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'I‘his study exanines management reaction to the exposure draft to
Statement of Financial Accomti\tarﬁard No. 52 (SFAS ﬁg. 52), o

, EQ:eign_gurrsncr_I:ssslatign Many gers had associated Statement |
of Financiﬁ Accounting Standard Number 8 (SFAS No. 8) Ammt_ing_fg:

W with increased volatility in reported earnings
'mese managers believed that the increase in volatility lowered stock

prices. 'Iheexposi}zedraft ‘to SFAS No. 52 vas issuedbytheFinamial

Accounting Standards Board (FASB) as a direct response to the outcry L

- against SFAS NO. 8. Chpital market participants thus expected the new

Standard ‘to reduce this alleged volatility in reported earnings and
improve stock g:ices Hovever, company—-specific financial implications - |

-and the timing of the switch (from sras No. 8 to SFAS No. 52) re3§4ned &

private information possessed by the managers and other insiders . l
1f managers believed that increased stability ‘of reported earnings

vould lead to higher stock prices, then they had the incentive to be
mt-buyers of their firm' s stock The primary hypothesis thus states
“that insiders of multinational corporations (iﬂC’s) vhich in 1981 -
switched from- the t?oral to the Current rate method of translation
engaged in abnormal net buying upon the release of the exposure draft

, This. analysis is an event study using a sample size of 180 mCs o
and using daily voliume data The event is the release date of the ?f
revised exposure draft of SFAS No 52 A cross-sectional:analysis is |

then performed to determine the éxtent to which the observed insider - .

#
»

RSt ) L

L'



‘ hypothesls 'Ihey show that lnsiders of the MNCs that adopted SFENO._“ A
52 in 1981 engaged in Lmexpecteely higher levels of stock volume |

The results of the event-st\xly provide support for the net-buying

trading upon the release of the exposuze draft. The. results of thé

cross—sectional analysis are mixed. While the variables Leverage and

COntrol—type enter vith the predicted slgms, the variable Size does _-

t 'l‘he overall assoclation between ‘company ‘variables and detected

) tradlng volume is not statistically significant. - Lo

iv '
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_ CHAPTER I+

INTRODUCTTON > ' .

This study is an empirical investigation of insider reactions to
the change in the foreign currency tramlation standards from SFAS M.

i,

8 to SFAS No. 52. Specifically, it ) analjﬂes the volume of )
secu.rities traded by corporate insiders to deternine lf they engaged in
Vabnonaal trading activities upon the release of the revised exposuze
dragt to SFAS Ne: 52, and (2) examines the extent to which the detected
insider trading behavloz could be explained by fim characteristics
(firm size, leverage, and. contro‘l“—type) } L
The balance of this chapter is divided into the following
sections: (1) Ovérviev of the Study, (2) Motivation for the Study, (3)
Statement of the Problem, (4) Significance of the Study, and (5) ”

Organization of the Study. o -

< o . 3 \

OVERVIEW OF THE STUDY -

[N
»

The major revisions in the 1nt‘ernationé1 -onetary system in .the.
early 19'?(‘)3,‘ together with the existence of a variety of tianslation
pzacticgé in the U.S., highlighted the need to have-a single method of
fozeign currency translation. Multinational corporatwrs {MNCs) engage -
in transactions in different countries vhere they hold assets and have
tinancial obligations. In order to consolidate financial statesents

from foreign countries, MNCs first have to convert the statements into



American dollars using a given rate of exchange. Hb-uver‘, sinde a
major purpose of financial report‘lng is to ’provide' COupéiable
information to investors, a slngie translation method would be required
of all MNCs. Re_a,nzihg such a need for a common foreign currency o
translation method, the Financial Accounting Standards Board (FASB) -

earlier issued Statement of Financial Accounting Standard (SFAS) No. 8, o
N : I - v A&

Forelgn CQurrency Financial Statements (1975). _
SFAS No. 8 required that MNCs use the temporal method of

translation and include translation gains and losses in determining
their operating income. However, SFAS No‘. 8 was-severely crii:i,cize&d by
management who had to adopt it (Griffin, 1982). They believed that |
~1mp1emem:1éSFAS No. 8 caused yolatility in reported ‘earnings {Kelly, |
1985), which led to lower stock prices (Choi, Lowe, &yﬁorthley, 1978;
Stanley & Stanley, 1978).
Subsequently, as a direct response to the criticisms, the Board‘

-yirssued the exposure draft to Statement of Financial Ac;counting Standard
(SFAS) No. 52, Foreian Qurrency Translation on August 28, 1980. Among
other things, the exposure”draft allowed: (1) foreign subsidiary
financial statements to be stated in the subsidiary's "functional
currency” and then translated into U.S. dollar lmi"r,]g the current rate,
7 and_(2) MNCs not to report translation gai/gs»and losses in current

The concept of functional currency was not adequately defined in
the exposure draft of August 28, 1980. In most cases it was

erroneously presumed to be the currency of the country vhere a

.

Ed

|
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subsidiary is located and the books of rec;g:d are maintained.

This led té confusion and fmﬁration among 'nanagers,(nany of vhan
maintained their books avay from the site of their operations
The Board responded by issuing the Bg_imm to Statenent -‘3‘
of Financial Accmmting Standard No. 52 on June 30, 1981.

The revised exposure draft (the exposure draft to SFAS ﬁo. 52, .

héreafter) de‘fined,fwrctional currency as "

In addition, several factors to be considered in determining a

ftmctional currency vere Iisted However, management was left with the T
authority to decide on a subsidiary s furx:tional currency.
© After deciding on a subsidiary's functional currency, it was easy

for ‘managers to estimate the likely company-specific financial impactv

of the stands -- change. However, it remained difficult for ‘non-

3;

insiders to figme out the relevagt functional currency and thereby the

-

possible financial implications. Thus, insiders could benefit frpu

their advance knowledge of the relevant functional currency and vhen
their ngticular compar;ies would adopt SFAS No. 52. Moreover, managers )
had the discretion to adopt SFAS NO. 52 early in 1981 (in non-
inflatiqnary areas)} or t'p valt until 1982 or 1983 when it beane '
mandatory. Fir;ally,, their easy access to company records provides then
vith the details of the specific financial implications of the adoption
when it happened. 1In sum, to the extent that an early knowledgq\ of
translated financial statements of foreign subsidiaries constitute
tradable information insiders definitely had an advantage in connection

vith SFAS No. 52. The question is to vhat degree can one detect




, : _ _ : .5%‘6{.! ‘ :
- - ‘;» - ki ;": . o
R P e .
insiders’ use of such informati‘on ,We propose toistudj thci; trading_u,_w
activities as a source - of sig:na‘l — R :-_ cel

3?‘;4 J

Y
-

' It has been shwn ‘that- insiders act to maximize ;heir personal : \ o
wealth (Griffin, 1983; ﬁatts & Zimnerman, 1»«978), ara are knoun to’ trade o
on their inside accounting information (Larcker, Reder, & Simo$ 1983

Perman, 1985). Also, MNCs which adopted SFAS No. 52 in 1981 generally
did so for profitrmotives (Ayers, ’1986; Cray, 1984; oriffin, 1983).

~ Thus it is poSsible.that insiciers might have traded on the potential
implications of SFAS No. 52. Specifically; since No. 52 implies more
favorable financial ratios as a whole, its announcement could tbé ~
associated with net buying behavior. This study empirically

investigates that pt:xgs:dlbililtjv by examining the insiders' stock trading N

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

30, 1981. 7
. ~ \ ‘ - L

) Efficlent Market Hypothesis (EMH) and

Foreign Currency Translation Information

In the lagt two @cade;, most empirical studies of foreign
cuzzency translation have examined elther stock-market or management
reaction to accounting standard changes. Stock-market reaction studies -
investigate the association betveen the release of actual or proposed
accounting standards ( eg. SFAS No.8 and SFAS No. 52) and changes in
stock prices. These studies are based on the semi-strong form of the

Efficient Market Hypothesls (EMH) vhich states that the stock market



s reacts quickly to publicly available infomtion, more quickly than to
prlvately held information (the strong-form of the hypothesis) (Hillner ,
& Yu, 1979). According to Fama (1970), an efficient capital market is
one in which (1) security prices fully reflect all reievarit\available
information, (2) secuzity prices react instantaneously and unbiasedly
to new information, and (3) no one earns unexpected high returms
consiﬁtently That is, if the change in the standard carries any new
information, the,market will, quickly and unbiasedly, lmpound i1t in
security prices.‘ ‘ |
Unfortunately, ihere have been conflicting price-related results
with regard to foreign currency translation. For e)ample, using .
'rnon—starﬁardized residuals, Dukes (1978), found no significant price
reaction to SFAS No 8. Zeibart and Kim (1987), on the other hand
using standardized cmulative average residuals found statistica}{x_ﬂii
significant market reaction to the same.standard vcbange. Zeibart and .
Kim have at?g}buted,the c?nflict in the results to differences in the;
methods used. Nevérthelésé, this conflict casts some doubt-on the
efficiency pf the Eapita; maryet (even in the semi-str&ng—forn) vhen 1t

comes to impounding information from foreign currency translation,

- N -

Price Reacticns and Average Results

An important aspect of these market reaction studies is that only
: »
. average market reactions are reported. Studles vhich use the BMH to

predict market reaction (e.g., Dukes, 1978; Markin, 1978; Shank,

2]



" Dillard, & Murdock, 1979; Zeibart & Kim, 1987) primarily look at how
various capital market participants (professionalﬂsecurity analyst,
company insiders, one-time-naive inveétér, etci) react to & change in
‘accounting rules. These studies do not provide insights into the
reaction of individual ihvestors to éhangeé in accountiﬂg standards.
Indiv;dual investor reaction can be gaugéd by Chapges'in security
trading volume.* Beaver (1968) clarified this point as follows:

An dmportant distinction betveen the price and volume tests

is that the former reflects changes in the expectations of the

market as a whole while the latter reflects chaﬁges in the

expectations of individual investors (p. 69).

P

¢

VInsiders{Vinvestmentfgggggiqns influence those of non-insiders
(Baesel & Stein 1979; Givoly & Palmon, 1985, Penman, 1982, 1985).

Consequently, examining the trading behavior of insiders would thus

provide further insights into how a change in the accounting rule would

affect price structure. For the present study;r"insiderg" consist of

corporate officers, directors, and large stockholders (Givoly & Palmon,

1985).

Managers as Passlive Market Participants

The reactions of management to SFAS No. 8 and SFAS No. 52 have

been studied previously. Avallable :gsults show that manggement either

s

a — —
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‘practices to counteract the antic.ipated negative ilpact of the Standatd

lobbied SFAS No. 8 to influence it before itg i lementa'tion (Kelly,
1982, 1985), and/or carried out changes in their fmancing or operating

(Evans, Folks & Jilling, 1978; Shank, Dillarg, -& Huxdock 1979).

Studies examining management reaction to SFAS No. 52 have generally |
focused on the determinants of mnagements' choipes between early S
adoption of the Standard in 1981 and adoption vhen the rule becane

mndatory in 1983. Maximization of reported earnings, and therefore

the value of the firm, has been found to be the major driving force
behind the managers choices (see for exampi‘e;, Ayers, 1986; Gray, 1984; )“
Criffin, 1983). | ' S : _ L

- But 'maximizing tha value of the firm leads to naximization of
the wealth of all common stockholders. While the manager is hired to
do just that, ;Je/;’:be has also been reported to act so as,;to:,naxinize_,;iﬁi
his/her personal wealth (See Griffin, 1982; Watts & Zimmerman, 1978).

- Thus, earlier studies have looked at the manager as a passive
pai:ticipant in’ the ca;iii;.al market, one who indirectly influences the
market by providing financial statements. Later studies have
incorporated the assmtion that ‘managers operate to maximize their .
,Qe:;(sonai wealth. Managers, ther_e?ore, need to be viewed as difectﬂ
active, and selfish participants of ‘the capital market.

»The purpose of this study is to examine the reaction o£ insiders :

f.o the foreign currency translation accounting standard change
!



8FAS No. 8 and Barnings Volatility

~

On December 31, 1974, the Financial Accounting Standards Board

issued the exposure draft to Statement of Financial Accounting Standard

Yecommended the temporal method of translation with the foﬁqving major
provisions: . | |

1. Fixed assets, inventory, and other non-monetary assets
be translated at_the historical rates prevailing at the time
of thelir acquisition. '

2. Monetary assets and monetary liabilities (including the

____ long-term debt) be translated using the rate prevailing

: \
on the financial statement date.

3.  Bny gains or losses derived from the above translation
‘process must be included in the current income statement
(1.e. be recognized lmmediately whether realized or not).
Tran;lating inventory and faciiities at the historical rat: and
‘the long-term debt at the cuzzerﬁ; rate, would typicall‘;(alead to a net
monetary liability position (an accounting exposure). A net monetary
1iability position vas a major issue for those companies which had
debts‘cddtrécted vhen the exchange rates were substantlally iower. The
foreign debt could be a huge figure in cyrrencies such as Swiss francs.
Fortun{tely, the significance of translating the inventory and“the .
fixed assets at the different rates vas significantly reduced in 1975

, L5
wvhen the U.S. dollar strengthened against most forelgn currencies

\



{Rodriguez, 1977) #ith a strong dollar against other currencies, it
' bemne relatively cheaper to finance a net monetary liability ulting
" from a foreign curréncy translation. ' ' T

© What turned out to be a more serious criticism against SFAS No. 8
vas the requirement to inclide the exchange gains and 1oexses in the
detemirapion of cuzrent income. Prior to the newv rule, uany*ﬂ«:si‘used”.”*'; =
to récognize exchange gains only wvhen reali,zed‘. Others netted the |
qains against the losses and deferred the remainder (using reserve
accounts). For such companies, implementing SFAS No. 6§ mczeased SR
volatility of reported earnings (Griffin, 1982; Kelly, 1985). James '
Sherwood (1976), President of Sea Containers Inc., illustrated the .

problem of earnings volatility as follows:

Our first quarter 1975 pre-tax earnings from operations were up
17% over the year earlier period, ‘but our net earnings after
exchange gains and losses were up a staqgering 192%; we are

obliged to report earnin-gs and lossesthat don't exist (p. 30)

By the same token, the inczeased vulatility in zeported earnings
vas alleged to lead to a negative effect on the value of stock of those
firm required to adopt the Standard (Choi et al., 1978, p. 81; Stanley

& Stanley, 1978). A;qa:ding to Griffin's (1982) empirical sﬁﬂy,

adopting SFAS No. 8 met with much oppositiom from "corporate managers
‘ard others from industry vho...were unanimously critical of the _
standég:d, and called for major changes In foreign currency practices"

]

{p. 51).
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A popular beliéf was that the adoption of SFAS No. 52 would (a)
~ reduce the volatility of reported earnings and, therefore, (b) lead to
a fayorable'inpact on the stock of the firms affected (Dukes, 1981; ;

'Largay, 1983). Kelly (1982) argued that management s reaction to an

accounting standard that im:reases the variability of reported earnings e \
depends on management s attitude towards risk Also, Kelly asserted |
that while a risk—averse manager is likely to oppose it, a

' risk-seeking manager is likely to support it. This'study theiefsze‘f““*
assumes that all managers are risk-averse for the following reasons:

(1 the research cited earlier in the study provides evidence that '
managers in general were opposed_tg SEASQNO.‘ 8 mainly because it
increased “the volatility of reported earnings allegedly leading to
negative e\zaluations of the firmrand (2). volatil&earnings -affect. thLlfef
v’compensation contracts of managers | o -
| ?Generally, insiders of firms.have been‘ found to possess and trade )

_on company inside information in general (Baesel & Stein, 1979, ‘
Finnerty, 1976a, 1976b Jaffe, 1974), and on accounting information in
particular (Larcker, Reder, ‘& Simon, 1983; Penman, 1980 1982) Penman :
(1985) argues that vhile "there is little theory to indicate vhat -

aspect of insiders' trades relates to the information they possess, .

(they) ostensibly ... buy when they have 'favorable' infqrnatioh"arxd"’~' '
B o Df’"' -

sell when they have 'unfavorable' information" (p. 5). Cmany

officials are presgmed to have superior informatim—gathering

opportunities and easier access to furds to process that infor-atioh




than outside 1nvestors (Morse, 1980). This as;gmptign,hasAstimulatedr,
interest of non-insiders in the trading activities of-insiders. -
Givoly and Palmon (1985) confirm the existence of such interest as

follows:

It is vid%ly accepted that insiders' activitiesrgenerate

‘interest and increase the trading volune of their market
ﬁérticipants; Mest financial analysts”keep track of insider
trading, and some advisory services specialize’in\gauging Vel "
insiéet§“ transaEtions. Fin;ncial journals and newspapers are . ';
preoccupied with trends in insider trading The W, _all_ﬁ;xgg; - :
Jgu;nal alone published not less than 50 articles and reports -

dealing with insider trading during 1979 and 1980 {(p. 70).-

MOTIVATION FOR THE STUDY . ( -

.
According to the FASB's Statement of Financial Accounting -

Concepts;No.:l,
) Erterprises, (1978), a major quective of financial eccounting is top
provide information that may help investors make their 1nvéstmehtr
decisions. Because some investors. base their investment deéisions on
the trading activities of insiders, a study of insiders provides a step

- toward 1mproving investment 1nformation for investors.

