h e  -ties required to repo5t these transactions to the 
--7- 

. s 

Securities ard Exchange mission), for- each trading day during the 

21-day test period and the* 223-day non-event period. 

f # 

For purposes o analyzing the insidel trading ,actlvltles, all 

f o m  of &chases acquisitions were recorded as p u r m  rh& 
A e 

all forms of sales were recorded as sales. 

A f im was 

party ovned 10% or 

if any single irrgider 

ard classified a3 



r= 
, three +ny characterlstio -iables, ; t k  f oliaing data r r e  

mpe: (1 1. thql corrsoli&ted .(book-value) 
F 

debt, ( 3 )  total equity, arrd'(4) total 

owkrs equity. , 
< 

THE m - S R f D ' i  ANALYSIS ,' 

- 

This section.di=.cus& the met ed to investigate if  insiders 
' i, * 1 

of the' sample WCs vhlch adopted the standard 'in 1981 engaged in any 
i 

mahornel " Y e r  trading activities upon the release of the exposure 

draft. - 

'IIE f m  of t h i s  study is an insider trading dealings upon the 
..! 

c 

release of exps tne  &af t  t o  SFAS No. 5 2  on June 2981. A 21- 
. < -. 

* 



test the event-stdy hypotbesls developed in rnaptu. 11. mls test 
1 

* period is e n t e r e d  ~1 the release date of June 30, 1981. If  -re , was 

no leakage4.0f the pending release of the exposure &aft, then June 30 

m l d  be the mly event date. But the analysis also examine. the ten 

< - days prior to June 30 in  order to detect any leaks about or 

anticipation of the release. 

A 223-trading day "non-event" per&& (June 30, 1980 to April 15, 

1981) is used to provide ap aslicssmnt of insider trading in %ormalm . 
or %on-ewntw periods urder the mean-adjusted mthod . Rr non-event 

ard test periods are sepafated by a p r i o d  of 46 trading days. The tro 

trading periods are! i l lustrated in+Figure 1. 

I I I 4 - t 
1 223 W i n g - d a p  t 1 Ta I I 

- 1  ------- t-t t .--------- I -  
6/30/80 4/15/81 6/16/81 6/30/81 7/15/81 

- 
r" 

Figure 1. Hon-event ard Test p e r i d  used in the Event- 
st ldy  bnalysis 

-- 
?3 = 10 trading days of potent ia l  leakage' of release 

Tb = 10 trading days after-the release &te. 

Net  insider tradinq for the saarple MXs ard 'the whole larket  were ' 



m u r e d  using a modified version of Larcker et  al.'s (1983) ollethod as 

explained i n  the next section. 
J 

/ 

Larcker' e t  a l .  (1983) measured a firm's net insider 
r 

as the difference between the n h r  of shares insiders 

trading (NIT) 

i n  f i r m i s o l d  

ai-d the  ~ & E ' z  & shes &y b q h t  on day t. They thus defined Ptet 

J 
1 

Insider had ing  as follovs: 

m 

[Net  In s ide r  W i n g l i t  = [ B i t  - Sit1  ......... (1) 

S i t  = 

coerpany irdex, 

trading day irdex, 

n-r of shares purchased insiders of - 
coeapany i on day t, 

n m h r  of shares sold by insiders of 
-Y i on *Y t, 

This study adopted Urcker e t  &.Is  measure of NIT v i th  one 

d i f i ~ t i o n .  Rle difference (Bit - S i t )  uas s-dized by the 

nt-arber of shares held by insiders of coapany i on the last.&y, tr  of 

the previous month ( H i t ) .  The stardardization prmedure can be 

jus t i f ied on the f o l l w i n g  grad. Firs t ,  the r a t i o  m u r e  of net 

insider trading ( N I T l t )  $emits comprison a ~ ~ o n g  MKS' hose nd-1 



trading volumes dirfer pubtantially in magnitude. ~econdlj, t& use 

of solute, rather than relatie differencesncesbetuegn purchases and L 
sales of shares might cause H(O, vith lbage  trading vollms to dalhate 

any inter-firm analysis. 
7- 

The (NITit) ratio was therefore calculated for each sample W C  as 

*re 

// 

i , t , Bit, and Sit are defined as in (-1) vhile 
J 

Hit = number of shares held by insiders of company? 
i, on last trading day, t, of the previuus month. ' 

j s 
A positive (negative) ratio for net insider trading (NITit) =ns that 

,' 
P 
i 

insiders of company i e r e  pet buvers' (sef lers) on day t . 

Market Net Irrsidu Trading 

(Adjusting for Sarkctr ide  Factors) 

?4 

Beadr (1968) found a significant positive relationship betveen an 

individual firm's trading v o l e  and overall w k e t  volune. The 

general mrket influems m t  therefore be considered in any, 

normal trading volume. The daily nrarket net irisider 

trading (NIRat) is defined as follovs: 



~~r of m e s  Outstanding Held by all NYSE Imibarsl 
f on the last trading day of the previous month1 

--. 
From t h i s ,  the wexpectedn trading volume can be modelled as a 

linear frmctiorr of the NLTmt. In par t icular ,  the adjustment , 

I e 

fo r  the  ~ a r k e t r i d e  t rading e f f e c t  can be expre3sed as: 

where, 

E ( N I T ~ ~ )  = the mnormlm ~t insider  trading in secur i ty  i 
on day t, 

E(N1Tmt) = the nnormaln market net ins ider  t rading on day 
t , 

EQuation ( 3 )  can be estimated - using h i s t o r i c a l  data. Also from 
9 

equation ( 3 ) ,  t h e  abnorraal vo lme  can be computed as the  ac tua l  t rading 

volurae, minus the  predicted volume. 

bPr ior  researchers adjusted fo r  market conditions and then used the 

market model t o  analyze stock trading v o l m  a c t i v i t y  (e.g. Bamber, 

1986, 1987; %aver, 1968; Nicholas e t  a l . ,  1979). I n  these s tudies ,  

l i k e  in  those using t k  lna rke t  model t o  a ~ l y z e  s e c u r i t y  returns,  

researchers have used volume res iduals  as the  measure of abnormal 

t rading v o l e .  Ehmber (1986) defends t h i s  s i m i l a r i t y  i n  t h e  
Y 

measurement of abnormal performmce betveen volume and re turn  analyses 

using t he  rnarket &el as follows: 



... adjustilrent for the overall learket level of trading voltme is 
' 

I ---4 

- 'amlog- t o  using a mrke t  *modk t o  ad j u s t  for .ark& re& in 
* ' 3,. 

