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a 150 30 o
-1 +1 . -5 45 CAR.
Control N N
( Payment) 1 0; ( Underlying Type)
1 ( Merger Type) 0 1
( Merger Major) ( Merger Related) 1
o ( Size) ( Leverage)
(cP) (Age)
( Tobin Q)
( Topl) o
o FE,
N
()
1 o 120 30
15. 1% o
11.9% 3.2% o
1
Runup 8481 11021 0. 4029 0. 2140 4.7915
Stgma 8481 0. 0302 0.0123 0. 0060 0.539%4
CAR -1 +1 8481 0.0157 0. 0704 -0.1553 0.2459
CAR -2 +2 8481 0.0178 0. 0909 -0.2026 0. 3404
CAR -5 +5 8481 0. 0209 0.1313 -0.2882 0.5758
PIN 8481 0. 1510 0. 0380 0. 0548 0.2590
PIN Buy 8481 0.1185 0. 0499 0.0186 0.2579
PIN Sell 8481 0.0322 0. 0291 0 0. 1238
Payment 8481 0. 8885 0.3148 0 1
Underlying Type 8481 0.7762 0.4168 0 1
Merger Major 8481 0. 0656 0. 2475 0 1
Merger Related 8481 0. 3281 0. 4696 0 1
Merger Type 8481 0. 0564 0. 3681 0 3
Size 8481 21.9230 1.2142 17. 6633 27.6251
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Leverage 8481 0. 4257 0. 2055 0. 0075 0.9947
CF 8481 0. 0484 0.0763 -0.6702 0. 8920
Age 8481 8. 9586 6.3417 1 29
Tobin Q 8481 2.7906 2.4976 0.6713 102. 4296
Topl 8481 0.3529 0. 1489 0. 0220 0. 8999
()
1.

o 1
7.08% (0.0499 x 1. 5633 /1.1021) ; 1
1.18% (0. 0291 x0.4486 /1.1021) , 1
3
2
(1 (2) (3) (4) (5) (6)
Runup Sigma CAR Runup Stgma CAR
PIN 1.6177°"  0.0210™ -0. 1122
(13.25) (6.31)  ( -4.50)
PIN Buy 1.5633°*  0.0171™  -0.1106™*
(13.19) (5.30) ( —4.46)
PIN Sell —0.4486™ ~0.0799™ 0. 0466
(-2.84) ( -17.37) (1.14)
Controls YES YES YES YES YES YES
Year/ Industry FE YES YES YES YES YES YES
_cons 1.3785™% 0.0597™* 0.1577° 1.5439™ 0.0679™" 0. 1452
(13.15)  (14.35) (6.92) (14.79)  (16.82) (6.36)
N 8481 8481 8481 8481 8481 8481
adj. R? 0.2454 0.3137 0. 2084 0. 2652 0. 3603 0.2108
: [N 1% 5% 10%

2 (3)(0)
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Hlb.
3 N
(1) (2) (3) (4) (5) (6)
CAR CAR CAR CAR CAR CAR
-1 +1 -2 +2 -5 +5 -1 +1 -2 +2 -5 +5
PIN —-0.0406° —0.0805** -0.1637
(-1.92) (-2.93) ( -4.13)
PIN Buy -0.0393" -0.0784™ -0.1587™
(-1.86) ( -2.87) ( -4.03)
PIN Sell 0. 0420 0. 0624 0.1270"
(1.19) (1.39) (1.90)
Short 0.0189™  0.0240™  0.0314™ 0.0184™ 0.0219™ 0. 0276
(2.54) (2.48) (2.22) (2.28) (2.12) (1.85)
PIN* Short -0.1319™" -0.1807 " -0.2371™
(-2.66) ( -2.80) ( -2.53)
PIN Buy* Short —0.1344™ ~0.1815™ -0.2284™
(-2.69) ( -2.81) ( -2.45)
PIN Sell* Short -0.0942 -0.089%4 -0. 1104
(-1.12) ( -0.83) (-0.72)
Controls YES YES YES YES YES YES
Year/ Industry FE YES YES YES YES YES YES
_cons 0.1026™*  0.1451°  0.2407™ 0.0968 " 0.1349™"  0.2200™"
(5.52) (6.04) (7.03) (5.18) (5.61) (6.40)
N 8481 8481 8481 8481 8481 8481
adj. R 0. 1953 0.2091 0. 1870 0. 1965 0.2115 0.1912
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H2a “ ”»
4 o (2015)
“ ”»
4 . 1
(1) (2) (3) (4) (5) (6)
CAR CAR CAR CAR CAR CAR
-1 +1 -2 +2 -5 +5 -1 +1 -2 +2 -5 +5
PIN Buy -0.1017™% -0.1722 -0.2706° -0.0971™" -0.1649™ -0.2837"
(-3.46) (-4.75) (-5.13) (-3.24) (-4.24) (-514)
PIN Sell 0. 0265 0. 0482 0. 0803 0. 0395 0. 0864 0. 1968 ™
(0.56) (0.81) (0.87) (0.82) (1.38) (2.12)
Participant -0.0677 -0.1014" -0.1404 —1.4879" -2.4273™  -2.3507