By infivencing the investment decisions of non-insiders, insider

trading activities affect the allocation of capital and income, the -
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integrity of the secm:ity market, and social velfare. Thus, the

accounting prefession, the investment commit?, and publlc policy

~makezs all:-stand to benefit from a better understanding of the tzading
. ’ /""\/3,‘\’ - :

- reactions of insiders to an accountipg. standard

- x }
proposed switch from SFAS No. 8 f£o SPAS No. 52.(\\
’ y - ’ ' i AP

x ' Another motivation ‘for ‘this study is to deviate f'eon—the past

S\i_c:hasthe

“ trend of research on forelgn currency translation vhe aanagezs have
/\)een treated as inactive participants in the market. This study treats
managers as active, selfish parti®ipants in such market. .
> The last‘pt.xzpose of this stuiy is to f£find out If the nagnitude of,
insider trading volume 3‘%11}9 the test period Uas“gssoc,iated with
selected company attzi}bm:es ( size, 71everage,and controi type) commonly

m

hypothesiZed in the hterature Identification of such relationship

. " between exvante variables and magnitude of the trading volume
g B N
associated with an accounting s d change may enable accmmting
aLes g

"regul'é'to_rs to anti‘cipate how the impact of such a standazd change will

differ aéross MNCs in the fu;:uze.
' STATEMENT OF THE PROSLEM

This study vievs corporate manavcjers\'as acting in a self-interested
‘manner and investigates vhether the svitch from SFAS No. 87to SFAS No.
7 é2 provided the imifﬂi’ insiders to engage Inany abnormal npet T
buving behavior. As stated earlier, managers could use thelr advance o
' knwledge of the relevant functiomal currency Vhen their par’tit:ﬁlar
¥ ' companies would adopt the Standard, together with their easy access to
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the detalls..of the speclfic financial lapllcaﬁons of the adoption to

their personal advantage That hypothesis is tested here.

Specifically, the study investigates (1) vhether the proposed chanqe
from SFAS NO. 8 to SFAS No. 52 provided 1nsiders with enough motivation

to enqage in abnormal insider tradlng, and %’Z) the extent to which some

firm characteristics { firm size, leverage,and control-type) could

explain the detected insider trading behavior during the test dates.

El

| CRGANIZATION OF THE STUDY

AN

The re;t of this study is divided Into four chapters Chapter II
reviews the relevant Hteratu}e and develops the research hypotheses to
be tested. Chapter III discusses the research design ard met:'hods used
to test the hypotheses, C'napter IV presents and:analyzes the eapiﬂ”

results, and Chapter V discusses the results 413 their implications.
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CHAPTER 11

REVIEW OF THE LITERATURE

INTRODUCTION

This chapter reviews the e@iricél research and the theoretical
development relevant to the issues(discuésed in Chapter I. 1t is

divided into the following five main-sections: (1) Translation ang\

| Reportinqr Problems Priorl to SFAS No. 8, (2) SFAS No. %Studies, (3)

SFAS No. 52 Studies, (4) Insider 'I‘radlng Studies, and (5) Company -

¢§/Qmaracteristicz, and Management Behavior. Each of these sections

~

reviews relevant previoué research and based en those reviews, testable
hypotheses are developed The final section summarizes the hypotheses

generated

TRANSLATION AND REPORTING PROBLEMS PRICR TO SFAS No. 8
\

Prior to introduction of SFAS No. 8 by the Financial hccounting
Standards Board in October 1975, there Jere two contrwersial issues:
the best methed for translating for€ign currency. financial statements
and how to report ‘the resulting t%nslation gains and losses.

" The folloving four methods of foreign currency translation vere
used at the time: (1) current/non-current, (2) morxetary/non—gonetary,

(3) temporal, and (4) current rate method (Rezaee, 1985). MNCs had the

ogtior{§ of reporting translation '&im or losses in the baiarx:e sheet or

1



reporting conditions that 1ed to the introduction of SFAS No. 8 in

11975.

T e —16 7
» ,

in the income statenent. Appendix A providg more details about these

translation methods. Thus, studies in foreign currency translation
prior to SFAS No. 8 primarily analyzéd the problems assoclated with the
existing translation methods, and suggested alternative ways of
overcoming such probieds. ‘Connor (1972) compared the different methods

of translation at the time, and expressed concern over MNCs' potential

" manipulation of earnings vith the use of different translation methods.
Connor proposed the adoption of a sihgle gmnt_m_te_mj;hm of foreign

currency trarxslation_es a means of solving the problem.

Combes and Houghton (1973) summarized a survey by the Financial,
Executives Institute of 45 MECs basedvirrxth»e U.S. The results of the
survey ehoved that MNCs did not comply _lvith:.the prevailing translation
standards. Combes and Houghton recom?nem;d that a new standard be

introduced. It was such discontent with the existing translation ‘and

13

SFAS No. 8 STUDIES -

)

The major empirical studiei on SFAS No. 8 have examined market
reaction-and/or corporate management reaction to the standard. Whlle
capital market ‘reactionihas been studied through securlity price

changes, corporate management reaction has been gauged through the

"various steps that managers take to influence the impact of the
- Staradards’ before or after they are adopted. For exam’le, lobbying was
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used to influence or prevent the enactment of the Standard while -~ .

changes in exchanée risk management practices were used to neutralize
the impact of the implementation of SFAS No. 8 on the value of the

firm.

Ch;‘dtll’ Market Reactlions to ZFAS No. 8
Dukes (1978) investigated whether, in general, the common stock _
security' returns of MNCs vere significaﬁtly affected by the issuance I
‘and implementation of SFAS Né.‘ 8. He compared the monthly returns of
MNCs: with those of similar domestic firms. He carried out three
different tests covering different stability levels of exchange rates:
(1) Jan?ary 1368 to December 1969—23: period of relative 'stabiiity in '
~ foreign exchange rates; (2) January 1970 to December 1974-a period of
vide variabil%ty in foreigh exchange rate; and (§) January 1375 to
December'1976—a‘period duzlhq vhich the standard vas issued and first
impxbmegted. Although Dukes' study did not directly examine the
infon;;?tio;xal gontent of any specific accounting numbers. resulting from

the rew standard, the results _of' the study showed no significant

difference in returns between the multinational firms and the domestic

firmse The study concluded that SFAS No. 8 had no statistically
significant impact. | |

Markin (1978) examined vhether the issuance of SFAS No. 8 led to |
any abnormal returns to common shares. He studied three groups of

firms over five periocds in time. The first group were the MNCs which
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were particularly sensitive to the impact from SFAS No. guutpgisecond -
gzoup.were those firmg that wvere moderateiy sensitive to the 1npact‘q£
SFAS No. ‘8; and the third vas a control group of tragking Eirms.
'Cfserved behavior of these firms' securities were tested during fiye
periods of varying degrees of . floating intensity (1) January 7, 1970
to August 11 1971 vags a:period of "fixed“ exchange rates; (2) August
25, 1971 to March 21, 1373 vas a "transition" period; (3) April 4, 1973
to'Octobgz 15, 1975 was a "floating without SFAS No.LB" period; (4)
October T22, 15875 to. March 31, 13976 was a 'iflloating with SFAS No. 8"
expected period; vhiIXe (5) April 7, 1976 to March 1977 was a floating
mafter SFAS No. 8" period Using weekly data and the market model,
Markin found that SFAS No. 8 had an impact on the prices of MNCS' |
shares in the "sensitive” group during the "after SFAS No. 8" period.
These findings led him }:o conclude that the share prices in the |
sensitive group were depresseé by an increase in their perceived zisk
Shank Dillard, and Murdock (1979) irrvestigated among other =
things, whether the adoption of SFAS No. 8, in the absence of any
change in the underlying economic factors, had én impaét on the
&‘curit{pzices of those MNCs which adopted the Standard They defined
change in underlying economic.factozs as managements' change in their
deferral ptacticesyfzqm pre—SFAS No. 8 practices. In other words, they
attempted to measure market reaction'due'to theadoption of SFAS No. 8
{and no change in economic factors) by hoidiné constant any change in
. deferral practices. Their design classified firms into four
categorigs&’(l) SFAS Mo, 8 xequired,chanée of translation (from

current/non-current or C/NC to temporal) and change of deferral
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| practices; (2) SFAS No. 8 required a change of translation method only
. (from C/NC t'o tamoral\); (3) SFAS No.. 8 requixred change of deferral
practices only; and (4) SFAS Kb. 8 did not "require’a change of either
translation method or deferral practices. S “
. Firms in the first three categories were,experimenta; firms and
were matchgd with control firms in category four by industry, size and
risk class. They formed e;perimental and control portfolios and
peiformed three different tests around the release date of SFAS No. 8
| for differences in reac;'tion EO SFAS No. 8 between experimental and
control firms. The authors examined (1) how betas changed before and
" after the release of SFAS No. 8, thelir hypothesis being that the higher
the beta, the higher the stéck price (to compensate the high risk .
assoclated vith the stock); (2) levels of change 1n‘aver;age.}samp1e 7
varlance of: beta, the hypothesis being that the more thedispezslo#tm
more the imp;ct; (3) any "abnormal performance" in the secm.‘itf prices, o
and (4) any change in the price-earnings ratics. They reported the 2
follov.‘ving results: (1) all post-SFAS No. 8 betas were higher than the
pre-SFAS No.8 betas. f{oveyer, the differential increases were not
signiﬁicar;tly different at the 5% ievel. (2) the dispersion of the
average beta of experimental firms declined as much as that of the
control firms. (3) The returns of firms affected by SFA.F No. 8 were not
significantly lover than those of control £irms. (4) The price-earning
~atios of the experimental firms declined as much as did those of the -
control firms. Based on these results, f:hey concluded that the market
ieactioﬁ observed ua.s triggered by general economic factors rather than

by implementation of SFAS No. 8.
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Ziebart and Kim (1987) used standardized abrormal returns to—
evaluate the results of past studies vhich had generally failed to
detect significantly negative market price reaction to the issuance of
SFAS No. 8. Working with a sample of 286 MNCs, they classified those
firms into nine groups based on the mefhod of foreign currency
reporting used prior to SFAS No.-8. They also identified ten events
which preceded the issuance of both SFAS No. 8 and SFAS No. 52 (the
‘first 3 being directly related to SFAS No. 8 and the last seven to SFAS
No. 52). To test the market reaction to SFAS No. 8, they computed the
average standardized cumulative abnormal returns (SCAR) foi each of the
three test periods over appeiiod of six weeks prior to thevﬁeek of .'the
event7(i.e., week -6 through week +1). For the three event periods, a
combined SCAR across all three test periods vas -3.3557 and vas -
significant at .001 level for a one-tailed t-test. They concluded

that SFAS No. 8 had a negative stock price reaction.

Corporate Management Rsactions to SFAS No. 8 .

‘ Evans; Folks, ’and Jilling (1978) used a questionnaire to study
—managements' }reaction to the enactment of SFAS No. 8. Using'a sample

of 156 multinational firms, the authors found tl}manage;s reacted to \
SFAS No. 8 by changing their exchange risk managemént practices as a

means of counteracting the negai“:ive impact of the standard.

Specifically, 45 of the 156 admitted to having refrained from at least

one overseas invesmnt that they would otherwise have urﬂertaken

x5y
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_Generally, MNCs changed their dividend policies by adopting a policy
that accelerated dividends from weak-currency subsidiaries so as to
minimize the exposure. In addition, financial managers are reported to
have reacted by overewl;asiiing the reported earnings 'mpact of foreign
exchange gains and losses as compared to other'“ﬁnanqlqigaj:t;g;ﬁsﬁ,, -
Managers also generally tended to be convinced exchange risk éould
best be dealt yith by making use of a forelgn exthange reserve a&ceunt. :
Shank, Dillard, and Murdock (1970) examined the reaction of Ay
managers of firms vhich had been affected by the enactment of SFAS No. |
8.~ Using fleld interviews and questivonnaires, the authors interviev—ed ‘
25 senior financial managers of 1ar§e MNCs which were likely to haye
been affected by the implementation of SFAS No. 8. ‘Results of their
study showed that managers had reacted to the enactment of the standard

by making changes in ‘their 1mrestment £inancing, and nanagement
decisions. For example, (1) 52% of the firms changed the proportlon of

foreign debt in their debt capital structures to reduce thelr exposure,
(2) 68% of the firms used forward markets transactions to cover
translation exposure, ansi (3) another 16% consideredhgctive hedglng of
their earnings per share changes. '

Kelly (1982) examined two issues related.to management reaction .
to SFAS No. 8: (1) Whether managers who lobbied against the standard
before its enactment also changed their financing or operating e
‘ practices; (2) Whether the economic variables vhich measure the effect
of an accounting change on managements' uealth are the ones vhich
determined their (managers') declsion to lobby and change their

F
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" differences in group means of incentivg remmneration. percentage and

~

financing or operating activities in response to SFAS No. 8. The
results of the test shoved/no statistic;ally significant association

between the two types of management react/gxrto SFAS No. 8. The
economic variables identified to test the second relationship included

(a) the incentive remuneration percentage, (b) leverage, (c) asset

-size, and (4) énahageaents' proportional ovners’hlp.‘; The assoclation

‘betveen ‘these factors and managements' response to SFAS No 8 by elther
lobbying and/oz changing financing or operating practices wvas studied
using t-tests and probit analysis. The results on lobbygng activities
showed that only the diferences in group means for asset size and

stock ownership were statisfimlly signi\flcant. On the one hand, firms
that‘ lobbied against SFAS No. 8 wbrerc‘:}aractezizea b>ﬂarge Aasse"’;: size

and lower management stoCk'ovnershlp. On the other hand, only the

asset size were statistim}%ggicant Firms that changed
financing or operating activiti re characterized b;slover
proportional incentive remuneration and larger"asset dize. Finally,

>,
N

firms which both lobbied and changed their financing or operating
?ractices were characterized by greater I‘levera’gé, large asset size, and
Jowver management stock ownership. The Luthor concluded that economic
factors were important to lobbying éositions and, when strong enough,
to both lobbying and f‘iﬁanciné or operating changes iﬁ reaction to SFAS

-~ —

Nc.8.

-

In another st’ﬁdy, Kelly (1985) examined the extent to which
management's decision- to lobby the exposuze draft to SFAS No. 8 in the

form of comne.nt letters was assocliated with management's ownership in
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their comaniesand their fiin'.s leverage. Kelly arg\ied that the
anticipation of increased volatility in the firm's reported‘eérning;
due to implementation of SFAS No. 8 could have: resulted in higher
debt-related costs and/or negative share price reactions. Both effects

would decrease the value of managements' wealth held in form of thelr

.stock. The author found that neither the leverage-nor the management

ovnersﬁip variable was statistically significant. - He obtained similar
results even after controlling for firm size. Comparing this study

with his earlier (Kelly, 1982) study, Kelly gound that the results were

consistent as far as management ownership was concerned but differed

~with regérd to leverage. He concluded that this difference was due to

the fact that he controlled for firm size in the second study but_not

in the first one.

Griffin (1982) investigated whether thé managers vho had reacted
to SFAS No. 8 by sending 1nr.1etf'tezs of comment had suffered any greater
swings in their pre-tax income than did those vho did not respond. -By
comparing the reported exchange gains and losses (standardized by -
pre-tax income) of‘;hose companies’ which had been affected by SFAS No.

8 with the same financial variable of a broad sample of MNCs that did

- not react, the author concluded that there was limited evidence that

/4
the managers who reacted to SFAS No. 8 suffered greater swings in thelr

pre-tax income than did those managers that did not react. Griffin

frrther tested for company characteristics of the lé;xagérs rvho reacted :
He found that firm size and leverage were important explaga ory factois

of managers ' propensity to react in the form of suhnitting' ' nt

.

,

letters.
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ﬂilnez s. {1982) study examined the inﬁornation inductance of SFAS_
No. 8. Using a controlled behavioral experinent he investigated 7
managenent response to»S}?AS No. 8., He used an accounting variable and .-
an organizationéi\clinate vaziable as independent variables to explaini
. a dependent varlable which vas a trade-off between cash flow |
‘ consequences to the firu and net income effect to the firm. The 7
results of his test led him to conclude that managers would sacrifice
cash flows in naking decisions if tbe net income effects are

disadvantageous to their own position. ’

{

SFAS No. 52 STUDIES I o ‘

Statement of Financial Accounting Standard (SFAS) No. 52 was .
;;zonounced in 1981, but it did not become mandatory imtil .1983.
'.conpanies wvere left the option of applying the Standard &ither to'their
1981 or to tl';eir ‘1982 annual reports. The major ehpiril work about
this regqulation has taken tvo forms (1) those investigating the market
reaction to the rule, and (2) those focusing on managements' resporses
to the standazd, especially to the option of arh»QJ:\ly or late adogtior_l ’

during the phase-in pericd.



Capital Market Reactions to SFAS No.: 52 \ | L CLoLE

Brown and Brandl (1986) addressed the question of whether an early
adoption of SFAS No. 52 led to any statistically significant stock .
price reaction. ’I‘hey used a sample of 190 multinational firms of which

.