* * c- 
secur i ty  price research Ip. 4 4 ) .  - 

$4 l 
.F 

_. 
Foster (1973, andiKiger (1972) provide wir ica l  support for Barrberts 

- w  
1 ' 9 .  

explanation., These studies used t h  volueae market model to replicate 

basic infornration content studies and wk v i th  fiPaings similar to 

those based on secur i ty  prices. Stock volume researchers bve 
$4 

' typically capxtted vol\ae residuals by regressing each f l m t s  rasure , 
! , 

of shares traded each period on the , tsarket index for that period. 
i' 

Hovever, other researchers have d other models to gemrate the 

nexpectedn or normal trading volumes. 

According 'to Bamkr (19863. mdel s  t ha t  do not adjust  for mrket 
- 

co;ditiom would be worth using since "there is no theoretioal  support 

for a trading v o f u a ~  tmarket model' "(p. 4 4 ) .  She adopt@ tvo 

alterhative approaches tc amlyzing abnormal v o l w  trading. One of 

& used )each firm's w+radi- over the calendar year as' 

its expected trading vol-. Baqb&r (1986) defexkd'usi'ng a period's 

Unfortunately, there is no t h o r e t i c a l  basis for choosing a 

particulz &el, so...as an alternative,  I also used each firm's 
- I 

Mian trading vol= over the b lende r  yeax as its 

expectationw(p. 43).  x 

This s-y ad- both approaches. The f i r s t  approach adjusted for 



nKarpson, 1986). 'IIK secord approach did not adjust for market 

c o & i t i o r ~ ~ ~ ( ~ r ,  1986). D r m i t  rere computed via the mean-adjusted 

lrodel. 

I n  the Harket-Adjusted nsodel, the expected relative trading volume 

is equal t o  the laarket relative trading volme. Thus a firm's expected 

net insider trading (EZCITitI is equal t o  the market insider trading 

ftnRat) for that period. In other words, expected .net insider trading I 

(EXIT) is ass- t o  be corrstarit across securities but not over t in re .  

This isplies t h a t  i n  the market model, a is set egual t o  0 and bis set 

equal to 1 in (31. q t  is: 

wket -v ide  factofs. The predicted volww for a s-ity is equal , t o  

a -constant, estimated by averaging a ser ies  of past trading klumes. 

Therefore, in the -rqsidual.-generating rddel ,&E!quation 31,  a' is set @ 

-1 t o  the average (NITi)  v o l m  over thetestination period, and b is 
' * 

set equal t o  zero. 
L % 

%erefore, for each security i, the measure of abnormal trading 
- 

vofuare on a given day t, WRit ,  is the  difference between its G observed 

net insider trading wl- (HI-Tit) ard the e@ed net imide; trading 

volume (=IT1 1, &timated over the nun-event period. Ihe estimation 

priod extended over trading dab (-234 t o  -11). The d i f f e r e m  is 



- statldardized by the estimated standard deviation over the - 
non-eveit perid. mt is: 

h 

where 
1 -11 . .  7 

ENITl . - ( 1 HIT&). ......... -...00r--.....e.-.(6) 
224 t--234 

I 

Since abnorr~al insider trading vas measured by the daily v o l w  

residuals (DAVRs ) as comp&ed above, it was necessary to determine 

&ether those daily volume residuals &re statistically different from 

0 .  st-rti'sticafly significant WRt vould imply that insiders of the 
Q 

, ' saqle I+W engaged in net buying or selling in a way that couid not be 

trading. 

CB.r3er the aarketadjusted nodel, a test of t;he slgnificancc of the 

DVRt on day zero m.s p e r f o m  by testing the significance of the 

di f  fererce (NITl t  - NI'P.lt) on day zero. Shilarly, slgnlf icrma! of 



the DAVRs for the period (day-10 to day +lo) was examined by testing 

the statistical significance of the average cumulative daily -rage 

' voluaee residml (A(3DAVR). 

'Ihe cumulative daily average voltlme residual arethod concentrates - 
cyl t k  average cumulative abto-1 perfonaance for day 0 to day +lo. 

This is repeated for the entire period (i.e. frcm day -10 to day + 10 ) 

in order to pick up any leakage of the pending release. 

hus, the first hypothesis uas restated in terms of both DAVR-the 

ereaswe of alno-wal performance on 3 given day, and ACDAVR-ctnt~llative 

f' ahnorm1 performaxe over the entire test period as follovs: - 
r 

'+ 

(Daily Average V o l w  Residuals at day 0 )  

t 2 %  

(Average Cumulative Average Volume Residwls) *, 

Holb : ACDAmha = 0 
. - 

03-1- 

fmily Average Vof- Residuals at day 0) 

Hold : AmAvmn = 0 



trading behavior of irrsiders of the sample WC3 was different f r a  tbe 
---? 

8 

mrket (expected) stock trading behavior. 

saqle daily aveLage volure To perform the one-tailed t-tests, the 

residuals (DAVR) uere computed and c q r e d  vith EOYSE daily average 

volume residuals. T%e average cumulative daily average vol- 

ere then cooaprted. The t-statistics uere then 

IMVR for all m i t i e s  tht uere traded on each day of the t&t 

for t = -10,.......+10, 

the daily aver* v o l e  residuals, 'ad 

the number of m i t i e s  in the &ample ' 
vhose irrsiders traded in their st& on 
that day. 



66 
- - 

Iaple~lentation of the above steps led to 21 averages for the -- 

period. These caquted averages vere then used to.examine abno-1 or 

unexpected net insider trading actwit  ies around the exposure draft 

release date. 

Hence, the emulative average voluee,residuals (CDAVEt) vere also 

where 7 

CDAFIR = the stm of the previous daily average 
v o l e  residuals (DAVR) 

li 

a t i m  of t b  --tail& tatatistic for 

I 

P To provide a test of the statistical significance of both the 

. daily average v o l w  residmls fDAVRt), arrd the average m l a t i v e  
. I ' 

daily average v o k  r e s i d u l s  (IYMWR), one-tailed t-tests &re' 
. 

perfork. Horse (19811 & a similar one-tailed t-test to  test the 
I .  

s i g n i f i ~  of daily average price ard daily average ~ l u e  residuals. 

&is study &cpbd Rovn ard RarnerTs i1980f t-test to test far 

Broun and Uarner s (1980) t-test uas preferred to  oth%rs I eg. Dyl, 

1977; Foster, 1983, Kiger, 1972; Horse, 1980, 1981) 'because it takes 
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into accortnt in the seciirity%pecific 

Hence, it makes the market-adjusted PAVR nornal, gserially independent,. 
h B 

and identically adjusted. 

FOY this s ~ y , a  cr dJmrA irajustmnt' p r i d  of 112 days, 
7 

exactly -the non-event period starting at least 123 days before and 

erding 10 drUg prior to the exposwe draf; release date day 0, was used 
- 

to calculate the empirical standard deviation (KO) of DAVR. Using this 

approach, the rmll hypothesis that the ratio of the perfo- . . -+ 

llleasure at day 0 to the estiauatd standard deviation (KO) -for this 
9 

study is distributed Student-t with lll'degrees of freedom. 
9 * 

The t-statistic based on the Crude .Dependence Adjustment proc+ge , , 

* v o l m  ~esiduals for day 0) is equal' to 0, vas calculated as follovs: 
P 1 



, - 
< 

Where C 

DAVRiO = a f irin average of the difference 'between 
individual firm net insider trading on day 
zero (NITiO) and market net insider trading on day 
zero (NITmO). 

