
 

Insider trading can signal a successful
merger
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Insider trading can be a key signal in determining the potential success
of a merger, according to new research from the University at Buffalo
School of Management.
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Recently published in the Journal of Financial Economics, the study
found that an acquiring firm enjoys higher returns and improved synergy
when it takes over a business with higher insider trading—but it will pay
a higher initial price for the acquisition. Insiders are legally permitted to
buy and sell shares of the firm as long as they report their trades to the
Securities and Exchange Commission in a timely manner.

"Based on our findings, insider trading at target firms can be predictably
used to determine the success of future acquisitions, and can also help
reduce the chance of firms taking over a 'lemon,'" says Inho Suk, Ph.D.,
associate professor of accounting and law in the UB School of
Management. "Such trading increases efficiency in the mergers and
acquisitions market by signaling the target's potential for generating
acquisition benefits."

To study the effects of insider trading on mergers and acquisitions, the
researchers analyzed more than 5,300 acquisitions of public U.S. firms
from 1987 to 2016 and insider trades made within a year prior to public
announcements of the acquisitions. From that data, they constructed net
purchase ratios for each acquisition by aggregating target firm insider
trades made during that year before the announcement.

Suk says their findings show that insider trading at target firms is a
reliable indicator of acquisition performance because returns and
synergies increase with the target firm insiders' net purchase ratios.

"From a practical perspective, firms that plan to acquire other firms
should take target insiders' trading activity into account," says Suk. "An
acquisition of a target firm with high insider net buying is a win-win to
the shareholders of both the acquirer and the target."

  More information: Does Target Firm Insider Trading Signal the
Target's Synergy Potential in Mergers and Acquisitions? (December 28,
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https://phys.org/tags/acquisitions/
https://phys.org/tags/insider+trading/
https://phys.org/tags/trading/
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