87 adopted the ‘new standard in 1981 and 103 did not. - 'I'hey comp\rted

cumulative average residuals for 40 weeks arc::.n/)d~ the year-end in ordex
to test whether there were any significant differences in the |
cumulative average residuals of the ‘two groups of companies. 'meﬂ

h cumulative average residuals for the adopt-early group steadlly

~—

increased from- mid—Augmt through the third quarter , Indicating the

/anticipation of higher earnings. The cumulative average residuals for -

the non-adopt—early group remalned negative for the entire 43-week A

: ~period. c:omparison of the- cgitof the tvo groups -gver- the perio&of e

forty—three-weeks indicates both a long-term and a short—tem reaction

" to the change in accounting standards. These results led the authors

to suggest that the market did not recognize the increased earnings due

~te an accounting change. | '
Ziebart and Kim (198;3 re—examined the 1gsue‘of uhether'the ‘

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

., seven of the ten L‘events that had preceded the issuance ot the standard, -

they used the average standardized cumulative abnormal return across

all the sample firé For the seven events there vas an overall
p051t1ve reaction which was significant. “ncluded that the

market reacted positively to SFAS No. 52.

\ : i .
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Corporate Management Reactions to SFAS No. 52

An Increasing number of empirical stddies‘on thé‘nev rule have
attempted to explaln and/or predict management's response to the rule's -
phase-in period (1981-1983) when companies had the option of either

adopting the new standard (le. to be "early adopters, " or nOtitgo'adfppt”;_

it and be "not-early-adopters") until it became mandatory.
criffinh (1983) addressed the issue of what motivates managers to

resPom to an accounting standard change proposal suchias SFAS No. 52.

' Hypo?:hesizing that managers act in a self—intereéted manner, preferring

accounting proposéls vhich increage rather‘ than diminish 'theﬁ: wealth,

he identified tactors which affect a maﬁage;r's welfare and tested them
émpiricall_y. Specificall_y, he selected foreign currency adjustment and
three financial variables’ (size, return, érd leﬁérage) as possible.

determinants of managements' interest in foreign currency axéhﬁting‘

~rules. He worked vith a sample of 452 firms with 156 which Sﬁbnltted

comments to PASB regarding’ SFAS No 52, the "respordents", and 296 o
which did not reqund the "non -respondents”. The results of the '
univariate analysis showed that, relative to other multinationals, SFAS
No 52 respondents appeared to be’ large, less protitable, and responded
earlier compared with SFAS No. 8.  These results were statistically
signlficant and consistant with the hypothesis outlined at the outset ~
However, the results of the discriminant analysis of the predictive

ability of the model sh{ovedonl_y a modest incremental ibilit_y to

predict those firms likely to respond to SFAS No. 52 in the form of °

submitting lettezl:s of comment. ' Ry / -

P



) mbjotity of the firms studles selected that method of translation which

.

Gray (1984) evaluated managenents' choices‘betﬁeen IﬁpiElEntatiUn*““*
of SFAS No. 52 and continuing to apply SFAS No. 8 during thgjber

{1981-83) when the adoption of SFAS No. 52 vas still optional. He g

L examined- the annual reports of the 40 largest industrial and the 27

" largest commercial bankihg corporations. His conclusien’ was that the

increased their reported income. Gray's conclusion was consistentt v
with Gziffiggs hypothesis that managers would prefer accounting rulFs
that enhance“téther than diminish their utility ‘“*%y4A
Ayres (1986) examined the characteristics of firms that chose to

adopt SFAS No. 52 early (1. e. in 1981). given that they had the option

of a later adoption (i.e in 1382 to 19837t Hypothesizing {in

. LS
alternate) that firms adopted SFAS No. 52 early 80 as to increase their

_ repokted eaxnings, he tested for the existence of systematic
-differences among firms which chose different adoption dates fbr SF%S’”‘"*“’
MNo. 52. He specifically examined the relatlonship between adoption |

‘date and (1) eazninge before adoption of SFAS No. 52, (2) percentage of

stock held by management, (3) firh size, (4)‘interest couerage, and (5)
dividend payout restrictions. His sample of 243 firms consisted of 103
firms adopting in 1981, 91 firms adoptiog in 1982, and 38 firms

adopting in 1983, A Hann—whitney U-test was conducted to measure the
relatfonship between the explapatoéggi?fiabies end the adoption year.

All variables were significantly different except the percentaggigij,, ‘; o
stockkieldgby management. In a muitiva;iate analysis, a iogistiC'quelr-
was used to test the overall significance of the variables in the

model."Thefresults were consistent with those of the univariate

N
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three financial measures: (1) earnings per share, (2) income fzom

continuing 7operations, and (3) s\tock,hoiders' equity. The second phase

analysis. All the coefficients had the predicted sign. The author
concluded that firms choosing to adopt SFAS No. 52 at the earliest
possible date (1) had a louer percentage of stock owned by directors

and officers (i.e. manager—controlled firms), (2) had smaller

percentage earnings increases from the previous year,'(3) were Small

£
’and {4) were closer to-debt and dividerd constraints than those that

‘adopted the standard later

Benjamin et al. (1986) investigated the qﬁestion of whether the -
adoption of SFAS No. 52 during the phase-in peziod (1981-1983) had any
impact on foreign currency reéorting for aultinationals.' The study
analyied the annual reports of 400 Fortune 1, 000Gcompanies for each
year of the adoption period. The analysis was carried out in tvo

phases. In the first phase, they assessed the impact of SFAQ No. 52 on

N

examined the effect of the standard on the rankings of adopting
companies with respect tq tvo rates of return measures: (1) earnings
per share,'and (2),ratevof feturn on assets. The results of the first
phase of the analysis revealed that the mean changé in EPS vas 7.8% in

1981, 6.0% iﬁ 1982, and -1.4% in 1983. ‘The results were not surprising

- since the adoption was cptibnal in the first two years. The impact on

stockholders' equity vas negative in 1981 and 1982 and positive in

1983, with most of the changes being between -5 and +5. peiéénf. These
results provided evidence consistent with the expected small magnitude ‘
of the cumulative translation adjustment in relation to the total |

Stockholders' equity for most adcptinglfirms. As for the impact on net

-
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income, companies vhich voluntarily adopted the standard in 1981 and
1982 had an 1mpact of 9% and 5% respectively for the sample.
" The second phase of the analysis assesged the impact of the

adoption of SFAS No. 52 on relative perf rankings of firms that

‘adopted the standard. The results were as follows. The rho values

were ail in excess of 98% and signifi . These Iéd’fﬁé”éﬁth6f34to’;'b”

conclude that the adoption of SFAS No. 52 had a negligible impact on
the relative performance rankings of the firms that édopted the

standard.

2

.Capital Market Reaction to SFAS No. 8 and’ SFAS No..52

Studies which examined wvhether SFAS No. 8 and SFAS No. 52 was
associated with any market reaction generally investigated the ,
performance of the stock of thelir sample around the date of the
exposuri)drafts and/or the dates of the release of the standard{ '
Unfortunately, these studies have produced conflicting zeéultsa, 7
leading to doubts about the efficiency of the capital market (e\}en in
theﬁséﬁi—strong—forn). 'Horeover, thesefmarkét studies ieport average

market reacfions. Obviously the reaction of a professional financial.

o

analyst and that of a naive occasional investor to the same infornétlohﬁk

are unlikely to be the same. And since the reaction of some of these
groups has been said to Iinfluence future decisions of other gzoups,

this lays ground for a need to . focus on the trading behavior of
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smaller, more homogeneous groups such as that'of corporate insiders.
So, while market reaction studies reviewed above are not directly

related to this study, they provide ground for it. =T

Corporate Management Reaction to SFAS No. 8 | o

and SFAS MNo. 52

The—second group of studies revieyed is that of management

,IEacﬁion to SFAS No. 8 and SFAS No. 52. In these. studies, management‘

| reaction took the form of either lobbfing a standard ‘to try to
influence it before,i§§ enactment, or/by carrying out changes in their
fiAancing or operating braétices wvith a view to counteract the
anticipated negative impact of the new standard on the value of the ==
firm. This management behavior has been reported particularly in
connection vith the introduction and implementation of SFAS No. 8.
Studies examining management reaction to SFAS No. 52 'have generally

. Eocused 6nlinvestigafing the determinants of hanagements' choice .
between adbpting the standard early (in 1981) and later (in 1982 6:
1983). The majority of thesé studies have reported maximizétion of
ieported eafnings (and therefore the value of the firm) as having been
the major driving force behind the managers' choices. But maximlzing
the value of the firm 'leads to maximization of the wealth of all common
stopkholdé;s of the.firi. Wpile the manager is hired fo,do justvthat,
he has élso been reportéd to have acted to maximize his wealth rather

than the investors' wealth.



It is evident that these studies have “contributed to the ]
understarﬁiné of management behavior as it relates to foreign currency
translation regulation However, they have failed to examine the

manager as an active and direct participant in the capital market

"Rather, they have looked at the manager as a behirﬂ—tlfxefdoors power,

- influencing the capital market through the information m&idﬁ in the #
financial statements (for instance, aftef changing t‘he financing or

operagting decisions, or by adopting SFAS No. 52 early) Thus, prior

research has necessitated the need to study managenent behavior as an

active and selfish particlpant of the capital market.

INSIDER TR’ADING STUDIES

=,

"Empirical studies on insider trading can be divided in two
categories, (1) those providing evidence thart insiders do indeed have
_ superior information and trade on it, and (2) those that have applied

the "insider trading theory" to accounting

General Insider Trading Studies

Lorie and Niederhoffer (1968) investigated the question of vhether ——
insiders profited from exploiting their special knowledge; and 1f
information on insider trading was of any value to outsiders. They —

broke their analysis into three questions: (1)Do insiders buy before
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the annocmceaent of good news and sell before bad news? (2) Is there a

geiationship betﬁeen intensive insider trading and subsequent price ;
movements in stocks" (3) Does insider trading profitability differ
a.mon-g combanies" They addressed the first question by conducting: three‘
analyses of insider trading before large price chanqes in stock
{defined as 8% or more) In one of these‘analyses{ they compared the
number of purc:hases with the number of sale4 in the six months prior to

the large price change. The odds in favor of a large increase were\

" about 2.2 times as.great vhen the number of purchases vas ,greater. In

another analysis they used the volume of purchases and sales in the six
mnths“‘folloving a large price' thange. They obtained some weak' - -
evidence in support of their first question. The second question of a
relationship betveen intensive insider.trading and subsequent pricel
movenents.‘vastested as 'follows. They chose 30 stocks at random and

calculated month-end prices for the period January 1961 to June 1964

' for those stocks ’ai’gﬁ‘ior the Dow Jones Industrial on all occasions on

which there were two or more insuiers buying or seﬁing The results
of the analysis indicated a strong relationship between intensive
insider trading and price movements. The last question of imider ,
progi’ta\l;i‘lity among companies was approached by comp;rinq insider
profitability betveen—sa.mple‘arﬂ vithin-sample during ‘two. periode.
Their copclusion on this question was tnat ins'iders of a given company
do not tend to trade with superior success during consecutive time

periods, ‘
Jaffe (1974) investigated the question of whether inslders

- possessed sger_ior information and 1f they traded on it. He initially

A



mked vith a sample of 952 secm:ities undergbing specific imidet _

trading events. He calculated the average r&siduals for mopth 1, the
{

cumualative residual foz month 1 to 2, anc'l the c:t.nulative residual of

month 1to month 8. The cumulative :esiduals rose within the eight

. months half of vhich occun:ed in the first month. These results led’

him to conch:de that irsiders can pzedict short-term movements--in stock--
prices better than they can predict long-term movements. He then broke
the initial sample into two sub-samples to test for £lner results.
Usiag 370 securities cf‘fthe oi:iqinal sample, he tested vhether insiders
traded larger blocks of? stocks. The cumulative average resid\nl and
the t-values provided no support for the hypothesis. The third sample
vas used to further address Lorie and Niedezh-offer s findings that
~intensivve: insider trading activity preéedes significant .stock price
fhovements He found that the residuals rose approxinately 5% in eight

months, 3% of which occurred in the 1ast six months. 'I'he statistical
tests&f'vere sit;nificant: ‘Based on these results he concluded that
‘insiders earnedabnormal profits and that intensive insider tzading
preseded movements in sto-i':; prices. | |
Finnerty {1576b) addressed the question of whether an "average”
insider (as op&osed to’an intensive insider) earned any abnomI
profits. He tested the‘entirre population of insiders on the NYSE for
the period of January 1969 to December 1972. -Using the market model,
he compared the risk adjusted rates of return for the insider | T
' poxtfoliosﬁ)th the xisk—adjusted rates of return for the market. The
monthly insider abnormal returns _for the "buy* portfolios were positive

Vand significant, implying that insiders earned excess returns.

3



However, most _of the abnormal returns occurred in the first and

‘s‘ucceeding five months, implying that the information upon which o

insidérsvtraded became public. Ch‘the other hand, the ngell®
portfolios were negative and signiyficant (except for two months) ' ’\

implying that insiders can’ outperform the market in selecting stocks.

- Based on these results, he ’COHC].lﬁEd that the é\rerage insider performed

better than the market. : . . .

~

Finnerty (1976a) used factor ahalysis and d»iscriminant analysis to
search for the existénce of relationships between insiders’ traaing and -
the subsequent announcement of finanéial and accounting results. He
used NYSE company data from the COMPUSTAT and insider- trading data from
the Official Summary. The factor analySis identified six financial and
accounting variables which explained 67.4% of the variation in

insiders' trading and the subsequent announcement of financial Vand

accou:ntin(; results. 'Ihe discriminant analysis classified insiders

"either as t;uyezs or as sellers. He found an ‘éssociation betveen .

insider selling and financial variables of large’ size, smaller
earnings, and smaller dividends:on one hand; and insider buying and
smaller size, Iarger eamings, and 1ar<;er dividerﬁs on the other. .
Based on these results, he comlxﬁed that, in their decisions to buy or
sell, insiders rely on both the nature and magnitude of futu:re | S
financial and accmmtingvinfomtion.

Baesel and Stein (1979) investigated the profitabilit;/ of inéiﬂer_:
trading using the Canadlan Toronto Stock Exchange data. They worked
vith three samples: (1) la randomly selected set of trades, (Z)V"é'Set of

trades by ordinary=insiders, and (3) a set of insider trades by bank



.

‘\t\ested using nomlized residuals. T;;xe normalized residiﬁié’ vere -

directors. They tested f.or abnoraal returns anong the trﬁes of the

directors and the ordinary insiders were positive over the 12—nonth
holding periods. Over the period, the CaR for the bank directors vas -
7.8%, that of the ordinary insiders was 3.8%, while that of the control

sample was near zero. The relative performance of the three groups was

significantly different from zero. These results suggest thét bank

 directors did better than ordinary insiders and that insiders in

general outperformed the market. Their fesg}ts.also showed that most

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

the data should have been made available 3 the public. This led them

to question the efficlency of the nazi:et in the: seai-strong form.
Givoly and Palmon (1985) examined the argunené that the occurrence

of insider .trading (regardless of the cause) may lead to abnormal . -~

returns to the insiders in the period following their trada% Worklng

with a sample of 68 relatively small companies from the American Stock

Ebtchanqe (AMEX) for the period 1973-1975 they used the market nodel to‘

test for the association between insider transactions and subsequent

insider trading neusdiscléégze. The cxhulative abnormal returns over

a period of 240 days folloving the transaction was 8.6%; the sell ’

transaction ylelded a cxmlati‘ve average return of 11.53% over the same '

peziod. These abnorml returns were different from zero at the 5% g

level during the first 60 days. imile these results were consistent

'with past findings that insiders earned abnormal returns, the authors

fourd no association between insider trading activity and the

subsequent disclosure of néws.

v\‘.
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Insider Trading Studies in' Accounting
G | - \
The previous subsection revieved insider trading in general. "l‘hig

subsection reviews studies which have investigated insider trading on
- , AL
accounting information. o : -

Keown and Pinkerton (1981) addressed two issues: (1) vhethsr

insidets traded on unannounced merger plans, and (2) whether requlation '

assoclated with an organized exchange acts as a deterrent to trading on
insider information. They worked with a saméle of 194 successf,ullj
‘acquired firms during the period 1975 to 1978, prior to the first
‘gpublic announcement of theiz proposed mergers The sample of 194 vas
composed of 101 stocks listed on the New York Stock Exchange (NYSE) and
the American Stock Exchange (A}EX), and 93 stocks traded on the.

] Ov'er-the—(:mmter Market. They calculated abnormal returrs using the
market model and daily data. The cumulative average residuals became
positive 25 trading days prior to the amxomnt of the nerger date
The daily average residuals wvere positive on 26 of the 27 days prior to
the announcement day and were sigixificantly different from zéro on ten
of the final eleven days prror to’ the announcement -day. aaséa on those
ze‘sults,,they concluded that there was substantial trading on insider
1nfofnation ccnceming the prospective merger, beginning about one
month before the announcement date. Evidence of the existence of
insider trading during the period pzeceding the announce-ent of mergers
‘was further provided by a dramatic increase in the insider trading
volume one, two, anq three weeks prior to the announcement date. They

finally examined the question of whether regulation of stock:exchanges
A ) t‘l 1
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deters insider trading activities by comparing insider trading
activities in stocks traded on regulated stock exchanges (NYSE and
AMEX) 'witl'z insider trading in stocks traded on the Over-the-Counter
}érket. The comparison révealed oﬁly minor nwener_ﬁ:s in prices of
either stock, and the movements were not statistically significant.
The overall conclusion drawn by the authors was thai; insiders trade on
non-public merger plans with or without stock ‘exchange requlation.