(-1.26) (-1.77) (-1.53) (-1.83) (-2.13) (-1.37)
PIN Buy*  Participant 0.6201°  0.9152*  1.1054™  6.5580  14.0300°  18.4313"

(1.88) (2.50) (2.03) (1.07) (1.74) (1.70)
PIN Sell*  Participant 0.0511 -0.0786 0. 3004 13.4119 18. 2806 3.4314

(0.11) ( -0.14) (0.32) (1.44) (1.58) (0.21)
Controls YES YES YES YES YES YES
Year/ Industry FE YES YES YES YES YES YES
_cons 0.0890 ™  0.1364™ 0.2343™ 0.1310™ 0.1861 ™  0.2918™

(4.53) (5.23) (6.31) (5.17) (5.55) (5.59)
N 7138 7138 7138 3987 3987 3987
adj. R? 0. 1801 0. 1935 0. 1751 0. 1458 0. 1696 0. 1685

(1) -(3) Participant (4) -(0) Participant
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H3a.
5 (3)(4) o
H3b.
1 346 4. 08%
Probit
1:1 624 2,
5 (5)(6) PSM
H3ec,
5 N 3
(1) (2) (3) (4) (5) (6)
CAR CAR CAR CAR CAR CAR
-2 +2 -5 +5 -2 +2 -5 +5 -2 +2 -5 +5
PIN Buy -0.1705™" —0.2908 ™ -0.1218™ —0.2122™ -0.3768 —0.5818™
(-4.43) (-5.31) (-4.79) (-582) (-2.98) (-3.33)
PIN Sell 0.0616 0. 1525 0. 0395 0. 0995 —0.4372*  -0.5915™
(0.94) (1.54) (0.95) (1.61)  (-2.24) ( -2.29)
Infor ~0.0166™ —0.0200° -0.0226  —-0.0368 —0.0684™* —0.1010™*
(-2.13) (-1.76) (-1.21) (-1.42) ( -2.84) ( —3.08)
PIN Buy* Infor 0.1175™  0.1787**  0.1964°  0.3475™  0.3747°  0.5655™
(2.40) (2.54) (1.65) (2.02) (2.36) (2.58)
) “ » o« ”
2 Logit
3 5
CAR -2 +2 CAR -5 +5

CAR -1 +1
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(1) (2) (3) (4) (5) (6)
PIN Sell*  Infor -0.0070 -0.0582 0.0193 0. 0842 0. 6448 0.9807 ™
(-0.09) ( -0.48) (0.09) (0.28) (2.69) (3.05)
Controls YES YES YES YES YES YES
Year/ Industry FE YES YES YES YES YES YES
_cons 0. 1420 0.2393™ 0.1808™ 0.2982™  -0.1121 0. 0569
(5.89) (6.92) (7.40) (8.56) ( -1.60) (0.59)
N 8481 8481 8351 8351 624 624
adj. R’ 0.2118 0.1919 0.2128 0.1926 0. 0469 0. 0463
(1) =(2) Infor (3) -(4) Infor (5) -(6) Infor
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A Study on Informed Trading Based on Private
Information before M&A Announcement

LI Shanmin ~ YANG Nan HUANG Zhihong

( School of Business / Institute of Enterprises Research Sun Yat — sen University;

PBC School of Finance Tsinghua University)

Summary: [llegal insider trading mainly occurs before the M&A announcement. From 2015 to 2019 the

national securities regulatory system handled 418 illegal insider trading cases of which 75. 84% were related to

major investments and major asset purchases of enterprises. As a major investment decision mergers and



186 A8 L 511

acquisitions are sensational news in China’ s capital market and a complex investment revolving around various

stakeholders and sometimes requiring time — consuming approval. These characteristics of M&A make it more
difficult to identify illegal insider transactions but existing literature provides limited insight into the problem.
Therefore how to characterize recognize and prevent informed trading based on private information in mergers
and acquisitions has become an important issue that needs to be resolved urgently in theoretical research and
practical supervision.