\ .  KO = the empirical standard deviation of the 
average difference between NIT10 and NITtag. 

N = n h r  of firp whose insiders traded in their 
f stocks on day 0. 

vhere E* is defined as follovs: 

bas 4 
' To test for ACDAVR, the t-s tistic (tc) w a s  computed as to 

above, with modifications in both the numerator and denomimtor of ' t . = 
' 8 

Equation 10. ?he modifications in the numerator over the test perlo&' 
* 



a, . 

In the denominators of both m t i o n s  13 and 14, k0 was further divided 
\ 

by the square root of 11 and 21 respectively. 
4* 

- - 

- 
s' 

?he n o s & x t i b n a l  irnalysis examines vhether the detected'lnsider , - 

\' 
t rad ih  behavior in the event-study analysis could b e  explained by the 

< t v - s P C i  t ic variables ( Sizd, Leverage, a& Ccmtrollkype 1 .  
u - % -  

I 

W u r s a n t  of the 1 I*pndsnt -&lablss 7 
The three. irdeperdent variables in th is  sttldy are: (1) firm size, 

( 2  1 leverage, and ( 3 )  control-type. The data us& t o  seasure these 

variables were identified &lier in  the company d a b  sub-section as: 

obtained Erm three sources: (1) the' Ccmprstat industrial Tape (19831, 

(2 )  w . 5  I d u ~ t ~ i a l  W, ( 3 )  the o ~ ~ d l i p  - k m  m h  = 

Tape (1975-85). 



- 
total assets, as srreasures of firm size, were highly correlated. The 

PI- size I - /  

Pearson product -nt correlation coefficients among the three - 

Ly . 0 

+ 

measures-all exceeded .93, which led hlh to conclude that substituting 
- - 

- "  
X - 

one measure for another vmld not alter the enpirldal results. Thus, 

Kelly (1985) found that sales revenue, market value of equity, and '7 

he used total assets as a measure of firm size. Ttk current study 

folloved  el& by using boo1 m l w  of total assets as a surrogate for - B 

I 

.firm size. Ihe b m k  ~ l u e  is as of Decehber 31, 1980. These f igures 

were-obtained from the 1983 Industrial Cornpustat  tap. 
I 

Leverage 

4 
Leverage vas measured as the debt-to-equity ratio. The debt-td- 

equity ratio w a s  computed as the ratio of long-term debt as of December 

31, 1980, to the sum of the same long-termdebt plus the market mlue 

of owners' equity (1 .e. owner's equity as reported at 31 December, 

1980). That is, Leverage = Long-term debt/(long-term debt + Ovners' 



- .  

\ 

Kelly (1985) used percentage of total caemaon stock ow&$ by 
\ 

r 

& c t o r s  adL officers as a masure of management-omrshlp &fable. 
\ 
\ 

In this  study, control-type was measured as the nusrber of cmwn W e s  
1 

\ 

held by insiders on the last day of the previous anth ,  standardized\by 

c v n y  como~l stock ad reported a t  December 31, 1980. Carm stock 

figures as at the end of 1980 vere used as denoari~tor bedellse company 

stock during the test period could not be obtained. 

Heasurement of the Dependent Variable 

DAVRi vere calculated for each firm i for the 21-day test period 

as follows: 

Where 

Note that to ta l  

numbers of days 

= daily average vclllrrpe residual for firm - 

i during the period (-10, 10) 
k 

= d a i l y  volume residual for cgepany 1 on day t. 

'= number ofdaysmvhichcosrpanyi had 
insider trades during the pedod (-10 to  10). 

residuals of each firm vere averaged over different 
L 

( 2 )  rather than a single nrnsber (21) because of the 



. - 
.-i' 

inherent problem of 

hqye theii: insiders 

period. 

irregularity of daily data. 'by firms did not J 

participate in insider trading everyday of the test 

* 

' Given an hverse relatikhip between firm size and the am&t of a . inforaation nmde public as hypothesized in Cbpter 11, we would erpect 

insiders in smller MiCs to have engaged in,relatively more trading ' 

than those in'larger ?HCs upon the of the exposure draft. 

Consequently, the regression coeffi X 1  (proxying for Firm 

Size) is expected to have a hegative sign. Variable X1 thus provides 

a test of the follow& hypotheses: 
L 

S f m  insiders of high-leveraged firms are hypothesized.to be more 

net-buyers than insiders of lov-leveraged firms upon the release of the 

exposure draft to SPA3 Ho. 52, the coefficient for +& Leverage 



Hypothesis 4 
9 

The variable Control-type vas measured above as the proportion of 

comaon s t o c k  held by insiders in a flm. Insiders of a 

controlled firm vould therefore hold a relatively smller proportion  of^ 

camon stock than those of a c e a b l ' e  owner-controlled firm. S i n n  
4 

insiders of mger-contro'l 'led I;HCs were hypothesized to have .emm 1 --- 
in relatively more net trading than t h e  of ovner-controlled MKS, Che 

variable control-type, denoted by X3, is inversely related to insider 
,' 

trading volume. The coefficient of the variable, control-type, is thus 

expected to have a negative sign. This hypothesis can thm be stated , 



The M l t i  p lp  Regression W e 1  , 

' p .  

&+ 
To test the three hypotheses posited aboe, the folloving~multiple, 

regression was estfmted: 

= the dependent variable (abnormal net lnsider 
trading volunre) 

= . %lm Size 
p 

= Leverage 

= Control-type 
b 

= the randam error. r" 
i d '  

Ih? statistical significance, and sign of the estimates for the 

regression coefficients tbj, j= 1,2, and 3) provide the necessary 

i~formation for testing the research hypotheses; 
a 

s, 

The ~lidfty of the statistical tests performed using the 

regression lrrodel (equation 16), and the conclusions based on those 

Vislation ef those ~i~ renders those tests and the c o r d u s i u n s  

inaccurate. The najor assumptions include: 

range of observations 



!Ibe error tens are normally distributd . 

The indehndent variables are not highly correlateC- 

- The Constant Variance of R e s f d u  \ 

The' constaat variance assmpti6n is tht t& standard deviation 

and variance of the uts is constant for all values of each independent 
# 

variable. The implication of this assumption is that the distribution 

of the ufs is umffected by the size of the independent mr 

Violation of this assumption leads to heteroscedasticity. 

When heteroscedasticity is present, ordinary least squares estinates 

place more veight on the observations vhich have large error &ria-, 
3 

than on those with smaller error variances. 