. Penman (1982) examined the olinks (1) between observed insider
Information and insider trading, and (2) between insider trading and
information-dissemination activities. In particular, he investigated
sthe,secm‘.'ity‘trading of coiporate insiders -a‘round the time they madé ,
public announcements about their forecasts of annual earnings. He
‘examined the links between observed insider information and insider
trading by calculating the abnormal security returns assoeraitga‘i{'tﬁ" ******* -
annomcengnts of corporate earnings. Two major results e-grged.’ (ll)

The abnormal returns associated with the publication of the forecasts

.were, on average, positive. (2) The values of the average residualsg on

3 .
days close to the mm;‘ﬁmml date were significantly different

J
from zero, and ‘the dissemination of earnings forecasts by corporate

managers appeared to be assoclated with significant revision in stock
prices. On average, tzading patterns were consistent with the
direction of the effect of the annoamcenent Together, these zeﬁsglt;s
led the author o sug-gest that indiders use their inside forecast
infomtifon in trading and time their trades relative to the forecast

date.
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In the same study, Penman (1982) gauged theilinlf between inside

trading and information dissemination by measurmg abnormal returns to
insiders from trading around a forecast disclosure. _He'assee'.sed the ..
abnormal returns -earned by insiders on average from their trading and
informatign dissemination activities byl (real-time) simulation of

insiders trades using the cross-sectional data on abnormal returns and
A e L

insider trading. His test of the relationship between abnormal;rétu:ﬁs e
and ‘insider trading vas a test of the hypothesis that the systematic

risk (beta) ;mnls'iero. The estimate of the beta in all cases was

positive and significantly different from zero, suggesting that within -
firms of similar sizes there vas a positive relationship between the

trading measures and abnormal refurns associated with the forecast
announcement. The overall evidénce suggested that corporate'insiders

time their trades relative to announcenents of their firms’ earnings
prospects. By t;adipg toﬁ takeadvantage of the :'sriceirevis'iq‘n 7 \
resulting from those announcements, ,1nside.rs earn abnormal returns to |
their information. | | | ‘

In a sﬁbséquent study, Perman (1985) compared the information
content of insider trading and management earnings forecasts. The
study vieved insider trading as a signal ébout managements’ assessmeni‘:,
of their firns' prospects‘just like earnings forecasts are. He worked
with a ;saméle of 737 management forecasts of ar;nual earnings forecasts
obtained from the Wall Street Journal for the years 1968-1973.

Insider trading information of those firns were gathered from the
Official Summary. Sortiné’ firms into portfolios on the basis of the

forecast and insider trading measures, he calcmlated estimates of
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" realized returns on those portfolios as well as on a control portfolio.
of equivalent risk. The control portfolio was chosen with no S
consideration 'given to either earnings forecasts or insider trading :
Results of the. comparisons of realized returns on the three portfolios B

" suggest that investment on the basis of-knowledge of the signals

(earnings forecast or insider information) is abnormlly profitable.

v —

Hovever, the comparison of insider trading measures and earnings

forecast showed that insider trading measures do not E}a_zﬁe the - ..
discriminating power of the forecast in terms of ordering firms' |
realized returns ’ ‘.

. Lartker, Reder, and Simon (1933) examined trades by insiders to
investigate whether mardated accounting starﬂardsxl\ead to economic '
consequences. Their empirical’ study fochsed on the exposure draft for ’
FinamialﬂAccounting staniazds Board (FASB) Statement No. 19, which vas

\—
issued on July 18, 1977. 'I'he exposure draft required the successﬁnl

effort (SE) method of accounting for exploratory oil and gasﬁ,drilling.
Thelr sample was. made up of 83 of Lev s (1970) 86 firms For. each of
these firns they calculated daily het insider ‘trading by subtracting
the nu'mberi of shares insiders sold from the number of shares insiders
~purchased on each day in both the non-event period and the testperi'odi .
The test period was made up of a 21-day period centering on the day of
release of the exposure draft (July 18, 1977), while the non-event -

period was made up of a 71—day period centering around adax tme year -
before fhe exposure draft. Net insider trading during the non—event '
period formed the normal or expected net insider trading against which ,

they cqmpared insider trading activitles of both the Full-Cost (FC) and
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Success Effort (SE) firms around the reigase .of the exposure draft to B

test for. any'"unusual" insider trading activities., Their experimental
design comprised'of tests of betveen-sample (i.e. a comparison of FC
insider trading to SE insider trading on the same trading days) and
within-sample {i.e. a comparisoniof FC (SE) insider trading to the
‘historical FC (SE) insider trading) analyses. The between-sanple

statistical analyses were performed using both parametric and
nonparametric tests. The most statistically significant difference in

insider trading existed 1n~period flVE, the time period ajgg;_;ng

exposure draft was released During this period FC in51ders were

selling relative to the SE insiders, while the SE insiders were buying '

relative to the FC insiders. On the other hand,vresults of the
within-sample statistical tests were that FC insiders were selling in

. the period after -the exposure draft-and that SE_ingiders were selling

in the period before the exposure draft and buying in.the period after

the exposure draft, The overall conclusion of the authors vas that

there was abnormal or unusual and differential insider trading py

and SE insiders after the exposure draft. They'expressed difficulty(in

explaining why insider trading was on the whole detected to;haVE'taken

7

place after, rather than before, the exposure draft. ’ ‘j

o

Almost all the studies reviewed lead to the conclusion that\
insiders not only possess superior information about the future
prospects of the firm, but that they also trade on that information to
_earn abnormal profits on their firm's stock. Those-studies which _

" applied the "insider trading theory” to accounting information have

succeeded in providing eviBlence that insiders can‘and actually do trade

v . N ) " 40
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and make excess profits on acfoamtingm;inf‘oz'mation. The prese;nt
research question is whether insiders tiadec_i ory‘the possible £inancial

statement implications of SFAS No. 52.

“The. Trading ?ol\ia MIon to the Exposure Draft . L

to 9FAS No. 52 -. - E ; ’ L

-

-~

Studies reviewed thus 2;: provide evidence or}firmgig nanagementsgsj'

- concern about the volatiiity in earnings introd ' by SFAS No. 8. For

> instance,'_they lobbied agaimt the ’standard b?ﬁoret its adoption (Kelly
1982, 71985). They changed their financing and operating dgcisiohs‘

" (Shank et al., 1979) and their risk managdhent practices (Evans et al.,

1978) in o%der‘to reduce the impact of the Standard.

As a dlrect response to those criticisms, the Foard issued »anw
exposure draft to SFAS No. 52 on June 30, 1981. Where the ft;mctiong':l

currency was the U.S. dollar, the Current rate method wvas to be used

: - and the translation gains and losses would no longer be included in the

income statement. Othervise the temporal method would continue to be

used and the translation gains and losses would be !ncluded in the

determination of 'income. The new Statement eliminated the requiremn!:

to include translation gains and losses in the deteminatior{ of current

income. - ' - -
But the Standard was not to be adopted by all MNCs at the same
time. Managers were left the option of either to adopt the Standard

early, in 1981, or wait until 1982 or 1983 when it became mandatory.



_This situation-increased the usual advantage of insiders over non-

insiders in.jrvestment matters. They could use thei: advance knovledge -

of when their particular companies were going to adobt the standard and f

their easy access to the details of the specific financial implil-tions -

of the adoption to make trades before the Information became public o
Insiders have been reported to act so as to maximize their .f,r,_

personal wealth (Griffin, 1983; Watts & Zimmerman, 1978). They are

also known to trade on their inside accounting infofmation iLarcker et

al., 1983; Penman, 1985). Evidence is also abundant regarding the fact

that those firms which adopted SFAS No. 52 in 1981° were profit

- motivated (Ayres, 1986; Gray, 1984; Griffin, 1983) ‘Under such .

conditions, it is hypothesized that insiders take position to benefit |

from their privatg information. More specxfically, they are likely to (é

be net buyers of their ovr stocks to the extent that the insiders knew

how favorably SFAS No. 52 Uould affect their forthcoming financial

statemeénts. ‘I‘h/;se arguments have led to the folloving mell and

alternate hypotheses:.
o

Hol The insiders of MNCs which switched from SFAS No.8 to
. SFAS ‘5 52 in 1981°did not engage in any abn;rmal or
unexpectéd net buying upon the release of exposure drafti -
to SFAS No. 52. o o
Hal: The insiders of MNCs vhich switched from SFAS No. 8 to
SFAS No. 52 in 1981 engaged in abnormal or unexpected
net §zying upon the release of exposure draft to

- SFAS No. 52.



COMPANY CHARACTERISTICS

’ Studies vhich injestigated management reaction to the tvo foreign
:currency translati stardards identified certain company and 1|ﬂustry
» characteristics associated vith nanagements propensity to react to ) ‘
new accounting rules. For example, Kelly (1982) found® that fim vhich - —
lobbied and changed their £inancing and operating a{:tivities tn |
responsé to SFAS No. 8 were characterized by greater leverage, large
asset size, and lover management stock owvnership. The results of Kelly
(1985) confirmed his earlier results vith regard to management o
ownership. Griffin (1982) found that firm size and leverage were
imporéant explanatory factors of managements’ propensity to react to
SFAS No. 8. Grif‘fin (1983) tested the ability of foreign currency "
adjustment and three financlal variables - leverage, zettlrn}', and- flm
size-to explam managements' interest in. SFAS No. 52. He':Afcnmd that
tﬁe three variables could explain management's interest in the
“Standard. Ayres (1986) found an assoclation between managements’
choice of an adoption date and pwnership control, earnihigs change fron._
previous period,.fim size, and how far the firm wvas from debt and
dividend constraints. This study examines the cross-sectional | S
relatiZ:hip between abnormal net insider trading found in the event- o,
study dnalysis and three of each firm’'s characteristics (firm size, *
leverage, and control type). Specifically, a cross—sectional '
regression is used to explain each company's abnormal net insider |

trading behavior as a function of the mny-specific miableséu:ing
. i _ ] ) \ -

*

the test period.



' Pirm Size

Waymire (1985) investigated, among other things, the assoclation
between earnings volatility and firm size. He found that "Repeat |
?orecasters" ;, firms which issue earnings forecast more frequently, are
_bcharacterized by two main features: . (1) they had less volatile
earnings processes, “and (2) they were larger in size, relative to "Non-
repeat Forecasters”‘ firm wvhich issue such projections on an
_infrequent basis He also found that the earnings disclosure
annomyc_ements of the 1arger firms appeared in the Sgll_mgg_t_mm_l :
{WsJ) mor.e' often. ) | ST |

The implication of the frequent earr;inqs disclosures and their
frequent appearanee_ in the W3J is that insiders of large firms would
have less inside information to trade on. Sophisticated financial
analysts would use those frequent earnings forecasts to project future
earnings contents of those large coipenies,‘ 1eaVing little "surprise"
4in those earnings on the announcement date. On the other hand,
ninsiders of smaller firms with less frequent earnings forecast ,
announcements eould have relatively more inside information to trade
on. ( 7 o |

In effect, Waymire’s Tvidence provides support for an inverse
relatiorép betveen firm size and amount of non-public information
that .can be Aeft for the insiders to trade on. Further support for an
inverse relationship between the anount of inside information and firm
size is provided by Atiase, 1985; and Ba.mber, J_.987.

The company—speeific financial implications of the proposed



 standard change were inside information by the time of the%};posunpe,‘%
draft to SFAS No. 52. But given the '1ntensive 1nfonlation search in

| large firms, some of this information most likely leaked to outsiders
in large mcx Consequently, relatively more inside information vould
be available in smaller )'NCB to trade on than there would be in larger
ones. This suggests that firm Efize is likely to be inVersely related
to the magnitude of the abnormal net insider trading detected during
the test period, That ls, the smaller the M, the higher the abnormal
net insider trading volume. Variable Size 1s denoted X1 and s
expected to have a negative regression coefficient. The variable x1 :
provides the test vof the second research hypothesis. 'I'h}zs the second

hypothesis in the null and alternate forns, states: -~

Ho2 : There was no difference in net trading volume betveen
the smll and large fims trpon the release of exposure 7777777 —

i

draft tq SFAS No. 52.
~—
" Ha2 : The smaller the size of a M\C, the higher the
abnormal net insider trading volume upon the release

of the exposure draft to SFAS No, 52.

’

I—cg:prddnqto Dhalival (1980), managements' preference for an
accounting Standard depends on the impact of that Stardazd on the

;
et <

[ - . . - '



-amount and volatiiity of t;.ant Eirm's e’afnings. In addition to
Dhaliwal, other studies (Kelly, 1982; Zmijewski s ﬁagerman, 1981) seem
to support the proposition that, because managers of highly leveraged
firms feaf ninning into technical default on their loan agreement, i:hey
would not favor accounting standards which would czizse a reduction in ‘

reported earnings or equity or' increase the volatility of reported

=

earnlngs

Thus by mplication, insiders of high—leveraggd MNCs would support
a ‘Standard that decreased such volatility’ ‘in reported earnings.
Accordingly, since NO. 52 meant reduced-earnings_ volatility; “the

‘insiders» of highly leveraged fims.vould be net-buyers of thei%.own

stock more so than irsidezs of low-leveraged firms. o
'The variable leverage is denoted as X2 and provides a test\ﬁoz the

third hypothesis. The regression coefficient for the variablé/_i;}

expected to be positive. Tﬁé third hypothesis in the null and

-alternate forms thus is:

Ho3 : There was no difference in net -insider trading between -

insiders of highly-leveraged and lov—leAvezéged firms

upon the release of the{exrposure draft to SFAS No. 52.

—

Ha3 : The more highly-leveraged a MNC is, the higher the
} 4 dhnormal net insider trading volume upon the

- release of the exposure draft to SFAS No. 52.



Control-Type o , ,

smith (1976) classified firms as ovnéi—contzolled-{f.one party
o'-;ned 10% or more of the voting stock. He classified a firm as ) -
manager—coqttolled if no single block of stock greater than 5% vas
controlled by any s{ng_le party. Smith (1976) hypothesized that A
s@eholde:s of owner-controlled firms were more concerned about
accounting methods vhich aim at minimizing taxes than about those that
aim at stabilizing the reported earnings. He arqued that this Has 30 -
because the larger owners: (1) have access tc; more complete inforlafion
in the firm; (2) nive more éoapleté knovledge of the decision-making
process;' ar;d (3) have superior firxaricial advice. By combining these
‘ three advantages, large owners end up knowlng wvhat financial and
| operating steps nanagers vould take to handle volatlle earnings. As a
result, they would be left to worry about methods that aimed at
minimizing taxes, an area nonially na.naged from outside of the firm.
éy imlicai:ion,‘ small stockholders of ﬁmgex—gmnolled firms
‘ tend to get mofe vorrieda.about' accounting chanqes that alms at ) .
stabilizing reported earnings. Smith (1976) further provided elpi;}cal
~evidence to support 'the hypothesis that nénager—controlled firms are
more likely than ovner—contxblledzbfim to make acckmtlng policy ;
decisions which smooth income. Snith s empirical evidence is’ T
consistent with that of Monsen, Chiu and Cooley (1969). 7 -
The switch from SFAS No. 8 to SPAS No. 52 vas generally
raz?ticipa% to reduce volatility of reported earnings. This accounting .

change is t_herefbre likely to have found more support among insiders of



| a8
_aanager—cqntzgalled MNCs than among insiders pf‘ovner-controilféé_ﬂﬁi o
The support meant engaging in mo;e net insider trading volumes.

The variable control-type is measured as the ratio of common stock
held by insiders over total ovners' ‘equity. This vartible 1s denoted
X4 and is used-to test the fourth hypothesis. |

Since the ratio of common stock heid by insiders ovkr total
owners' equity is smaller in manager—controlled than in c'nme-r-'.
" controlled MNCs, an inverse relationship is expected between lthat ratio
and the nagnittﬂé of abnormal net insider trading volume. This
variable is thus expected to have a negative regression coefficient..

The fourth hypothesis, stated in the nullw and alternate forms, is:

/ Ho4 :' There was no difference in net insider buying between
manager-controlled and owner-controlled firms upon the

release of the exposure draft to SFAS No. 52.

T ]
Ml& : The smaller the control-type ratio, the higher the
* abnormal net insider trading volume arourd the release

[N

. - ¢
date of the exposure draft to SFAS No. 52.



“ Hol:

Hail:

Ho2 :

Ha2

Ho3

e

SUMMARY OF HYPOTHESES

The insiders of MNC's which switched from SFAS No.8 to

SFAS No. 52 in 1981 did not engage in any abnormal or

unexpected net buying upon the release of exposure

draft to SFAS No. 52. o | o
The insiders of MNCs vhich switched from SFAS No. 8 to

SFAS No. 52 in 1981 engaged in abnormal or mexpected

net buying upon the release of expdsme draft to

SFAS No: 52.

There was no difference in net trading volume between the

small and large fim upon the release of exposure draft to

SFAS No. 52.

v

: The smaller the size of a }ﬂc,\\gg/htgher the

abnormal net insider trading volume around the

release date of the exposure draft to SFAS No. 52.

