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>:88;+=! lllegal 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
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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)