Since each of the explamtory variable in the sample m@I i-mluded 

both large and slnall finns, this assumption uas likely to be violated. 

As Kennedy, 1983; and Pindyck 6 Rubinfeld, 1981 argue, large firnrs are 

likely to have larger variances than smaller firm. 

The possible violation of this assumption vas cf~CI~ed on by 

performing partial plotting of t k  residuals. As figures 8, 9, -an8 10 

)rdicate,z the pk&s show no sign that the assumption is violated. In . 
all the three plots, the absolute ude of the residmls do not 

appear to be related to the values bf the indeperdent variables. Thus 

no further steps vere necessary. 



'The.regression model also assups that the u's are norxiially 

distributed about a man of zero. Violation of this assumption renders 
+ K 

the conxidence intervals based on the t-table incorrect. 
c 

The normality assumption vas.checked on by computing a normal 

probability plot of standardized r$idllals (figure 6 )  and a histogram c -  

b 

of the stardardized residuals (Figure 7 ) .  Both the plot and the 

histogram'shm that the residuals are normally distributed. 

~1ticQlllnsarity Oorr&lon 1 

7' 
The first tvo of the three independent variables of the 

, 
cross-sectional part of the study (1.e. size and leverage) are - 

v 
f i m l a l  variabbs. F h a ~ i d  yariablis have be& found to be highly 

correlated ( Lev, 1974; Kelly, 1985). A possible explanation for such 
* 3 

interrelationship;, a&ng financial Mriables is that they all depend on 
e 9  - Y . 

the same financial and lsa~gerial decisions of the same firm. 
9 - 

To check on .the -degree of multicollinearity between tm tvo 

financial variables, t h e  mtrix of correlation coefficients vas 

exacaind. Tbe correlation between size and leverage vas (0.0941, 

indicating that the degree of collinearity bebeen the tvo variables 

MS lov and thus did not necesatate any steps to reduce it further , 

(Fogler & (;arapathy,11982). 

The next Chapter presents and analyzes the empirical .results 

of t h e  statistical tests that have been discussed in this Chapter. 



TEST RESULTS AND ANALYSES 

'The empirical results of. the event-study and crms-xctional 

analyses are reported and interpreted in this chapter.' -- 

4 

EWIRICAL RESULTS U? RIE E m - S N D Y  ANALYSIS 

The first null hypothesis mites that insiders of HNCs which 

svitched from SFAS NO. 8 to SFAS No. 52 in 1981 did not engage in any 

abno-1 het buying upon the release of exposure draft to SFAS Nc. 52. 

*re specifically, that the (DAVRt) = (ACDAVRt) = 0. The mrarket- 

djusted and the mean-adjqsted Itrodels ver,e used to test the hypothesis. 

?he market-adjusted model results are reported in Tables 1 and 2. * 

mble 1 shovs that the D A m  are positive on fifteen of the twenty-one 

test-period days. Of the fifteen days with positive D A W ,  six days 

are significantly different: •’run zem (p < -05)- %hie 1 also &WE 

that the cumulative daily average volume residuals, CDAVRs, are 

negative from 

they continue 

day -10 to day -3. They'bece positive on day -2 end 

being p i t i v e  t o  the end of the test period. 



mket-ad justed V o l k  Model Statistics 
for Each day of the 21-day Test Period (-10 to 

'LJ (N = 180) 
C 

t - 
DAY DAVR Statistic 

* DAVRs are significant at p < .10 l 

>- ** Daily average yoluae r e s i b l s  are significant 
t 

I at p < .05, one-tailed test. 
... 

*** Wily average vdtm residuals are significant at 
p < .Or, one-tailed test. a 

W = The, trading day of the event gier iod relative 
to the &y of the release of t h e  e m u r e  draft 
(day zero], f r a a  day -10 to day +lo. 

, - DAF - = Daily Average Vollmoe Residuals 
' \ 

t- 
statistic = Onetailed t-best for DAVR 

a w  = m t i v e  Daily Average V o l w  Residuals 



Table 2 shovs that the n V R  are positive an$ significantly 

different fromazero (p < .01) for a one-tailed test. Table 2 also 

reports tkt the period (0, +lo) is statistically significant 

(p  < -01); and the period (-10, +lo) is statistically significant 
- -  

(p  < .01. These results provide support to Hlb. The behavior of r>rrVR 

and CDATIR for the market-adjusted model are graphically pcesented in 

Figures 2 and 3 respectively. 



Market-Adjusted Average Cumulative Daily Aver- Vol- Residuals ,' 

( m V R )  -me1 Insider Trading Statistics for the periods (0, +lo) ' 

and (-10, + 10) . t 

* 

Average t- 
I n t e n d  CDAVRt Statistic n 

** Average Cumulative average volume siduals for the 
interval is significant at the .9 f level, one-tailed 
test. 





L 

* 
Y 

C M a U a b l E  DACLY VOLWE RESIDUALS 



fn  Table I, t k  positive ax3 statistically skgni f  icant 

average volumz residuals on d a ~  -3, -2 , -1, t3, t5, am3 +8, 

tailed, irdicatc that the insiders of the sample @tinatioml 
* I , '  

s 

coqanks e m  in net-buying that was different- frcu zero,- 3 9 ~  

positive but non-significant daily'awxage vol- residuals on day3 -8, 

-6; -5, 0, 1, 4, 7, 9, and 10, irdiete ne\insider hying but is not 
b 

stat istically signif ioust . Rre cumulative -velum? residuals be- 

pcaitive on day -2 ard continue being so until'the end of the test 

pzriod. In sm, tfrtse results fend support to the hypothesis that the 

ssspl,e insiders engaged in abnormal net-buyiq dming test period. 

Significant n e t  irrsider trading vas detected fiefore and after the 

.-nt date of t&.eqcsure draft. While significant tradirq 

detected before the release date be attributed to leakage of the  

contents of the exposure draft, Horse (1980 , 19811 attribrtes it to 
',"dffferems i n  *lief3 d x m t  the pending arm-nt. - He further . 

at t r i tmtk trading after the -nt date to inte 6 etation of the 
revealed contents of the event. Specifically, Horse (1981) argues 



Rrading prior to)a public -t may ocnn becam I '  

of d i f i e r u r e s  i n  beliefs abart w pr-~ity of @crent 

sigmls - k i n g  emitted byathe public -nt. Tlwe 

d i f f e r e m  i n  beliefs may be caused by the asym&xic 

d i s t r i h r t l on  of the info-& before its public 

annommient, h a d i n g  volurae following the public 

announccrnt ray be d= t o  d i f  fercnt in terpreta t iom of tha . 

signals releasedB<p. 375 1 . 

Based on Horse's 11980, 1981) analytical  f r m r k ,  the timing of 

the resu l t s  report& 'kn Table 1 can be interpreted as follovs. 