: There was no différence in net insider trading between

insiders of highly—-leveraqed and low—leveraged firms

upon the release of the exposure draﬂ: toc SFAS NU 52.



Ha3l : The more »highly—leveraged a MNC is, the higher the
abnormal net—insider trading volume around the
t\elease date of the exposure draft to SFAS No. 52.

Ho4 : There was no difference in net insider buyirng ﬁﬁe‘fenv

.

manager-controlled and owner-controlled firms upon the ;7

release of the’exposure draft to SFAS No. 52.

Ha4 : The smaller the control-type ratio, the higher the
abnormal net insider trading volume around the release L

date of the exposure draft to SFAS No. 52.

Chapter III deals with the research design and the method employeti

to test the hypotheses posited in this chapter.

—

o~
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CHAPTER III -
“. RESEARCH DESIGN AND METHOD |
13 . ' f
IWm ' , . |
This chapter presents the research design and the method-used to \

test the hypotheses advanced in Chapter II. 1t is divided into fou;:
major sections: (1) Event Selection (2) Sample Selection, (3) Data

Collection, (4) Event-Study Analysis, and (5) Cross-sectional Analysis.
\

EVENT SELECTION _ .
study analyzes insider reaction to the revised exposure draft ‘
to SFAS No. 52‘," released on June 30, 1981. The revised exposure draft

was selected f'or a number of reaéons: |

1. It redefined the concept of functional currency in a way
that enhanced the advantage of insiders over non- insiders in
o estimating the pos.sible company-specific impact of the new

Standard. rIt defined functional currency as the currency of
the prina.ry envirorment in vhich an entity operates and
generates net cash flov. Only insiders would be able to kpow
such enviromnments. Note that this» advantage vas to last as

v long as non-insiders did not know the various functional

currencles,
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2., Prior researchers found the rev}sed‘ expo,sdzée draft to?
~ have led to economic consequences. For example Rezaee
. {1985) and Kig (1985) each found a significant abnormal
market reaction to the revised exposure draft for. SFAS No.
. 52. Rezaee (1985) found the reaction on the day following
}L// the release date. Kim (1985) found that it started two S
weeks before and ending three weeks after the release date
Earlier, Lev & Ohlson (1982 p.261) argued that "emirimlly,
an above-average volume reaction might often be positively
COn:elated with an above-average price reacti'on".. ‘1‘hetefore,
it is not mreasonable to expect that the revised exposure
draft led to abnornal volume reaetion.
3. The "announcement date" for the revised exposure draft
to SFAS No. 52 and the associated market reaction appear to
be vell defined. That is, the security narket reaction
occurred on July 1, 1981 (Razaee, 1985), or around June 30,
J,981 (Kim 1985). In a similar case, Larcker et al. (1983,
p. 610 dealing vith FASB No. 19) argué that "if economic
consequences associated vith a Standard give rise to insider
trading, ve expect this to occur in a falrly short time
interval surrdunding the announcement date”.
Based on those reasons, this study examined insiders'tradir:;
activities upon the release of the revised expostxre draft to SFAS No.

52.



- SAMPLE SELECTION

‘An initial sample of 522 MNCs vas. identifiéd from the samplés used
in Dikes (1978) and Griffin (1982). Dukes' study provided a sample of
479 firms, and Griffin s study provided an additional 43 firms. Each .
£irm in these two samples meets these three cziterfa" (1) it wvas |
affected by either SFAS No. 8'0;’ SFAS No.. 52, (2) it vas listed on the :
' New York Stock Exclfan?;é, and (3) .it had to file 10K Forms vith the |
sz this study, the following additional criteria were imposed to
arrive at the £inal sénple-‘ (1) “the, MNC had to have adopted SFAS No. 8
as its foreign currency translation— method prior to the release of the .
‘exposure draft to SFAS No. 52, (2).the MNC m%ve voluntarily ;.;;77777
,the current rate method in 1981, .(3) the MNC's financlal data must have
been’ ava,ilable on’ the conpustat Induftrial Tape ( 1953) for years 1980
and 1981 {4) the MNC uust not have announced earnings, dividends, or
| stoédividends during 1':he critical peri‘od (ten days before»and ten
days after) surrounding the release of the exposure draft to SFAS No.
52 (June 30 1981), and (5) the mc s mslder tradinq transactions

me\%ilable on the machine readable Securities: and Exchange

Commission's
{This tape was obtained frm : National Archives in washington, D.C.) ,
The rationale for iq)os ng the five additional =cx:1teria is as

fbllows. The first criterion vas ibosed t;o ensure that fim included ~
‘ ' il )



in the sample switched from SFAS No. 8 to SFAS No. 52 in 1981. The
second criterion was important because past research’has shown that
firs which voluntarily switched from SFAS No. 8 to SFAS No. 52 in 1981

4

were profit motivated (Gray, 1984; Griffin, 1983). Managers of those ‘
firms which Zdopted the standard in 1981 were, therefore, more likely _“
to engage in insider trading activities than of those firms that
adopted the standard only vhen it became mandatory. The third
criterion was imposed to'ensure_that the required company /
characteristics data were available.; The fourth EriterionVWES imposed
to ensure that there was no other information reieases in the:vicinity
of the exposure draft release date to influence the insiders' stock
trading activities. The fifth criterion vas imposed to ensure that the
stock trading information of the insiders vas available. |

. / Of the 522 firms in the initialAsample, 80 did not‘appear'on the
1983 Industrial éonpustat~tape~andrwere'eliminated Of the remaining
442 firms, 81 4id not have transactions of their insiders registered on
the 1985 Ownership Reporting System Master File Tape and were
eliminated. Of the remaining 361 firms, 181 were eliminated because
they had 10 or fewer days of their trading activities reported'en the
insider trading tape during the entire'244’trading4days used in the ,
study. The number of 10 ebservations as the minimum acceptable number
wasyarbitrarily chosen. This is consistent with Fama et al.( 1969) vho

. arbitrarily chose a minimum of 14 observations oﬁt~of a possible

maximum of 940.

This elimination process left 180 firms to test the principal

hypothesis. The same firms (180} wererused in testing for cross-



sectional variations as discussed )n Chapter II.

=

DATA COLLECTION

Nl

The primary data vere individual insider's transactions. The
insider trading data were éo;lected,fgom the machine readable
Securities and Exchange Comis?sion's Ownership Reporting System Master
File (1975'85) Tape. These transaction data vere for (1) a 21-day test
period centered on June 30, 1981, the exposure draft date, and (2) the

223-day non—event; perlod_ ending 46 days before the exposure draft date.
) e ’ - R g
Insider Trading Data

The following data were collected for each PNC from the O«metship IR
Reporting Systen,(ORS)iHaster/FileFTape4'Common shares bought, sold, or
obtained as gift, exercise of options, exchange or fzonversion, or other | :g
acquisition or disposition, byjéll parties designated asjfihsider:["
that is, (those parties required to report these trarsactions to the
Securities and Exchange cOmissmn), for each trading day during the
21-day test period and the 223—day non-event period.

For purposes Qt analyzing the insidet trading activities, all o
forms of purchases acquisitions were recorded as purchases vhile |
all fom;\ of sales or>dispositions were recorded as sales.

A firm vas classified as owner—controlled if any single"imider“

party owned 10% or more of total common stock, and classified as
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manager —controlled if ne single "1nsider party owfiéd up to 10% of total
common stock. ranager—contzolled MNCs were so defined because the Tape

does not report the 5% figure suggested by smith (1976).

Company Data
I | L
For \purposes. of carrying out the qross-sectional tests on the

. three ca%ny characteristics variables, ;the following data were
'collected for ‘each s:amle company (as at December 31, 1980) from t'he
1983 Industri Cowustat Tape: (1) t&el comolidated (book-—value)
assets, (2} otal ;long-t:em debt, (3) total equity, and (4) toml

owners' equity. o ' v

THE EVENT-STUDY ANALYSIS , -

This section discusses the met ed to invesfiéate' if insiders
|
of the sample MNCs which adopted the Standard in 1981 engaged in any

"abnormal” Wer trading activities upon the release of the exposure ‘

draft. . o : -

The Critical Event

The focus of this study is on insider trading dealings upon the

rélease of exposure d;raf.c’t to SFAS No. 52 on June ,. 1981. "a 21-

~
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trading day "test™ period (June 16, 1981 to July ;5;'19817’vas*used*tqi~ﬂfffff

' days in:ior to June 30 in order to detect any leaks about or

test the event-study hypothesis developed in Chapter II. This test
period is centered on the release date of June 30, 1981. If there vas
no leakage of the pending release of the exposure draft, then June 30

would be the only event date. But the analysis also examines the ten

antic_ipat;ion of the release. 7 7
A 223-trading day'-”non—e'ventf" pertod (June 30, 1980 to April 15,
1981) is used to provide an assessment of insider trading in "normal

or j‘nohéévent" periods under the mean-adjusted method. The non-event,

- and test periods are separated by a period of 46 trading days. The two

trading periods aré illustrated in.Figure 1

Non-event Period Test-Period
| bl | ‘
| 223 Trading-days ! !  Ta } ™ |
-1 |—~—1 ! =~
6/30/80 R 4/15/81 6/16/81 6/30/81  7/15/81
Figure 1. = Non-event and Test periods used in the Event-

s

Study Analysis

&

10 trading days of potential leakage of release

&

= 10 trading days after the release date.

P

Measurement of Net Insider Trading

Net insider trading for the sample MNCs and the whole market were

/ | ,7
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measured using a modified version of Larcker et al.'s (1983) method as

explained in the next section.

Company Net Insider 'rnding

~

Larcker' et al. (1983) measured a firm's net insider trading (NIT)
. as the difference between the number of shares insiders in f£irm i sold
and the number of shares they bought on day t. They thus defined Net

Insider 'I"rading as follows:

[Net Insider Tradinglit = ([Bit - Sit] ......... (1)
vhere . ' , : -
i = company index,
t = trading day index,
Bit =  number of shares purchased b¥ insiders of h

’ company { on day ¢,

sit = number of shares sold by insiders of

company i on day ¢t,

This study adopted Larcker et al.'s measure of NIT with one
modification. The difference (Bit - Sit) Qas'standazdizgd by the
number of shares held by insiders of company i on the last~day,7 t, of
the previous month {Hit). The standardization procedure can be

Justified on the folloving grounds First, the ratio measure of net

insider trading (NITit) permits comparison among MNCs vhose normal
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ttadifng Qoll.mes aiffer substantially in magnitude. Set:ond]j, tbe' use

VAof absolute, rather than relative differenCeS°bétvegn purchases and B
sales of shares might cause MNCs with large trading vollme$ to dominate
any inter-irm analysis. |
The (NITit) ratio was therefore calculated for each sample MC as

follows:

' Bit - sit

i, t , Bit, and Sit are defi/ped as in (1) above, while

Hit = number of shares held by insiders of companyﬁ\_’ :
i, on last trading day, t, of the previous month. = -

A positive (négative) ratio for‘ net insider trading (NITit)' means that
. . -

. A
_insiders of company i were pet buyers (sellers) on day t.

Market Net Insider Trading
(Mjusting for Market-vide Factors)

o

Beaver (1968) found a significant positive relationshii) émen an
individual firm's trading volume and overall market r_voltne. "I‘he' )
genergl market lnfluences must therefore be considered in any § |
Idefinition normal trading volume. The dally market net insider

‘trading (NITmt) is defined as follows:

s
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] - {Number of Shares Sold}
[by all NYSE insiders]
\ londayt]

L {Number of Shares
-{by all NYSE ins
, fon day ti
NITat = =
. © [Number of Shares Outstanding Held by all NYSE Insiders]
{on the last trading day of the previous month]

From this, the "expected" trading volume can be modelled as a
linear function of the NITmt. In particular, the adjustment

for the market-wide trading effect can be_expré!sed as:

E(Nl’rit) - &i + Bi(HITmt) ......... : 'OOVI‘IIIll;I"'.QQ (3) ’
vhere,
E(NITit) = the "normal™ net insider trading in security i
on day t, : _
E(NITmt) = the "normal"™ market net insider trading on day
' t, .
ey, B = parameters of the generation model

Eéuation (3) can be estimated dsing_historicgl'data. Also frdm
equation (3), the abnormal volume can be computed as the actual tzdding
volune minus the predicted volume.

- vPrior researchers adjusted for market conditions and then used the
market model to analyze stock trading volume activity (e.q. Bamber,f
1986, 1987; Beaver, i968; Nicholas et al., 1979). -In these studig;,
like in those using the market modél'to analyze security returns,
resgazcters have.ﬁsed volume residuals as thg measure ofﬁabnormai
trading volume. Bamber (1986) defgnds this similarity in the
measurement of abnormallperformance between volume and return anaiyses

using the market model das follows:



adjustnent for the orverall market level of trading volume 1is

M

: analogous to using a market nodel to adjust for narket returns in

security price research (p. 44).

‘Foster (1973, and Kiger (1972) provide empirical support for Mer s
explanatlon These s'cudies used the volume market nodel tomreplicate
basic information content studies and came out with firﬂinqs similar to
those based on secnrity prices. Stock volume researchers have |
' typically com.\ted volume residuals by regressing eachtﬂfim 's measure
of shares traded each period on the market index for that period.

| However, other researchers have used other models to generate the

"expected" or normal 'trading volumes.

'According to Bamber (19863, models that do not adjust for market

cor‘xiit;ions would be ‘vort‘h using since "there is no theoretical support -
for a trading volume 'market model' "(p. 44);; she adopted two 7
alternative approaches ‘tc anafyzimj abnormal volume trading. One of |
‘them used each firm's median trading volume over the calendar year as’
its expected trading volume. Bamber (1986) defended using a peribd's

median vollm_\e as normal volume as follows: ' ' ‘ ‘ Q, -

© ‘r;% o

Unfortunately, there is no theoretical basis for choosing a
particular model, so...as an alternative,_ I also used each ﬂrn;'.s
wedian trading volume over the cCalender year as its
expectation“‘(p‘; 45). “
This study adopted both approaches. The first approach adjusted for
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general market conditions (e.g., Bamber, 1986; Beaver, 1968; Morse,
1981). DVRIit were computed via the market-adjusted model (Sefcik &
Thompson, 1986). The second approach did not adjust for market
covﬁifiorsf(aaibér, 1986)-. D‘VfRit wvere computed via the mean-adjusted
model. | | L |

In the Market-Adjusted model, the expected relative trading volume
is equal to the market relative trading volume. Thus a fim_"s expected
net insider trading (ENITit) is equal to the market insider trading
(NITmt) for that period. In other words, expe(ﬁ:ted,.xnet’ insider tv’ra:i‘ing
(mIT) is assumed to be coristant across semiritiés but not over time
This implies that in the market mo&él, 2 is set equal to 0 and bis set

equal to 1 in (3). That is:

mit = mTit - mm .l.vllll'lllll.-llll(4,) - e

$The mean-adjusted model does not explicitly account for
market-wide factors. The predicted volume for a security is t\equal to
a constant, estimated by averaging a serles of past trading volumes.
Therefore, in the vre\sit.fhxal'—qene;étl:ing modeléaquation 3), a' is sebt '
equal to theaverage j(NITi) vo‘ltne‘ over the estimation period, amd b is
sét equal to zero. ‘

Fs B

Therefore, for each security i, the measure of abnormal trading
volume on a given day t, DVRit, is the difference between 1ts observed o
net insider trading volume (NITit) and the expected net 1n§1def:tradinq
volume (ENITi), estimated over the non-event period. The estimation

period extended over trading days (-234 to -11). The difference is

o
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. standardized by the estimated standard deviation over the same

non-event period. That is:

. SDVRj, = (NITy¢ =— ENITy) / S(NITy) .seccceccecene (5)
where ‘ R
’ 111 )
B“ITl - e—— ( Z ﬂl‘rjg...'.......--....3...-.......(6),
224 t=—234" :
- . l -ll’ .
G(mri)-{— Zj(nrit - ENIT]_)Q}IIZ--........-..--(7)
223 t=234

Testing Procedures vfor the Event Study Hypotheéis

(Hypothesis 1) ' v : - /

Since abnormal insider trading vas measured by the daily volmé‘
r.esiduals (DAVRs) as computed above, it was necessary to determine
ﬁxether those dally vc;ltne iesi@uals were statistically different from

- 28Y0, St—:.‘ti‘stically significant DVRt would imply that insiders of the _

sample MNCs engaged in net buying or selling in a vay that could not be °
attzibutéd'to chance. Insignificant DVRt would mean fallure to find .
empirical evidence to conclude that they engaged in net Lnsider’ i S
trading. 7

Under the market-adjusted model, a test of the significance of the -~
DVRt on day zero wvas performed by testing’ the significance of the |

difference (NITit - NITat) on day zero. Similarly, signiflcance of

. e
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_the DAVRs for the period (day-10 to day +10) was examined by testing
the statistical significance of the average cumulative dally éverage

volume residual (ACDAVR).

