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WORKING PAPERS

“If it’s good for the firm, it’s good for me: Insider trading and repurchases motivated by undervaluation”


Abstract

While undervaluation has been a dominant motive behind repurchases over time, identifying the undervalued repurchasing firms still remains a challenge. The book-to-market ratio is commonly used as a proxy for mispricing; however, its ability to identify undervalued repurchasing firms has recently come into doubt (Chan et al., 2004). In this study, I propose using the information inherent in insider trading to identify open market repurchase (OMR) programs that are motivated by undervaluation. My findings suggest that the personal trades made by insiders prior to the OMR program announcements contain information that can be used to identify undervalued repurchasing firms. I use various measures of insider trading and show that firms with high (low) insider buying (selling) prior to repurchase announcements earn abnormal returns in both the short- and long-run. Overall, the evidence is consistent with insiders of repurchasing firms knowing when their stocks are undervalued and timing their personal trades accordingly. 

“Insider trading and operating performances following open market repurchases motivated by undervaluation” 
Abstract

In this paper, I further test whether the trades made by insiders prior to open market repurchase (OMR) announcements contain information that can be used to identify the repurchases that are motivated by undervaluation by examining the post-announcement operating performance. I find a relation between insider trading and the post-announcement operating performance for the OMR firms that is consistent with the hypothesis that insiders’ trades prior to OMR announcements are informative. Specifically, I find that firms with high insider buying prior to the OMR announcements outperform their corresponding control firms, whereas, firms with low insider buying do not. In addition, I test for a relation between insider trading and (a) the accruals management around OMR announcements, and (b) the market reaction to the earnings announcements made by the OMR firms. I find a weak evidence of insiders timing their trades along with accruals management. However, the market reaction to earnings announcements made by the OMR firms does not seem to vary with level of insider trading.
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