Abmnaal net-buying kfore the -nt date suggests that  the 

k p l e  insiders, as a small group, believeil that the exposure draft 

- contaf ned f a v o r j i e  f nio-tion. T%se  be11 efs e r e  different Tl% 

bel iefs  of thcee ins ide6  who &id& not t o  adopt SFAS Ho. 52 in 1981, 

I t  is l i ke ly  that those vho were going t o  adopt t k  nev Starrihrd in  
, 

i 
1981 believed 'that the contents of the exposure draft would lead t o  

I 

higher s t e  prices. RH#e vho e r e  not goirq t o  adopt t.h nw 

Standard did not klieve so. Clnifowity of be l ie i s  m l d  h w e  led t o  

%lure to  detect abm-1 net-hrying during the test period. - 

.. . Bnother possible explanation for the abnorral net-buyinq j u s t  

before the expogure d r a f t  date is the need t m e t  t h e a s i x  mths 

requirement by the W i t h  arrd EX3wqe Act  of 1934. Section 16(b) 

requires a l l  p rof i t s  on &f- cfrases ard subseqsKnt sale within 6 mths 

t o  k rettrrned to ihq corporation. So, if the -1fic 



thc year-erd f i r n l a l  statements, the insiders O would mximizc t k i r  

p e r m 1  vealth i f  they sold tkn. 
1 

&mom1 net-hying after the-release date, according t o  Horse's 

franrevork, vould rean that  the insidersr  interpretatiori of the contents 
I 

of the exposure d r a f t  uas consistent with the clx m a  - - -  - - - 

r 

beliefs.  

I t  is a l so  possible that the  ahorma1 net  insider had ing  
d' 

\ # 
identified in  t h i s  study pay have been due.to reasons unrelated t o  the 

exposure draft. w r ,  a search of the l5fit J m  did not 

leveal  any signfficant  *&a1 events t o  support such reasons. 
* 

s tead i ly  r i s ing  c--i~sulative average volume residuals suggest 

tha t  the  insiders s tead i ly  engaged i n  net-buying for soare ti- 

fo l lw ing  the release of t h e  exposure draf t .  Such extended duration - 
( ten  days a f t e r  the announceaent date) is consistent v i t h  kbrsevs 

4 (1981) obert/gtion tha t  t rading voltase reaction stays on for saae time. 

I t  is hovever contrary to Iarcker et  al . ' s  (1983) assert ion tha t  i f  an 

event leads t o  insider trading, it does so inrmediately s u r r d i n g  the  

a m v n t  date. 

Table 2 shcm t f ia t  the BCDAVR are pceitive ard s ignif icant ly  

different •’ran zero (p  < .01), &-tailed test, for the per iods  -' 

trading detected f&lorlrr~ the date, as w e l l  as far the entire 

t e s t  period could not b~ a t t r i m &  t o  c-. 

I 



/, 

- -  Table 3, like M l e  1, shovs that the D11VEb aie positivle on 
& 

fifteen of the tuenty-one test period days. Also of the fifteen days 

vith positive DAVRs, four d a p  are significantly different frcm zero 

o reports that the CDAVRs are negative from day -10 t o  
* - 

positive on day -3 and continue so to the end of 

the test period. These results are generally consistent v i a  the 
i =: 

results of the market-adjust4 e e l .  



- "_ 

--ad3llst&d Pol= Wrdel Stati&tics for Each 
Day of the 21-day Period (-10 to + l o ) .  
(N = 180) 

t- 
DAY DAVR Statistic W A V R  

statistic -' 

signif lcant at p < .lo, one-tailed te&. ' 

s<gnificarit at p < -05, one-tailed test, 
. Q 

Rae tradiry day of the event period relative 
to the day a•’ the release of the expdsye . 
&aft (day zero), ffa,day -10 to day +lo.  

One-tailed t-tegt for DAVR 

pulative Daily Average . = Volm- Residuals 



- --- - 

.- 
M l c  4 shous that the ACDlbR for both tbe periods (0, +lo) and 

-10, +lo) are positive M aie kt significantly different em zero. 

These results tfrtls generally,do not support the hypothsis that the 

insiders engaged in net-buying during those two periods. The behavior 
* 

of DAVR and CD&mZ for the --adjusted model i r e  graphically-presented - 
li 

in Figures 4 ' a d  5 respectively. 
- 



' 8 -  . - \ 
JZ 

, . 
G A ~  of the #an-adlrrsked i(ode1 for Over the Test  perlads 
(0, +lo) and , f -10, +lO f 





CUMULATIVE DAILY RESIDUALS 



*- 
/ - ,. . In Table 3, tk positive ard statistically slgnificqnt lXmzS m 

+2 

an3 10, sqgest  t ha t  there vas wae net-buying a t  could be aktrl~cd 

d .to chanae: * The ~ V R S  b e c a  praitive frtm day -3 and &"i being 

so until the l3-d of €he test 

corrsistent vith those of the 

period. 'Reser-b 

market-ad just& model. 

* ' '.m timing of the signif 1-t abno-1 net-buying of the mean- 

The.& results .ay be interpreted as follows. rakroraal net-buying 
I 

before &y zero indicate that the insiders of the sample BN&i held - 
- 

beliefs fi about dtprobability of different sitpals being by the 

exgosure draft that wxe Ibeleifs) different frm those held by the 

rest of the EJYSE insiders, - 
me siaifient psiti& results after tk release date suggest 

.that the i~iders * interpretation of the contents bf t h e - e ~ ~  &aft 

vas &istent vith the favorabld beliefs*about the *exposure draft. . 
prior to the release date. A search of the Street J m .  A 



that the insiders sfeadily e m  in net timider buying after the . 

. - 
exposure draft released'. ' . , .  

, I  

are bery similar.  hey support the principal hypothesis of this study. 

Rr only notkeabIe difference between the results reported-der the - - - 

market-adjusted ard the k a d j u s t e d  mdels lies in the degree of 
b I 

statistical signiftcance of the ACDAVRs during the perlods (0, +lo) and 

I *  

The subsidiary - pnpose of this. study was to t e k t  for an 
-- A 

- - - 

association betveen the detected ttading vol- behavlor and firm 

variables (size, Leverage,& Control-type) over the test period. A 

multiple regression model of the form (Equatlbn 16) vas estimated for 

variables, the matzjx of the ) .  corkelation coefficients 

the intercorrelatiods. - 
* 

- 4 

statistie and 



TABLE 5 E -- - -- 

F 
' . 

sunmsry Statistics of a l l  ~ t l s s - s e e t i o ~ ~  --is Variables 
and their IntercorrelatfonS. (N = 178) - 

d 

* - - 
SR) ccwmxa- 

VARIABtE MEW HCROR SIZE - m * -VR, 
1 

SIZE Natural 7.20 1.40 1.000 
-Log of 
Total * . 
Assetq g' 

0.266 .16710.094 1.000 
- ~~ Debt,' 
- 

DeM+EQuity "-7 
m- Insiders* 0.007 .040 -0.044 0.079 1,000 ' 

TYPE Equity/ 
Total E q u i w *  

4 

DAVR amtulativeO,026 0.309 0.054 0.079 -0.014 1 ,000' 
Average - - 3 - 
V O ~ U E  d 

Residual - --, - -  - - - -- -- - - - -- - - 

r' 

** Tota l  number of shares held by insiders of company i on . > 

-- - _  Z 

last day of the m n t h  (my 31, 1981) over total coarmon equity 

of the company December 31, 1980. 