-

The cumulative daily average Qoltme residual nethbd concentrates
on the average cumulative abnormal performance for day 0 to day +10.
This is repeated for the entire period (i.e. from day -10 to da} + 10 )
in order to pick up any leakage of the pending release. |

Thus, the first hypothesis was restated in terms of both DAVR-the
measure of abnormal performance’on 2 given day, and ACDAVR-cumulative

abnormal performance overfi\:he entire test period as follows: -

¥

(Daily Average Voluné Residuals at day 0)

Hola: .  DAVRmO o - A

- w

Hala:  DAVRR0 > O

- B

i (Average Cumulative Average Volume Residuals)

Holb: ACDAVRR2 = 0
Halb: ACDAVRm > 0
Mean Adjusted Model Subhypotheses

(Daily Average Volume Résiduals at day 0)

Holc: . DAVRa{ = 0

Halc: DAVRmO > 0 P

{Average Cumulative .Ave:cag:e Volume R&Bjiduals) . ‘
Hold: ADAVRR = 0 | V

Hald: ACDAVRm > 0



A one-tailed t-test was utilized to test both the MW

hypotheses. Rejection of the null hypotheses would mean that the stock
trading behavior of insiders of the sanple mcx vas. different from the
market (expected) stock trm behavior. ' | |
, , o

Test of Statistical Significance

To perfom(the one-tailed t-tests, the sample daily average volume
residuals (DAVR) were computed and compared vith NYSE daily average
volume resuiuals The average cunulative daily average volune
| resi%uals (ACDAVR) were then conputed The t-statistics were then

conputeﬁ*using the DAVR and the CDAVR

L

.

DAVR for all securities that were traded on each day of the tést

period vas calculated as follows:

mmu:aE ! DVRit (8)
N =1 c
for t = -10,.......+10.
where ‘ : | ', '17 - |
DAVRt = . the daily average wolume fesiduals; ‘and
N = the number of securities in the sample '

vhose insiders traded in their stock on
that day.
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Implementation of the above steps led to 21 averages for the
period. These computed averages were then used to. exanine abnormal or
unexpected net insider trading act‘!vities around‘the exposure di:aft J
release date. ’

Hence, the czmlative average volume residuals (CI)AVR) were also

calculated as follovs

Cmm-mm't"‘MWt"l co.cc-oocc}cn.caconcan.(9)
N A 7 ,
fort = -%,......., ¥1C,
wvhere ‘ -

the sum of the previous dally average
volume residuals (DAVR)

CDAVR

Computation of the One-tailed t-statistic for

the DAVR and ACDAVR

‘.

f

To pzovide a test of the statistical significance of both the
daily average volule residuals (DAVRt), and the average cumulative
daily average volume residuals (ACDAVR); o one-tailed t-tests vereb
~p\‘.-rfoned Morse (1981) used a sililar orie-tailed t-test to test the
significance of daily averaqe price and daily average volume residuals.

'I'his study adopted Brown and Warner's (1?80) t-test to test for
the significance of both the 21 DAVR and the corf.sponding CDAVR..
Brown and Warner's (1980) t-test was preferred toothéis { eg. Dyl,

,1277; Foster, 1983, Kiger, 1972; Morse, 1980, 1981) because it takes
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into account cross-sectional perdence in the secm:ity—specific
performance measure through the "C‘.rude Dependence Adjmtnent " This
proceduré makes securltles' abnornal NIT 1rﬂepeﬂent and honoscedastic.

Hence, it makes the narket-adjusted DAVR nomal gerially independent

@

v

and identically adjusted

For this study, a Cr\ﬂe/tgperdence Ad:lustment period of 112 days,

—
exactly h%he non-event period starting at leagt 123 days before and :

E*Y . . N . .
ending 10 days prior to the exposure draft‘ release date day 0, wvas used .

to calculate the empirical standard deviation (KO) of DAVR. Using this'

approach, the null hypothesis that the ratio of the avetﬁe performance

measure at day 0 to the estimated standard deviation (KO) for this
study is distributed Student-t with 11-1 degrees ’of‘ freedom. :
_ The t-statistic based on the Crude Dependence Adjustment procedure

vhich vas used to test the hypothesis that t’he DAVRO (daily average

volune #esiduals for day 0) is equal to 0, was calculated as follows: -

v <



=77 68

i N R
£EO = - L DAVRIO] /KOu.uveeeneenenaeenss(10)
=t . Ko | : |

Where 4 3 ‘ =
. DAVRI0O = a firm average of the difference between
individual firm net insider trading on day

zero (NITi0) and market net insider trading on day
zero (NITmO). ‘

KO =  the empirical standard deviation of the
: averai;e difference between NITi0 and NI'I‘mp.

N = number of firms whose insiders traded in their
‘ stocks on day 0.

Ki}- was calculated as follows:

S
) 1 -1l 1 N : :
KO = [--—- Y~ {( - ) DAVRyg)) - E*}2)11/2 ...... (11)
111 ¢= -122 N i=1 - , e

where E* is deflned as fl)llbvs: ’ N ‘ : SN

-11 N S|

Ex = ( 2 . —2 DAVR;/C) ——— ‘ » -...'...'.”.7..;.;.{(12)'
t"—IZZ i=1 ’ 112N

" To test for AC‘DAVR the t-s%tistic (tc) was computed as to
above, with modifications in both the numerator and denominator of
Equa‘tion 10. The modifications in the numerator over the test periods
(0, +10; and -10, ¥10) are:

For period (0, +10)

1  +10 N

—_ ¥ [ DAVRgE  eeeeqecseennecnses(13))

1IN t= 0 i=1
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For period (-10, +10). | B B

) O }10 ATy

DAVR ‘........A.;.;.....'. N
t=-10 i=1 tes S (e

N
In the denominators 6f both Equations 13 and 14, KO was further divided
by the square root of 11 and 21 respectively. :

THE CROSS-SECTIONAL"ANALYSIS

The cross-sectional analyslis examlines whether the d'eteé‘ted/“insider

>‘t:randing behavior in the event-study analysis could be explained by the

y tg\ef/’gpmpany-speclfic variables (Siz€,.Leverage, and Control—?type)

« o o

Measurement of theJIrﬂeperdent ‘Variables \3 .
; _
- , :
The three independent vériables in this study are: (1) firm size,
(2) leverage, and (3) controFl—type The data used to measure these

variables were ldentified eazlier in the company ‘data sub-section as: s
(a)'total consolidated assets (at bo;k value),, {b) total 19ng—tem
“debt, (c) total equlty, and (d) fotal owners' equity. These data vere
obtained from three sources: (1) the Comp\.istat Industrial Tape (1983),

{2) Moody's Industrial Manual, and (3) the Ownership Reparting System .
| .
Tape (1975-85). : :
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Kelly (1985) found that sales revenue, market value of equity, and
total assets, as measures of flrm size, were hlghly correIated The |
Pearson product moment correlatlon coefficients among the three ‘

" measures all exceeded .93, which led him to conclude that substituting
d -one measure for another would not alter the empirical results. Thus,
he used total assets as a measure of firm size. The current study
followed Kelf9 by using boo# value of total assets as a surrogate for
firm slze. The book value ls as of December 31, 1980. These figures

‘were obtained from the 1983 Industrial Compustat tape.

Leverage o o .

Leverage was measured as the debt—to—eéulty ratio. The debt-to-
equity ratio was COnputedvas the ratie of long-term debt as of December
31, 1980, to the sum of the same long-term debt plus the market value
ef owners' equity (i.e. owner's equity as reported at 31 December,

1980). That ls, Leverege = Long-term debt/{(long-term debt + Owners'

Equlty). (
/



Control-Type | L

Kelly (1985) ‘used percentage of total common stock ovne@ by
directors ani offlicers as a measure of managenent—ovnetship vér{éble
In this study, control-type was measured as the number of comson shares
held by 1nsiders on the last day of the previous month, standardized\py
company common stock as’ reported at December 31, 1980. Common stock \
figures as at the end of 1980 were used as denominator bechuse company
stock during the test period could not be obtained. ) o

Ay

Measurement of the Dependent Variable

DAVRI wvere calculated for each firm 1 for the 21-day test period

as follows:

X}

: 10 o
DAVRi = - X DVRit..:}.a»..-..-----o(IS)' R s
n t"_’lo
¥here )
. DAVRiv\ = daily average volume residual for firm =~ -

) i during the period (-10, 10)
. : N ' ‘

DVRit = daily volume residual for company 1 on day t.

n . '= - mumber of days on which company i had )

insider trades during the period (-10 to 10).

P

Note that total reéiduals of each firm were averaged over diffe;ent

N

numbers of days (ﬁ) rather than a single number (21) because of the
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inherent problem of 71rregulérity of daily data, Many firms did not :

have their 'insiders participate' in insider trading everyday of the test

o'

mriﬁ. o ‘ ! e e

1

*

Testing Procadm:u for the Czoea-boctioml Hypotheses

Hypothesis 2

*

“Given an inverse relaticnship betve;;n firm size and the amount of

1nfomtioh made public as hypothesized in Chapter II, we would expect ..

insiders in smaller MNCs to have engaged in relatively more trading -

than those in’ larger MNCs upor{ the :yase_of the exposure draft.
ent for X1 (proxying for Firm

Consequently, the regression coeffix

Slzé) is expected to haveé a negative sign. Variable Xl thus provides

a test of the followfng hypotheses: -
> .
HOZ Bl = 0
Hypothesis 3

Since insiders of high-leveraged firms are hypothesized to be more
net-buyers than insiders of low-leveraged firms upon the release of the

‘exposure draft to SFAS No. 52, the coefficient for the Leverage

i
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variable, X2, is expected to have a positive sign _Thus this - 3

4

hypothesis can be stated as:

/

L Hg3: B2 = O

, Hy3 B2 > 0
Hypotr\es134

The variable Control-type was measured above as the proportion of
common stock held by insiders in a firm. Insiders of a magaéerr
controlled firm would therefore hold a relatively smaller proportion of.
common stock than those of a chmparable owner—controlled firm. Since
insiders of manager-controlled MNCs vete hypothesized to have fé’né‘a*géd/"'*"
in relatively more net trading than those of owner—controlled MNCs, the
, variable control-type, denoted by X3, is inversely related to insider
trading voloﬁe. The coefflcientv of the var/lable, co'ntrol-type,' is thus
expected to have a negative sign. This hypothesis can thus be stated _

as:
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The Multiple Regression Model

-

L. e
To .test the three hypotheses posited abO\fe the folloving multiple
regression was estimated:

vhere,

DAVRit the dependent var lable (abnormal net insider

‘trading volume)

X1 = . Firm Size | . _ ,
X2 = Leverage )
‘X3 = Gontrol{type .

. ‘ : : : s
ul = the random error. : ' ~

The statistical significance, and sign of the estimates for the
regression coefficients (bj, j= 1,2, and 3) provide the necessary

information for testing the research hypotheses:

B

Some Statistical Considerations
P S~ |
The validity of the statistical tests performed using thé
fegression model (equétion 16), and the"conclusibns based on those
tests all rest on some assumptions about the model that must be met.
Violation of those assumptions renders those tests and the’conclusiqns
inaccurate. The major assumptions include:

1. The exrror terms have a constant varianCe.ove; the

range of observations



2. The error terms are normally distributed ..
3. The indebendent variables are not hfghly cprrelatec’.— '

‘Multicollinearity L ¢

‘ The Constant Variance of Residuals : v

The constant variance assnmption is that the standard devlation
and variance of the u's is constant for all values of each indeperﬂent
variable. The implication of this assumption is that the distribution
of the ufs is unaffected by the size of the independent varlables.

Violation of this assumption leads to heteroscedasticity. |
When heteroscedasticity is [?resent, vordinary laast squares estimates
place more veignt on the obgégyations vhich have la:ga »error variancgglyﬁm
than on 'those- with smaller error variances. |

Since each of therex‘planatovry variable in the sample MNCs included. '
both largeland»small firms, this assumption was likely to be violated.

As Kennedy, 1983; and Pindyck & Rubinfeld, 1981 arque, large firms are
likely to have larger variances than smaller‘firms; o
The possible violation of this assumption wvas chec'l;ed on by
performing partial plotting of the residuals. As figures 8, 9, -and 10
Andicate, the pIots show no sign that the assumption is violated. in

all the three plots, the absolute ,/ ude of the residuals do not
appcar to be related to the values bf the independent variabies. Thus

no further steps were necessary.



76

Normality of the er,?r terms -

‘Thé, reg'tession model aléo assumes that the u's‘ are: normally
distributed about a mean of zero. Vidlation of th}? assumption renders |
the confidence intervals based on the t-table.incorrect. -

| The normality assumption waslcheéked on by computing‘a normal -
probability plot of standardized réﬁiduals (figure 6) and a histogram
of the standardized residuals (Figu;e 7). Both the plot andvthe\

histogram show that the residuals are norhally distributed.

Multicollinearity Correction ' .
The first two of the three independent variables of the
cross—sectlonal part of the study (1.e. size and leverage) are
—
financial variables. :Financial variables have beéh fougg to be highly

correlated ( Lev, 1974 Kelly, 1985) A possible explanation for such

interrelationships among financial variables is that they all depend on

the same financial and managerlal decisions of the same firm.
To check on the'degree of multicollinearity between those two

financial variables, the matrix_of correlation coefficleﬁts was

examined. The correlation between size anﬁ leverage was (0.094),

indiinting that the degree of collinearity between the two vaziableé
was low and thus dld'tot necessitate any steps to reduce it further
(Fogler & Garapathy,’ 1982). . |

The next Chapter presents and analyzesr the empirical results

of the statistical tests that have been discussed in this Chapter.



: CHAPTER IV .

&

/The enp{ricél’resulté of the évent-study and cross-sectional

analyses are reported and ir‘xt'erpre,ted in this chapter. R
. 4 . ) .
EMPIRICAL RESULTS OF THE EVENT-STUDY ANALYSIS ‘ | e
Hypothesis 1

The firsé mill hypothesis posites that insiders of MNCs which
' switched from SFAS No. 8 to SFAS No. 52 in 1981 did not engage in any

" abnormal het buying upon the release of exposure draft to SFAS Ne. 52.
More specifically, that the (DAVRt) = (ACDAVRt) = 0. The market-
adjusted and the mean-adjusted models were used to test the hypothesis.

LY

The Market-adjusted Model Results

The market-adjusted model results are repbrted}'in Tables 1 and 2. -
Tabie 1 shows that the DAVRs are positive on Eifteen of the tventy-one
test-period days. Of the fifteen days with positive DAVRs, six days T
are significantly different from zero (p < .05). Table ‘1 also shows | *
that the cumulative daily average volumg residuals, CDAVRsS, are '
negative from day -10 to day -3. They ‘become positive on day -2 and -

they continue being positive to the end of the test period.



TABLE 1

Harket-adjmted Voltne Model Statistics

for Each day of t{f/zl-day Test Perlod (-10 to ~le10)

(N = 180}

. .
DAY DAVR Statistic CDAVR .
-10 -.126516 -1.037226 -.126516
-9 -.033988 -.278643 -.160504
-8 .090884 .745102 -.069620
-7 -.268754 -2.203345 -.338374
-6 .118204 .969082 -.220170
-5 . 045052 .369351 -.175115.
- 4 -.173092 . -1.419076 - -.348207
-3 .191542 1.570335* -.156665
2 . 145350 2.831310%*x .188685
-1 .261318 2.142382*% - .440003
) .077086 .631982 .517089
1 .073025 .598687 .590114
2 -.072814 -.596955 .517300 -
3 .398737 3.269001%%x .916037
4 .138567 1.136023 1.054604
5 .186038 1.525208* 1.240642
6 -.051492 -.422148 1.189150
7 .176760 1.449143 1. 365850
8 .215539 1.767075* 1.581389
9 .173756 1.424515 1.755145
10 1.248852 1.907474

.152329

x DAVRs are Asignificant at p < .10

** Daily average volume residuals are significant
at p < .05, one-tailed test.

k%% Daily aVeiage volume residuals are significant at

p < .0]l, one-talled test. :
DAY = - The trading day of the event period relative
to the day of the release of the exposure draft -
(day zero), from day -10 to day +10.
‘DAVRL - = Daily Average Volume Residuals
t- ’ .
statistic = One-talled t-test for DAVR

CDAVR Cumulative Daily Average Volume Residuals



Table 2 shows that the ACDAVR are positive and significantly
different from.zero (p < .Oi) for a one-tailed test. Table 2 also
reports that the period (0, +10) s statistically signmcant
(p < .01); and the period (-10, +10) 1is statistically significant
(p ¢ .01. These results provide support to Hlb The behavior of DAVR
and CDAVR for the market-adjusted model are graphically presepte’d in-

l;‘iqures 2 and 3 respectively.



TABLE 2

' Market-Adjusted Average Cumulative Daily Average Volime Residuals o
. (ACDAVR) Abnormal Insider Trading Statistics for the periods (0, +10)

and (-10, + 10). ,
' Average t- _
Interval CDAVRt - Statistic n
, 5 ,
(0, +10) 7 Las1am  5.00305473** 142
(-10, +i0}/ 0.090832 3.4064129%% 180

**  Average Cumulative average volume gesiduals for the
interval is significant at the .99 1level, one-tailed
test.
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Analyses of the Results of the Market-adjusted Model

In Table 1, the positive and statistically significant daily
average volume te;iduals on days -3, -2 , -1, +3, +5, and +a§j$ne | '
taileq, 1nd1cate that the imiders of the samle lg.xltinational
coq)anim engaged in net-buying that was diffetent from zero.. :I'he
positive but non-significant daily average volume residuals on days -8,
-6, -5, 0, 1, 4, 7, 9, and 10, indicate neé\insider buying but is not
statistically significant The cmmlative volume residuals becone
positive on day -2 and continue belng so until the end of the test
period. In sum, these results lend support to the hypothesis that the ,// ,7

~ sample insiders engaged in abnormal net-buying during ‘\% test period. -

Timing of the significant results .