Illegal insider trading is informed trading based on private information in the area of market microstructure
research where there are assumed to be two types of traders in the market. Informed traders can access private
information like M&A events and make transactions in advance while uninformed traders make transactions
independently without private information. Although it is impossible to observe whether a trade is based on
private information or not directly in the transaction data the calculation of the probability of information —
based trading ( PIN) provides an efficient measure to capture the possibly illegal insider trading in empirical
research. Based on the improved indicators of informed purchase and informed selling trading this study is
aimed to investigate the impact of informed trading based on private information on the M&A the participant
and mode of informed trading based on private information and try to find the solution to potential adverse
impact.

A large number of empirical studies have found that informed trading will have an impact on the short —
term market performance of mergers and acquisitions. Firstly informed trading before M&A announcement will
cause the stock price to react in advance. Secondly informed trading before M&A announcement will reduce
the cumulative abnormal return around M&A announcements. However the theoretical interpretation subject
and mode of informed trading remain controversial. Rational structure uncertainty theory attributes price reaction
to incomplete information structure among different investors. Informed traders take advantage of private
information to make a transaction in advance so that the stock price goes up before the M&A announcement
leaving an inadequate price reaction at the announcement date. Behavior theory claims that uninformed investors
are irrational and tend to follow the trend of trading when the stock price rises so the announcement return
decreases afterward. The study will empirically examine the theoretical foundation of the stylized fact.
Furthermore the study will use the indicator of informed purchase and informed selling to figure out the
transaction mode. The study also sheds light on two types of important investors including outsiders and insiders
of bidding firms investigating whether they use private information of M&A to gain illegal returns in the capital
market. Finally the study tests the improvement of the information environment as a precautionary approach to
informed trading based on private information.

The study uses the M&A events taking place between January 2006 and July 2020 of listed companies in
China as a research sample to investigate the influence of informed trading on the market performance of mergers
and acquisitions. The trading data is obtained from the Tinysoft database while other financial data is obtained
from the CSMAR database.

We find that informed trading before mergers and acquisitions triggers an early response in the bidding
firm” s stock price thereby reducing the market reaction at the date of the M&A announcement. This
phenomenon is caused by the leakage of insider information and undermines the fairness of the capital market.

We also find that the informed selling transaction before the M&A announcement is not based on private
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information causing no insider information leakage; while the informed purchase transaction before the M&A
announcement is based on private information. We find that the information leakage effect of informed purchase
transactions is more serious in the bidding companies with low institutional investors’ shareholding and low
employee shareholding in employee stock ownership plans. It implies that inside information is mainly from
insiders like employees not institutional investors. Further analysis shows that improving information
transparency can effectively alleviate the problem of information leakage before mergers and acquisitions.
Specifically improving the quantity and quality of information disclosure of enterprises as well as the issuance
of M&A inquiry letters by stock exchanges can improve the information transparency of bidding companies

effectively mitigating the information leakage before M&A.

The marginal contributions of the study are as below. First it expands the cognition of informed trading
based on private information in China’ s capital market. This paper emphasizes the negative impact of informed
trading is information leakage which is mainly caused by informed purchase transactions. This paper also finds
that it is not institutional investors but employees of the company who cause information leakage. These
conclusions enrich the mode and subject cognition of informed trading in academic research. Second it explores
the impact of existing trading systems and direct regulatory measures on informed trading such as margin
trading system and exchange inquiry letter system. The conclusions have reference values for the evaluation and
optimization of the current system. Moreover the study finds that the improvement of the information
environment can effectively curb the adverse effects of informed trading which emphasizes improving the
indirect regulatory measures of illegal insider trading. Third from the perspective of informed trading it
deepens the understanding of the limitations of short — term M&A performance measurement indicators. This
paper finds that the early reaction of stock prices will lead to a decline in the announced earnings making the
cumulative abnormal return at the time of announcement less than the real short — term M&A performance in the
case of seriously informed trading transactions. This conclusion suggests that the precondition for interpreting
the cumulative abnormal return as the performance of M&A is that there is no information leakage which
enriches the relevant research on the measures of M&A performance.

The paper focuses on informed trading based on private information providing a reference for the screening
and supervision of illegal insider trading. In future research the identification of illegal traders can be further
expanded in combination with the practice. Moreover the identification of illegal insider trading should not
simply rely on the judgment of economic indicators but also needs to be comprehensively considered in
combination with judicial evidence.

Keywords: Informed Trading M&A Insider Trading Information Leakage
JEL Classification: G34 G14 D82
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