%e fI3Eematfeff fn 'i?ams 5 &&we a ~ p s H A v e * - - - - - L  - 

-elated vith Leverage and DAVR, but neg&ively c o r r e l a t h  with 

Control-type . everage is posit ively correlated v i th  Control-type, and 

v i th  DBVR, Control-Type is negatively correlated with DAVR. In  terms 

05 the d-ee of corxelation vith-'DAVR, Table 5 shovs tha t  Leverage (r 

- F = 0.079) ,has the  strongest rela t ive  correlation followed by Size '(r = 
7 - 

0.054), and then vith Control-type (r  = -.014). - 
A 

Judging by the t r a d i t  i o m l  standards, the inter+ependencies 

vi th in  .the set of independent w i a b l e s  .do not appear t o  r e f l ec t  any 
6 

severe col l inear i ty ,  Even in  absolute terms, no two independent .. +- vre 
3 + 

variables have a correlat ion near .50. Besides, none of the standard 

e r rors  i s -very  high fPindyck & Rubinfeld, 19811. Results of the  cross- 
- 

regression parameter estimatestare reported i n  Table 6, 



Estimates of parameters from cross-sect1 onal regress1 on test op d a i l y  average 
vofurae r e s i d u a l s ,  D A V R i ,  for the  21-day test perf od. N - 478 - - 

Constant  S i z e  , 

Manager- Unadj ,  F 
Le ve rage C o n t r o l  - ~2 



ltvlerage, and cmtrol - typ as previously dl-. The overall 

assuclation betueen the explanatory variables ard thc deperdent 
I 

variable is aweak me W= 0.0088; F = 0.51). However, tvu of the 
1 

three lndeperdent variables have the predicted sip. One does not. 

As hypothesized, le- is positively assoclated'vith the DAWRs, 

while control-type is negatively correlated, But both of these 

associations are statistically insignificant. Ckt the other hand, size, 

ontrary to the hypobized relationship, is positively associated 

vith the DAVE?s. association is also statistically irrsignificant. 

In sum, the findings reported in Table 6 provide imignlf i-t 

support for two of the three hypothesized relationships between company 

cfiaracteristics d detected: insider trading vull~e. T ~ E  l w  R2 and F 

irdicate that the chosen ccaapany variabks do not explain most 

of the variation ohserved in the trading voluzk. ilhat these statistics 
SL 

may mean is that there are other expla~tor$ ~ i - d b l e s ,  not Lldered 

in the .o3el, vhich m y  betterxexplin the nqs-sectional variation in 

#e detected insider trading volume over the test period.Another 

pssibility is that there are other m u r e s  of thc& variables vhich- 

this use of data of different dates,uere discussed in mpter 111. 



The results in Table 6 show that Size is positively associated_ " 

vith daily average voluse residuals at an insignificant level. These 

results do not: sttppc,rt the hpmtksized inverse rehthnshfp betveen - - - -  

the size of a W and the abserved net tradlng w l m  during the t&t - 

period. These results sllggest tt\at thc larger the m, theclhigher the 

C w  possible explaratim for )he positive relatiomhip is 

inside information about foreign takes longer to 

outsiders than usual earnings disc1 ures. C o ~ n t l y ,  w h e  P 
period iaaediately surrollnding the b e & ,  the larger the W, the a r e  

\ 

inside 

this vi 

inf omat ion- there 

ev in the case of 

\ 

vas to tradd ors. - TVO teasodis seeB to support 
-1 ' - 

4 
b 

the e-ure draft to SFAS No. 52. First; 

manag& to decide on vhat uas to be the functio~l ckrency to use . 
I '  

in translating their foreign operations. Such a declsion Fing 
* 

raade for the first ti= and likely took some time. Secorrdly, as a 
Z 

result of the first r-m, most of the statistically sigbificant 

results are on days kfore the'release date. This suggests that most 

lfsfgnificant abnoml tradlnq took place before the 
jtatist)s2f . 

--.. 

- 

release date. According to Horse 119811, trading prlor td merit date 
# 

4 

is based on differem in individual beliefs, rather than 
- 

interpretation, of the announcesent, 7 liefs are certainly sore 
earnings df sclosures . 



As hypothesized, leverage is positively assgciated vith net 

trading valuaae during the test period. The association is however 
c4 

irtsignifi'kant. Thus these results dcnot-provide enpirf'cal support for 

the hypothesis that the mre highly leveraged the WC, the more net 

buying there vas in it, a .  

Results in mble 6 indicate tht as predicted, variable Control- 

type is negatively m i a t e d  vith the trading voluzre during the test 

period. The negative association wuld indicate that the insiders of ' 

mdnager-controlled l4Ks go clatively more involved in abnormdl Y 
trading than those in anaer-controlled H4Cs. Hovever, the association 

i 

is statisticall) irsgniflcant. %us the results of this study fall to 
. 1 

support for the hypthesis that manager-controlled imiders 
'3 

- were relatively more involved in abnoml net-buying than those of 

b 
P 

nhat is of interest to note though, is that out of the 178 firmas 
8 

tE& rere used to perform the cross-sectional tests, 169 were classfied 

t i -  as mamqer-controlled. This incorsestence betueen the reportred 
.- - - 

empirical results and the firm classfieation results underscores the 

d i f f  intlty of interpreting results of stdies based on insider trading 

approach. 



- $9. - 
~es:~-of the $atistical tests performed toetest for possible 

-5 4 '  
violation di the assumptions of constant: variance and normal 

c3 
/ 

distribution of the error terms are reported in Figures 6, 7, 8,9, and 
- 

10, f 
+ 

The normality a s s ~ i o n  uas checked on by coaaprting a normal 

probability plot of starrdardized residuals (figure,6) and a hlsto@am 

'of the -. standardized residuals (Figure 71.- Both the plot and the 

histogram shows a t  residtds are normaally distributed. - 

.. The Constant Variance of Residuals 

Partial scatter plots bf e$ch of the independent variables vere, . 

p e r f o m  to check on the possibility of the violation of the constant 

variance assumption. The partial plots are reported in Figures 8, 9 
P 

and 10. These plots indicate no sign of non-constant variance. 
- 





Figure 7 : Histwas of s Tdirea 
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?his s M y  eapirielly examined insider - reaction to the change in , . 

foreicjn currency translation standards from SFAS No. 8 to SPAS No. 52. 