- . i,,J
L .
«

_Significant net insider trading vas detected before and after the
announcement date of the. exposure draft. #hile significant trading
detected before the release date nay ‘be attributed to leakage of. the
contents of the exposure draft, Morse (1980 , 1981) attributes it to
“-differences in beliefs about the pending announcement. He further .
attributes trading after the announcement date to intergetation of the

revealed contents of the event. Specifically, Morse (198l) argues

that:



| ’I‘rading prior to\a public annomlcemnt may occur because e

- — of differences in beliefs about the probability of different

- signals ‘being emitted byd:he public anriouncement. These
differences in bellefs nay be caused by the asy-etzic

. distribution of the infomtgn before its public 4.
annovmceaent Trading volume follovlng the public
'announcenent may be due to different interpretatiom of the
signals released”(p 35). iz S

; &
Based on Morse's (1980, 1981) ‘analytical framework, the i:ining of
the results reported in Table 1 can be interpreted as follovs.
Abnomal net-buyiné before the announcement date suggests that the

sample insiders, as a small group, believed that the exposure draft

contained favorable information. These bellets vere different from the
bellefs of those insidefs vho decided not to adopt SFAS No. 52 in 1981.
It is likely that those vho vere going to adopt the new Standard in
" 1981 belleved that the contents of the exposure draft would lead to .
// higher stock prices. Those vho were not going to adopt the new ‘ |
| Wd did not belleve so. unifomity of beliefs would have led to
S¥sTlure to detect abnormal net-buying during the test period. h
Another possible explanation for Vthe abnormal net-buying just -
before the exposure draft date is the need to beat the six months -
requirement by the Securities and Exchange Act of 1934. Section 16(b)
requires all profits on chases and suk?sequ'ent sale within 6 months

to be returned to the corporation. So, if the company-specific
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J fina]t:iai implications of the'exposure draft were to be disclosed in
the year-end financlal statements, the insiders would maximize their
personal vealth 1f they sold then. | |

Abrwmal net-buying after the release date, according to Morse's
framework, vould mean that the insiders’' 1nterpretation of the contents

!

of the exposure draft wvas consistent with the ex ante flvonble

¥

beliefs.
It is also possible that thé; abnormal net insider trading

identified iﬁ'this’ gttﬂy may have been due .to reasons unrelated to the
fgxp‘osuze draft. However, a search of the W did not
:re\.zealrany'significant general events to support such reasons.

‘The steadily rising cunulative average volme residuals suggest
that the insiders steadily engaged in net- buying for some time
folloving the release of the exposure draft. Such extended duration ST
~ (ten days after the announcement date) is consistent with Morse's
{1981) obsemtion that trading volume reaction stays on for: some time.
It is however contrary to Larcker et al. 's (1983) assertion that if an
event leads to insider trading, it does so immediately surrounding the
annomx::‘enent date. _

Table 2 shovs that the ACDAVR are positive and significantly
different from zero (p < .01), one-talled test, for the perlods )
(0, +10) and (-10, +10). This means that the abnormal net insider —
trading detected following ‘the release date, as well as for the entire

test period could not be attributed to chance..
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 The Mean-adjusted Model Results . X

Table 3, like Table 1, shows that the DAVRs are positive on

fifteen of the twenty-one test period days. Also of the fifteen days

vith positive DAVRs, four days are significantly different from zero .

-

(p < .05). _
Table 3 ajso zeports that the CDAVRs are negative from day -—10 to
day -4. They becone positive on day -3 and continue S0 to the end of

the test period. These results are generally consistent vitn the
: 3 g8 :
results of the market-adjusted model. -~



L W,

-
}31}

TAE.E3

rigénjadjusted Volume Model Statistics for Each

Day of the 21-day Period (-10 to +10).

(N = 180)
| t- :
DAY  DAWR Statistic  CDAVR
. ‘ |
-10  -.036921 - -1.913482  -.036921
-9 . ,023879 - 1.237572 -.013042
-8 .004949 .256506  ~.008093
-7 -.040394 -2.093459  -.048487 v
-6 .011718 .607286  -.036769
-5 .009871 i511573  -.026898
-4 -.008830 -.457649  -.035728
-3 . .041112 '2.130666%*  .005384
©o 2. .00L442 ~..074709. " .006826
ST -1 ..029257 . 1.516288% .036083
-0 - -.004520 = f234237 . : ..040603
1 -.001612 -.083534 - .038991 -
2 -.003938 © -.204111 - .035053 -
-3 .031890 _ | 1.652725% .066943 L
4 .006034 % .312711 .072977 59
5  -.007539 -.390713 .065438 S
t 6 .016831 .872300  .082269
7 .038559 1.998364% .120828 °
8  .009207 .477160 ~ .130035 ‘
.007951 .412082  .137986 4
-,011860 614668 .149846

* ' DAVRs are

%% DAVRs are

DAY .

stét.;lstic

COAVR

* draft (day zero), from day -10 to day +10.

significant at p < .10, one-tailed test.
significant at p < .05, one-tailed test.

The trading day of the event period relative
to the day of the release of the exposure

Daily Average ¥olume Residuals N
Orxe;taileq tV:-tes,tv for DAVR ' a

c;umulativé Daily Average Volume Reslduals

4

P

-
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'I‘able 4 shovs that the ACDAVR ‘for both the periods (0, +10) and
(-10, +10) are positive but are not significantly differem: from zero.
These results .thus generally, do not support the hypothesis that the
insiders engaged in net-buying during those two peﬂods The behavior
of DAVR and CDAVR for the lean-adjusted model are graphiully presented

in Figures 4 and 5 respectively.
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/-x(’FMrTq\o\f the signiflcznf results

92 -

Analyses. of the Results of tlis Mean-adjusted Model

‘ In Table 3, the positive and statistically significa.nt DAVRs on

‘days -3, -1, +3, and +7 indicate that the insiders of -the sa-ple |
mltinational cowanies engaged in abnornal net-buying ‘l‘he positive o~ |
but mn-signific:ant DAVRs on days -9, -8, -6, -5, - 2, 0 4 5, 8,9, S
and 10, sugg&t that there wvas some net—buying that could be attributed

_to charxie The CDAVRS become positive from day -3 and contlnne being

. so until the end of the test period. These results are generally -

consistent with those of the market-adjusted model. -

The timing of the significant abnormal net-b\xying of the mean-

t:adjmted model is consistent with that under the narket-adjusted model.

zT‘-’These results may be interpreted as follows 'l?é_a\bnoml net-buying

before day zero indicate that the insiders of the aanple )ﬂc.s held
bellefs about prohbility of different signals being emitted by the
exposure draft that were (beleifs) different from those held by the
rest of the NYSE insiders.-:

The significant positi'&e results after the release date sugqest o

that the 1nsiders' mterpretation of the contents of the ‘exposure draft
vas consistent with the favorablé beliefs«about the exposure draft. |
prior to the release date. A search of the ¥all Street Jourpal . —~

revealed no confounding events for the re‘sults,é .



A The steadily rising cmulative average volume residuals suggests
that the insiders steadlly engaged in net 'insider buying after the [
exposure draft was released | '

" In sum, the results of the eventy-study analysis under both models
are very slnllar 'mey support the prlnclpal hypothesis of this study
The only noticeable difference betveen the resnlts reported under the - — —
market-adjusted and the nean-adjusted models lies in the deg::eeK of
statilstica_l significance or the ACDAVRs dug:ing the perlods (0, +10) and

- (-10, +10).

. EMPIRICAL RESULTS OF THE CROSS-SECTIONAL ANALYSIS

~

The subsidiary purpose of this study vas to test for an
assocliation between the detected trading volxme behavior and firm |
variables (size, leverage,and control-type) over the test period. A

‘multiple regression model of the form (Equation 16) was estimated for

the purpose, | | - R

Interdependence Amohg the Independent Variables Y
f g s T R 7 L

To check on the degree of interdependency among the Tﬁdepe?ﬂent"
variables, the mtz)x of the correlation coefﬂcients of independent -
variab‘res vas examined. Table 5 displays the sxmary statistics and '

the intercorrelations. ' e

Die



TABLE 5 ™ L B

Summary Statistics of all Cross-Sectional Analysis Variables .
- and their Intercorrelations. (N = 178) - Do

. ‘ o
STD CONTROL-

VARIABLE’%S!.RE . MEAN mVSIZE LEVERAGE TYPE = CDAWR.

SIZE Natural 7.20 1.40 1.000 - -
o Log of . .
Total -
Assets' .

LEVERAGE Debt/  0.266  .167 )\0.094  1.000
' Debt +Equity Y

' CONTROL- Insiders' 0.007  .040 -0.044  0.079 1.000
TYPE Equity/ \ -

Total Equity*# , c :
DAVR Cumulative 0.026 0.309 0.054 0.079 -0.014 1.000°

Average . = , ’ ' ol

Volume T - ‘ o

Residwal - = , o _

k% VTotal number of shares held by insiders of companﬁr ion

last day of the month (May 31, 1981) ove—ﬁdfél‘comon equity
osf‘the> company at (December 31, 1980. o » ' _
? : '
- - ’; ‘ e
y



" The information in Tables 5indicate-teatsizeis;pesitively
correlated with Leverage and DAVR, but negatively conelété with
Control-type. I,eizerabe is positively'qorrelated vith Control-type, and
with bAVR, Control-Type is negatively correlated with DAVR. In terms
ofthe degree of correlation vithf‘DAVR) Table 5 shoﬁs that Leverage (r

= 0. 079) has the strongest relative correlation followed byrSize (r =

0.054), and then with Control—type (r = -.014). . o - .
Judging by the traditional standards, the inter—dependencies |

within the set of indepen’dent variables 'do not appear to reflect any

coF

severe collinearity. Even in absolute terms, no tvo independent i
g
%

variables have a correlation near .50. Besides, none of the standard
errors is' very high (Pindyck & Rubinfeld, 1981) Results of the cross-

sectional regression parameter estimates are reported in Table 6.
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TABLE 6 i i o
- . Caad

Estimates of parameters from cross—-sectional regression test on dally average

volume residuals, DAVR;, for the 2l-day test period. N = 178 T
DAVR = Bp + By X} + B2 X2 + B3 X3 + uy S 7

» . : ~ ‘
Coefficientg' s B ) ] e

(predicted sign)

80 B1(-)  Ba(+)

Manager-  Unadj. Adg. ?, - .
Constant Slze . Leverage Control R2 R Statistlc o -
~0.08494 1.03672 0.14026 -0.13934 0.0088 -0.0085 C0.51
(-0.667) (0.608) (0.993) -(0.238) . ’ ~
-~
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Table 6 presents the relationships between the DAVRs and size, .
leveragé;‘and control-type aé previouﬁly diScussed. The overall
association between the explanatory variables:anﬂ the dependent
variable is a weak one (R2= 0.0088; F = 0.51).5 However, two of the B
three independent variables have the predicted éigns; One AOes not.

As'hypothesized, leverage is pqsitively'asgociated'with the DAVRs,j
wvhile control-type is negatively correlated. Bﬁt both of these
assoclations are statistically insiénificant On the other hand, size,
;mmtrary to the hypothesized relationship, is positively associated
with the DAVRs. The association is alsc statistically insignificant.

In sum, the findings reported in Table 6 provide insignificant
~ support for two of the three hypothesized relationships between company -
characteristics and detected: insider trading: volule The lov R2 and F
values indicate that the chosen coapany variables do not explain most
of the varlation observed in the trading volunp. what. these statistics
~ may mean is that there are other explanatorj'v;tfgﬁlés, not é;nsidered
in the model, vhich may better explain the cross-sectional variation in -
the detected insider trading volume over the test period. iHAnother
possibility is that there are other measures of thoseé variables wvhich-
could have better captured vaziation in the insider tzading volune
Finally, the weak results*may'have been due to a possible specification
error. While the dependent variable was mgasm:ed in daily data, the

hikxxmdent variables were measured in annual ééta. The reasons for

this use of data of different dates were discussed in Chapter III.



Interpretation of the Results of the Cross-sectional

- Anslysis

Size

- -

The results in Table 6 show that Size is posftively associated

" with daily average volume residuais at an insignificant levef. These

results do not support the hypothesized rinverse' relationship between -
the size of a MNC and the observed net trading volume during the tést
period. These results suggest that the larger the MNC, the<higher the
tzadinq volume that MNC engaged in. .

One possible explanation for &he positive relationship is

inside information about foreign oper ons takes longer to leak to

~ period immediately surrounding the ‘EVeﬁt the larger the )-NC, the more

inside information-there was to tradé on. —Two reasons seen to support

1 -

. this viev in the case of the emure draft to SFAS No. 52 First

managers had to decide on wvhat was to be the flmctional currency to use

in translating thelr foreign operations. Such a decision was being

made for the first time and likely took some time. Secondly, as a

result-of the first reason, most of the statistically significant

xesults are on days before the release date. This suggests that most
statlst)%ly significant abnormal trading took place before tbe -
release date. According to Morse (1981), trading prior to event date '

is based on differences in individual belliefs, rather than _ 5 o
interpretation, of the announcement, ?ellefs are certainly more

difﬁcult to leak than earnings disclosures.



As hypothesized, leverage is positive1§ asspciated with net
trading volume during the test perio\d.v The association is however —
insignificant. Thus these results do not-provide empi’r.fcal support for

the hypothesis that the more highly leveraged the MNC, the more net

buying there was in it. - O\

Contrql-Type

R;asults in Table 6 indicéte that as predicte-d, variable Control-
type is negatively associated with the tradin;; volume during the test
period. The negative association would indicate that the insidersd‘of
manager-cﬁntir:olled MNCs gnttze;atively more involved in abnormal B
trading than those in 'ovner-“controlled MNCs. However, the association
7 is stétisticall'y insgnificant. Thus the reSﬁlts of this study faril to
pro.vide support for the hypothesis that manager-controlled insiders
_were relatively more involved ir; abnormal net-buying than those of ’
owner—-controlled MNCs. 7
¢ What is of interest tb noteathou.gh, is that out of the 178 firms
that were used to perform the cross-sectional te'.:ﬁs, 169 were classfied
asr manager-controlled. This irx:onsesténce between the reportred
empirical results and the firm classfication results underscores the

difficulty of interpzeting results of studies based on insider trading

~ approach. \
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Results of the Spe%(ication Tests

‘ ? ~
Resu&ts’of the statistical tests perfozned to test for possible
violation 6F the assmtions of constanf. variance and nomal
distzibutipn of tré error terms are repo_rted in Figures 6, 17, 8,9, and

10. . s

3 . . v ‘;
Normality of the error terms

- _ The normality assumption was checked on by computing a normal
probability plot of standardized residuals (fiém:ejs) and a histogram
‘of the standardized residuals (Figure 7). Both the plot and the

histogram shows that the residuals are normally distributed. e

- The Constant Varlance of Residuéls

Partial scatter plots of each of the independent variables vere
performed to check on theé possibility of the violation of the constant
variance assumption. The partial plots are reported in Figures 8; 9

and 10." These plots indicate no sign of non-constant variance.
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\m‘ SUMRY, LIMITATIONS , CONCLUSIONS

AND RECOMMENDATIONS

This study empirically examined insider reaction to the change in
foreign currency translation standards from SFAS No. 8 to SFAS No. 52.
The study was divided into two parts. First, an event-éttﬂy analyzed = -
the volume of securities traded by insiders upon the release of the -
exposure draft to SFAS No. 52, to determine if the insiders engaged_,in
any abnormal trading Secondly, a cross-sectional. analysis was
utillzed to determine the extent to wvhich the detected insider trading

behavior could be explained.by tl'e firms' characteristics (size,
leverage, .and control-type)._ '

~ Hany‘managers had criticized SFAS No. 8 on the grounds that its
implementation led to greater volatility of reported earnings, causing,
lover stock prices of the affected securities. The FASB issued the
exposure’ draft to SFAS No. 52-as a direct resporse to the severe
criticisms against SFAS No. 8. The isstnnce of the expo'sm:e draft to -

SFAS No. 52 on June 30, 1981, was therefore generally anticipated to

T w
S

reduce the volatility of reported earnings, arq"thus to iaprove sto,ck
orices. The anticipated favorable valuation of stock would thus
motivate insiders, vho have been sald to alm at naxiaizing their

‘; N

personal wealth to engage in net insider buying upon the release of
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the exposure draft. As vas discussed in Chapter II, Zelbert & Kim

) ; ‘ : 107 -

Y

(1987) study. reports a positive market reaction to SFAS No. 52. This
market reaction implies that those insiders who had engaged in net-

‘buying at‘the time of the exposure draft_benefited from the purchase.

Thus thezpriaary null hypothesis stated that insiders of MNCs
which switched from SFAS No. 8 to SFAS No. 52 in 1981 did not engage in

abnormal or unexpected net buying upon the release of exposure draft to

SFAS No. 52. This hypothesis was tested through two sub-hypotheses

under the "market—adjuSted" andp"mean—adjusted“ models in the event- -
studyranaiysis.