?he stdy was divided into two k t s .  First, an e*nt-Sudy ara?yz& - 

< 

th& volume of securities traded by insiders upon the release of the 

exposure draft t o  S F S  No. 52, to determine if the lrrsiders engaged.in 
'7 

any abnormal trading. Secondly, a acrs-se@ional anaiysis was 
-.- . .. .. 

leverage, ,@ control-- 1. . -- ?. 
, -.- " 

imple~entation led to greater volatility of reported earnings, musing. 

lover St& prices of the affected securities. The FEB isSued the 

exposureJ draft t o  SPAS No. 52- as a direct response to the severe 

criticisms against SW Ho. 8. The issuance of the expobme draft to 
- a. 

SFAS No. 52 on June 30, 1981, vas therefore g&Rierally anticipated to 
" :-"=,-- .. ' 

reduce the volatility of reported p i n g s ,  and thas to hiprove stock 
--- 

?he anticipated favorable ~luation of stock would thws -2 

insiders, vfio have k e n  said to aim - atrmaxhizing .> . their 
LL .. 

% ., 
' 4 , - .  

wealth, to mengage in net imlder buying upan the release of 



the exposure draft. As was discussed in chapter 11, Zeibert & Kim 
- - -  - - t 

(1987i study reports a positive lsuket reaction, to S M  'NO. 52. l h l s  

market r&ction implies that those iyiders who had engaged in net- 

buying at the time of the exposure draft benefited from the purchase. - .  

Thus thesprileary null hypothesis stated that insiders of MNCs 

which switched from SFBS No. 8 to SFAS No, 52 in 1981 did not engage in 
/-- 

I ahnormal or unexpected net lnyfng upon the release of exposure draft to - 

SEBS No. 52. This hypothesis was tested through tvo sub-hypotheses 

under the w~ket-adjustedH and "mean-adjusted" models in the event- 

The results 

provided insiders 

prwide evidence that the proposed Standard change a 
of the sample f ! ~  with enough motivation to engage 

in abnormal insider trading. Vnder both test models, the DAVR are 
- 

positive and statistically sigrtif icant on four out of the .21-day test 
* .  

period. The CADVRs become'positive three days prior to the *elease 
- -- 

d -- 
- - -  -- -- -- -- 

date and continued rising to the end of the test period. The 

statistically significant results prior t~ the announcement date, 

according to Morse (1981), indicate that insiders held different 

beliefs about the likely contents of the exposure draft. a the other 

hand, the statistically significant days after the release date refled 

the insiders' interpretation of the contents of the exposure draft, 
a 

Mrsets fra~pevork sess to fit the results reported in this study * 
w e l l .  T%e fact that there =re significant abnormal net-buying days 

insiders about the contents of the awaited exposure draft. A common 



not different 'from zero. 
B -- -- - - - - - - - -pL 

r z  

Morse (lml) continues to hypothesize that trading after the 
- - 

a~ornoement date refl& how muk& participants interpreted the 
a . . 

contents pf the announcement. 1; this study, signliicant results % -  

after m e  release date imply that the egosure draft was interpreted 

favorably by-the insiders leading them to contiMed net-buying as uas 

hypothesized. + - -- - -  

d The crE5-sectitkl a~lysi examined the association between 

detect&' insider trading voluine a@ each of the three company variables 
h 

(Size, &erage, and Control-type) . Results of* Size var,iable do - - -  

not support the hpthesized in&rse relationship between size of a 
*=L 

and detected trading volume. Instead, the results seem to suggest that 
%. 

the size of a M K  was proportionately related to the trading vollnae 
= 

that it engaged in. A possible explanation for 'this positive 

relationship are political costs. Iarge finas ltke to report lover 
- - 3  - - - -- - - - - - - - - - - - - - 

earnings. mus, SFAS No. 52 tends to work against large firms due to 

added political costs,$ f dr them. expect a positive relationship 
,P t- - 

betveen NIT and Sizedas a means of reducing reporte$'ka.?kfngs. The, 

' b  
variable Leverage has a positive sigh; but the cdetficient * r.F i s  not' , 

.2: %* 

si+ificant. ~ s e  results thus -hi1 to p r d  f ~halwal's -- .+ 

8 - '  
sr g > ,. - 

-kx, : , ,%: - 

(1980) results. Results ;of the' control-typ vari&@gd @so the - - + .. *?, 

predicted sign, but the coefficient is also irrsgnifi~e. ' - %  lhe 

variable had. a negative cwf f icient sign. ?his s w  that thkE~ller - 

- L ,  .' &\ .- " '[z ; 
the proportion of camon st& keM by @ ~ i 4 b + e -  - - 

<=>L F.+->, 

0 
observed trading volrnde in that W. But since irrriw z.+ : w&k4hip in 

--* ,'- . . ~ I . ~  

nenager-controlled wcs is generally less than in wner-dhW%@~ &. . 
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1 

- - -ppp - - -- -- - 

&, tk results imply the trading voltme in ma~ger-c6Mrolled PNCs 
- 

w a s  kigher.than it uSs jFf evner-emtroUed &. - -- 

. a 
In sum, the cross-sectional results do not provide support for the 

three hypotheses. Several reasons be responsible for the low R2 
d 

~ l u e  and the mm-significant beta ~lues: First, it is Wsible that 

some variables'not considered in equation 16 explains variation in 

DAVRs better. Secondly, it is possible' that the three wriables 
t 

- 

considered in this study were not measured Thirdly, the' 

results m y  have suffered from a specification error since the 

dependent variable was masurd using daily data while the expla~tory 

variables were &wed e i n g  data. Finally, it is also - 
possible that the 'hypotheses tested in this study were based on wrong 

theses. 

This study faced two major limitatiolls. First, it is based'bn ' 

the insider trading approach. *.research methodology based on 

insider trading is not yet rigorously tested. Relatively little is* 1 

known about hen insiders trade and hov insider trading should be 

measured. This state of affairs makes interpretation of results based 
-4 

on insider trading difficult. Secordly, this study .used daily data to - ,.a 
test the presented hyptheses. A major problem of using daily data , L 

lies in dealing vifh infrequent traddng. Much of vhat might have been 

useful data vas elimi~ted due to infrequent trading. 



+% 
Hare specific limltatim eriated frm the M a y  rn an&-nie 

measured. Firs t ,  when recol.~end& the  standardization .. of the  
'r 

difference betueen B i t  and S i t  i n  measuring NIT, Larcker e t  al., (1983) 

, referred t o  using shares held at the  time of the trade. In t h i s  study, - 

the difference betveen B i t  and Si t ,  was stanaardized by number 'of 
4 

shares held at the end of the peviorrs month. Shares held a t  the time 
\ 

--  - 

of trade were not available. Since neither of t h k d  versions is guided 

by a theory, it is d i f f i c u l t  t o  decide vhich one of the  tvo vould lead 

t o  fewer limitations. 

- Also in  the measuqeaient of abnormal net  ins  . . trading, the  

market volume model  utilized t o  generate volume zesiduals. But as 
B --. 

&r (1986) points out, *there is n o  theoretlcal  support for  a 
- 

trading volume market  piodelN(p.44)."en i f  Bamber (1986) reassures 

. t h a t  adjusting for the market-wide factors renders the  volume market 

model'equivalent t.o the returnvolume model, the former hag not y 6 t  
- 

been i! igorouslytested.  Consequently, many of the  a s s ~ i o n s  made 

regarding the  market-adjusted and the mean-adjusted models r e l a t e  t o  

the lmrket return residuals. Thus the va l id i ty  of t h e  cbnclusions t o  

be drawn from t h i s  study a re  subject to those limitations. - 

. 
CONCLUSICNS AND -ATICNS z -I 

Ekrlier studies vfiich applied the insider trading approach t o  
. ,  

accounting standard changes found abnormal insider trading taking p h  

after the event {Larcker, Reder & Simon , 1983). Larcker e t  al. 
- - 



3 
expect& tM abnornal tradingL t o  have taken place before the eevet, 

* leading ;them t o  call 
. - 

. a rigorous 
: e 

the period 

for: - 

empirim1 explanation for insider trading i n  

after the exposure dra f tn (p .  618). 

This study used Horse's (1981) theory of 

explain the existence of insider trading 

exposure draf t .  . 

both bef-ore and a f t e r  the 
< 

Lev and Ohlson (1982, p. 2613 proposed a positive correlat ion 

between an --average voltme reaction v i th  an above-average price 

r e k t i o n ,  This  study detected soa~e abnormal net  insider trading before . 
the release of the exposure draft t o  SFAS No. 52.  B r l i e r ,  Zeibart and 

A- 

K i m  (1987) found some abnormal market price reaction preceding the 
L , 

release of khe exposure dra f t  t o  the  same statement. , While the r e su l t s  
/ - - 

of t h i s  d isser ta t ion and those of Zeibart and K i m  tend t o  support Lev 

an3 Ohlson's h y p t k s i s ,  the tvo studies did not use the same sample. 

7 

An empirically strong statement about offering' or not offering support 

for  the Lev and Ohlson hypothesis vould need the  tv.0 studies t o  have 

~ e d  the same sample and the tes t ing t o  have been conducted under 

similar corditions. Future research should thus t r y  t o  t e s t  for  the 

asserted correlat ion bebeen an abnormal volume reaction vith an 

abno-1 price r-eaction prior t o  the release of the exposure d r a f t  t o  

@AS No. 52. 

In the  cross-sectional mlysis, 

support the  Hypothesis 2, Leverage offered 

while variable Size did not 
'P a 

support t o  Hypothesis 3.  



' I 

This in a way c m ~ l i ~ t e s  the interpretation of the tvo results - - -- - sim -- -- 

S i z e  has been salt3 to proxy for leyerage as discyssed in 'chapter XI. 
- 

The control-type variable provi'ded suppbrt for hypothesis 4. . 
This study plays a pionkri* role in applying the &h&ology df 

insider trading to the area of foreign currency translation. 
B 

Conclusions dram from this study should foster furtherresearch 

.including validation and exa~i~tion. 
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, 
4 FCREIM atEWENCl 'LRBNSLATICH MGlWODS PRIOR TO SFAS No. 8 

0 
. , 

There rere four foreign currency translat ion methods before SF'AS 
v.. 

No. 8 vas introd& in  1975: - 

. 
'B 

Under t h i s  method, a l l  current assets and current l i a b i l i t i e s  of " ' 
< 

foreign subsidiaries are trans1 t h e  current 

1 e x c h a e  rate i n  e f f  - t date; while the  non- 

--cur.rent assets and l iabi  1 it ies a t  the higtor ical  
I. 

-exchange rate ( e x b y e  rate i n c f f e c t  a n  the  assets and l i a b i l i t i e s  

were acquired or o t p i s e  recorded in  the s e d i a r y t s  a&ountlng - 
,I 

, 
translated at  the average rate except for ones tha t  r e l a t e  t o  . 9 
noncurrent assets ard liabilities (e.g. depreciation expenses)uhlch is 

I 
3 

. translated at tk his tor ical  exchange ra te .  

'This kethcd requires that only m o n e Q q  iteas such cash, 
u 

accounts receivable, accounts payable, and long-term payab1es and 

receivables, be tr&ated at  the current rate. But that nvn-eonetary 

' 
accounts such as investments, proper- and plant and equlpnt ,  long- 



statement item are trwlated at average exchange rates except f8r 

it- relating to honl~onetary asmts and- liabilities; which are 
- * 

translated' at historical rates , 

Under this cash money, receivables, and payables neasured 2. the am ts promised are translated at'the e&age rate in  effect - - 
sheet date, while assets-ah liabilities measured at 

- 

'B 
money prices are trmlated at the &change rate in effect at the dates . 

to wftich the money n .  Thus the Temporal method is simply 
* 

k ? 

a measur process which should not change the attribute 
\ 

h 

f f  

thder this ~thcd, all assets, liabilities, revenues arrd expenses 

are translated at the current rate of exchange. The historical 
3- '& 

exchange r2te is used only where the foreign country's currency is more 

unstable than the doiaestic curre&. 

.?tt-ts method voids inclusion of exchange gains &-losses in the 
- - 

current period inccrsne, except those reported on the local cusrency w 

- *=+ 

f i ~ n c i a l  statements of the subsidiary. This overeC&s scxae of the 
2 



APPENDIX B 

-IF= IRON CO. 

BEATRICE FOODS m. 





770706 ROBINS (A.H.) 0. 

54303 AVON PRODUCTS 



SHELL OIL CO. 

SrZWDARD OIL CO ITNDIANA) 

D A Y 0  CORP. 
C 

L I B B E Y - m m 4 s - m  a)': + 

CORNING C;LASS 
I 
I 

KAISER CEMENT OORP. 

COLT INWSTRIES IW. 

SNAP-ON TOOLS CCRP. 
1 





GB . 934436 m a&MmCATICHS INC. 

i4nxmm INC. 
1 

799850 SANDERS BSSOCIATES INC. 

666807 MORTHROP C m F .  
.-. 6 , 

* 369'550 QmRAL DYNAMICS CORP. 
< 

32177 AMSreD INIXISTRJES X 

573275 MARTIN MARIEmA CCRP. 
i 

774347 lm33m.L IPrrPRNBTIONBL am-'. 



E T A  AIR LINES INC. 

* 
m Y  AIR FREIW CORP. 

Qw STATES W L I n E S  CO. 

UNIVERSAL LEAF 'IOBACC23 

LIN(XKN NATIONAL m. 
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