The results provide evidencg that the proposed Standard change
provided insiders of the sample firgs with enough motivation to engage
in abnormal insider trading Under both test models, the DAVR are

positive and statistically significant on four out of the -21-day test

'period The CADVRsS become positive three days prior to the release

.

date and continped rising to the end of the test period The
statistlcally signlflcant results prior to the announcement date,

according to Morse (1981), indicate that insiders held different

'beliefs about the likely contents of the exposure/draft. On the other

hand, the statistically significant days after the release date reflect

the insiders' interpretation of the contents of the exposure draft.
Morse's framework seggs to fit the results reported in this study
well. The fact that there were significant abnormal net-buying days
prior to the release date indicates diversity of bellefs among the
insiders about the contents of the avaited exposure draft. A common

belief among insiders would have led to abnormal net-buying that was



'not different fron Zero.

Morse (19&1) continues to hypothesize that trading after the

Vannouncement date reflec‘ts hov market participants interpreted the
contents of the annomx:ement. " In this study, signifimnt results/ o o
after ,the release date imply that the ‘exposure draft ‘was interpreted |
favorably by the insiders leading them to continued net—buying as wvas
_hypothesized ‘ S S 7_
The cross—sectienal analysiz examined the assoc1ation between ‘ |
detected insider trading volume and each of the three company variables

y (Size, Leverage, and Control-type). Results of the Size variable do

not support the hypothesized inverse relationship between size of a MNC
and detected trading volume Instead the results seem to suggest that
the size of a MNC was proportionately related to the trading volume
that it engaged in. A possible explanation for this positive

relationship are political costs. Large firms like to report louer

earnings Thus, SFAS No 52 tends to work against large firms due to

" added political costs for them 'So/\é expect a positive relationship

betveen NIT and Size as a means of reducing reported earnings The

»

variable Leverage has a positive sign; but the co‘efficient is not

si%nificant. These results thus fail to provﬁide . gr Dhalwal_'s 7

/

{1980) results. Results of the control-tyge variaﬁle also shov‘ the

. predicted sign, but the coefficient is also insgnificant. 3

variable had.a negative coefficient sign. This shovs that theesmaller—_f e

~ the proportion of common stock held by insidersv,v
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v

niCs ‘the resuits imply the trading volume in manager-controlled MNCs

'was higher. than it was in ewnex-eentfeued MNCs: e

Y h

. In sum, the cross-sectional results do not provide support for the
three,hypotheses. Several reasons may be responsible for the low R2
value and the ion—signifiéant beta values’ First, it is possible that
some variables not considered in equation 16 explains variation in |
DAVRs better. Secondly, it is possible that the three variables )

, considered in this study vere not measured properly; Thlrdly,_the
results may have suffered from a'specification’error'sinoe the '
dependent variable was measured using daily'data;while“the expianatory
variables were measured using arnual data. Finally, it is also

~ possible that the'hypotheses tested in this study were based on wrong"

theses.

LIMITATIONS

This study faced tvo major limitations. First, it is based n

the insider’trading approach. The, research methodology based on

insider trading is not yet rigorously tevsted Relatively little is’ L
,known about when insiders trade and how insider trading should be ;
measured This state of affalrs makes interpretation of results based~

on insider trading difficult. Secondly, this study used daily data to
test the presented hypotheses A.major priglem of»using‘daily data ; ,' L
lies in dealing wi;h infrequent tradéng Much of what might have been E

useful data wvas eliminated due to 1nfrequent trading

;‘jf?

o~



S

More specific limitations existed from the vay mgmya vere

measured. First, when recommending the standardization of the
_difference between Bit and Sit in meaéhring NIT, Larcker et al., (1983)
. referred to using sﬁaies held at the time of the trade. 1In this-study,
the dlfference betveen Bit and Sit, vas standardized by number of °
shares helq\at the end of the previcus month. Shares held at the time
Qf’trade'were-not aQaiiébie. Since neither of fhésé ve;si&ns'iswéﬁlde&i”i
by a theory, it is éifficult_to decide vhich one of the two would lead
to fewer limitaéions. _ ;’ |
. Also in the measﬁr,g_m‘nt of abnormal. net i‘ns‘r 'tradihg; the

market volume model ivafs"?utilized to generate volume residuals. But as
\‘0

é:hber (1986) poiFtS out; f'there is _\n—o theoretical support for a
trading volume market model"(p.44). Even if Bamber (1986) reassures
‘7.kthat adﬁusting for the market—vide‘:;ctors renders the volume market
model're.quivalent o the return volume model, the former has not yet
been %igorously*tested. Consequently, many of the assumptions made
regarding the markét—adjt:sted and the mean-adjusted models relate to

the market return residuals. Thus the valldityrof ‘the conclusions to

be drawn from this study are subject to those limitatziohs, _ )
P - -

CONCLUSIONS AND RECOMMENDATIONS
Earlier studies which applied the insider trading approach to

accounting standard changes found abnormal insider trading taking place

after the event (Larcker, Reder & Simon , 1983). Larcker et al. B

= L4 T
-, ) .
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leading;them,rq call for: —° : ‘ )

o~

LI

a ?igorous empirieal explanation for insider trading in
the period after the exposure draft"(p. 618).
This study used Morse's (1981) theory of asymmét;ic information to’

explain the existence of insider trading'both before and after the

4

exposure draft.

| Lev and Ohlson (1952, p. 2613 proposed-a positive correlation
between an above-average volume reaction with an above—average price
reaction. This study detected some abnormal net insider trading before
the release of the exposure draft t; SFAS No. B?.tharlier, Zeibart‘and
Kim (1987) found some’ abnormal market price reaction preceding the
release ofﬁthe exposure draft to the ~same statement . While the results
of this dissertation and those of Zeibart and Kim tend to support Lev

and Ohlson's hypothesis, the two studies did not use the same sample.

___An empirically strong statement about offering;or not offering support

for the Lev and Ohlson hypothegis would need the two studies to ﬁave
ised the same sample and the testing to have been conducted under
similar conditions.‘ Future ;esearch shouid thus try to teat-for the
asserted correlatlon betveen an abnormal volume reaction vith an
abnormal price reaction prior to the release of the exposure draft to
SFAS No. 52. 7

In the cross-—sectional analysis, while variable Size did not

support the Hypothesis 2, Leverage offered support to Hypothesis 3,

) ) A 111



This in a vay comlicates the 1nterpretatlon of the tvo results since o

Size has been said to proxy for leverage as discmsed in Cnapter II.

The control-type vaﬂriable'provided suppbrt for hypothesis 4. . o b
This study plafs a pioréegir;j'rolg in applying the mei:hadology of

insider tiading to thé area of fo:éign currency trar:slatic;n. )

Conclusions dravn from thisf study ’should foster further research

. including validation and examination.

Val
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_APPENDIX A , .

FOREIGN CURRENCY TRANSLATION METHODS PRIOR TO SFAS No. 8
- ® ®
There were four foreign currency translation methods before SFAS

No. 8 was introduced 1n 1975- , ' L : -

g RN ~

Under this method, all current assets and current 1iabilities of N

.3
foreign subsidiaries are translated aj the current r@e (foreign

: exchange rate in effec&,.at\the sheet date; vhile the: non-

-current assets and liabilities age ranslated at the higtorical -
‘exchange rate (exchargge rate in-effect vhen the assets and 1iabilities
were acquired or otpervise recorded in the subsidiary s accounting
books). In the Income Statement, fevenue and expense items are

=
2

translated at the average rate except for ones that relate to

»

noncurrent assets and liabilities (e. g. depreciation expenses)which is

. translated at the historical exchanqe rate.

’Phis method requires that only monetary items such as caSh
\'\//

' 'accounts receivable, accounts payable, and long-term payab}.es and

receivables, be tr \Iatedr at the current rate. But that non—monetary

accounts such as investments, propertyy andr plant' and equipment, long-

- N
V | /’ »
LY P =

.



tem ‘deferxed charges and credits inventories, ‘and. short—tem S

deferralshetranslatedat their historicalexchangerai:es __All
statement items are 'trans‘lated at average exchange rates except f rv

items relating to non-monetary assets and. 1iabi1ities, vhich are

translated at historical rates. “? s

3. The Temporal Method

. ' c\‘d 4
y Under this method / cash money, recelvables, and payables measured

~

at the amogunts promised are translated at the exchange rate in effect
‘at the Halance sheet date, vhile assetsrand liabilities measured at ¢
money prices are translated at the Exchanqe rate in effect at the dates
to which the money ,ices pertain. Thus the Temporal method is simply
- a measurepent conversion nrocessltwhich should npt chanqe the attribute

-

being measured.

4, e » ' - -

&
Under this’method ‘all assets liabilities,' r‘evenues and expenses
are translated at the current rate of exchange The historical

Q‘ W
exchange rEte is used only where the foreign country's currency is more

unstable than the domestic currency
| .This method voids inclusion of exchange gains and-losses in the
current period income, except those reported on the local currency

financial statements of the subsidiary This overaones some of the

" weaknesses of the monetary/non—monetary and the tﬁnporal nethods
. v



L

LIST OF MULTINATIONAL COMPANIES USED IN THE STUDY

QusIPp

131069

186000

344892
674599
368298
© 806857

356714

350244

406216

33609
74077
126149
370334
487836
99599
143483
373712

861504

APPENDIX B
-

NAME OF MNC

CALLAHAN MINING CORP.
CLEVELAND-CLIFFS IRON CO.
FOOTE MINERAL CO.
OCCIDENTAL PETROLEUM CORP.
GEARHART INDUSTRIES INC.
SCHLUMBERGER LTD.
FREEPORT MCMORAN INC.
FOSTER WHEELER CORP.
HALLIBURTON CO.
ANDERSON, CLAYTON & CO. /
'EEATRICE FOODS CO.
CPC INTERNATIONAL INC.
GENERAL MILLS INC.
KELLOGG 00
BORDEN INC.> - .
CARNATION C5. \?
GEREER PRODUCTS (D.
' STOKELY-VAN CAMP INC.




460043

155177

428182

191216
713448
718167
761753
910858
139485
458506
575379

608030

97383

228669

460146

494368

809877

746252

13068

361548

887224 °

26375

15087 -

252741
260543

263534

’ a e

INTL.. MULTIFOODS CORP.
CENTRAL SOYA CD.
HEURLETN INC.
COCA-COLA 0.

PEPSICO INC.

PHILIP MORRIS INC.

REYNOLDS (R.J.) INDS.

UNITED MERCHANTS & MFRS INC.
' CLUETT, PEABODY & CO.

- INTERCO INC.

MASONITE CORP.
MOHASCO CORP.

BOISE CASCADE CORP.
CROWN ZELLERBACH
INTL PAPER CO.

K IMBERLY~CLARK CORP.
SCOTT pApr co.
PUREX - INDUSTRIES INC.
ALBERTOfCU£VER 0.
WESTVACO CORP.

TIME INC.

AMERICAN GREETINGS CORP-CL A

ALLIED CORP.
DIAMOND SHAMROCX CORP.
DOW CHEMICAL

BU PONT (E.I.) DE NEMOURS




302491
427056
693506
505581
9158
297659
2824
110097
770706
806605

812302

832377

915302

934488

742’718

54303
165339
375766
423236
459506
457659
629853

44540

48825
173036

302230

FMC CORP. R
HERCULES INC.

PPG INDUSTRIES INC.

UNION CARBIDE CORP.

AIR PRODUCTS & CHEMICALS. INC.:
ETHYL CORP.

ABBOTT LABORATORIES
PRISTOL-MYERS CO.

ROBINS (A.H.) CO.

SEHERING-PLOUGH

' SEARLE (G.D.) & CO.

SMITHLINE BECKMAN CORP.
UPJOHN CO.

WARNER-LAMEERT CO.

-PROCTER & GAMBLE CO.

AVON PRODUCTS
CHESEBROUGH-POND'S INC.
GILLETTE CO.

—

 HELENE CURTIS INDUSTRIES

Immm&m',

INSILCO CORP.

| NALCO CHEMICAL CO.

ASHLAND OIL INC.
ATLANTIC RICHFIELD CO.
CITIES SERVICE CO.

EXXON CORP,



492386

626717

822635

853683

‘853700

866762
880370
977385

23519

42465

239577

530000

219327

483044
542230
460578
370622

690734

. 42170

120547
196864
493422
549866

228255

. 635128

833034

KERR-MOGEE CORR.

MURPHY OIL CORP.

SHELL OIL CO. A
STANDARD -OIL 0 (CALIF)
STANDARD OIL CO (INDIANA)
SUN CO. INC. '
TENNECO INC.

WITCO CHEMICAL CORP.
AMERACE CORP.

ARMSTRONG RUBEER

DAYCO CORP.
LIBBEY-OWENS-FORD CO. -
CORNING GLASS WORKS
KAISER CEMENT CORP.
LONE STAR INDUSTRIES <
INTERPACE CORP.

GENERAL. REFRACTORIES CO.

OWENS-CORNING FIBERGLAS CORP.

ARMCO INC.

BUNDY CORP.

COLT INDUSTRIES INC.

KEYSTONE CONS INDUSTRIES INC.

<

LUKENS INC.
CRﬂﬁN CORK & SEAL COo. INC
NATIONAL CAaN CORP.

SNAP-ON TOOLS CORP.




854616

. . 580033

754713
117043 .
690020
244199
576216
19645
260003
481196
149123
136202
261597
300587
291210
465632
216669
456866
122781
459200
v538621
212363
428236
848355
878895

291011

' OUTBOARD MARINE CORP.

STAMLEY WORKS -
MCDERMOTT INC.

- RAYMOND INIXJS;IRIES/ INC.

ERUNSWICK~CORD.
DEERE & co.

MASSEY FERGUSON LTD.
ALLIS-CHALMERS CORP.
DO@Eg%%ORP.

J0¢ MFG 0, .
CATERPILLAR TRACTOR 0.
PORTEC INC.

DRESSER INDUSTRIES INC.
EX~CELL~CORP.

EMHART CORP.

ITEX CORP. .
COOPER INDUSTRIES INC.
INGERSOLL-RAND CO..
BURROUGHS CORP .

. ) _
INTL BUSINESS MACHINES CORP.

LITTON INDUSTRIES INC. .

CONTRCL DATA CORP.

HEWLETT-PACKARD CD.
SPERRY CORP.

TECUMSEH PRODUCTS CO.
EMERSON ELECTRIC CO. -

AN



402784
1934436
460470
620076
799850
922204
460254

882508

27627 -

345370,
370442
459578

99725

278058

313549

359370
666807
369550

883203 °

521894

32177

573275
774347
714041
343856

© 71707

GULTON INDUSTRIES INC.
WARMER COMMUNICATIONS INC.

INTL TELEPHONE & TELEGRAPH

‘MOTOROLA INC.

SANDERS ASSOCIATES INC.
VARIAN ASSOCIATES INC.
INTL RECTIFIER CORP. ‘-

TEXAS INSTRUMENTS INC.

' AMERICAN MOTORS CORP.

. Fxxu>;4xﬂua<13;‘

GENERAL MOTCRS CORP .

INTL HARVESTER CO.
BORG-WARNER CORP.

EATON CORP.
FEiERAL-HOGUL‘CDRP.
FRUEHAUF CORP.

NORTHROP CORP.

GENERAL DYNAMICS CORP.
TEXTRON INC.

LEAR SIEGLER INC. \
AMSTED INDUSTRIES '4«
MARTIN MARIETTA CORP.
ROCKWELL INTERNATIONAL CORP.
PERKIN-ELMER CORP.

FLUKE (JOHN) MFG CO.

BAUSCH & LOMB INC. .




71892

75887
871140
601753
746384

' 247361-

693602

886735

- 291101

402550

252435
13788

913606

299209

853156

"477196
565097

' 536257
séazqv

" 81721
) 53501
"177846
540424
893485
534187

26874

BAXTER TRAVENOL LABORATORIES

BECTON, DICKINSON & CO.

SYBRON OORP.

MILTON BRADLEY Q.

PUROLATOR INC.

DELTA AIR LINES INC.

PSA INC.

TIGER INTERNTIONAL

EMERY AIR FREIGHT CORP.
GULF STATES UTILITIES CO.
DI GIORGIO CORP.

ALCO STANDARD CORP. |
UNIVERSAL LEAF TOBACCO
EVANS PRODUCTS CO.

/ STANDARD_BRANDS PAINT CO.
EWEL COS INC.

_MAPCO INC. -

. LIONEL CORP,

MARINE MIDLAND BANKS

 BENEFICIAL CORP.

AVCO CORP.

CITY INVESTING CO.

LOEWS CORP.

TRANSAMERICA CORP.
LINCOLN NATIONAL CORP.
AMERICAN INTERNATIONAL CORP.




435081 - HOLIDAY INNS INC.  — ‘
344872 FOOTE CONE & BELDING COMM. -
\ 264830 Dlﬂ & BRADSTREET CORP .
444859 ° HMBNB INC. A I ~
368457  EG & G. INC. B
861572  STONE & WEBSTER- INC.ESIGN ’
SOURCES: Standard and qur’>s Compustat Services, Inc. (1983).,
o v Industrial Compustat. New York: Standard and Poor's
_ Corporation. . ;
q. | ' - . N S
Securities and Exchange Commission, mupjm
-~ Syste te 75-83. : :
qv . %
) £ 3
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