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ABSTRACT

This chapter presents the results of an empirical investigation on stock trading activity in the context 
of restatement announcements. The aim is to explore whether sophisticated investors may anticipate 
accounting restatements, and which factors lead their trading strategies. The empirical analysis shows 
that sophisticated investors sell before and buy after the announcement. Moreover sophisticated inves-
tors trade more when information asymmetry and event-related risk are higher, and do not care about 
stock’s recent performance. In contrast, unsophisticated investors do not follow a particular trading 
strategy before or after the announcement, stay away from trading when the information gap (risk) is too 
wide (high), but trade more on stock with positive past performance. Results suggest that sophisticated 
investors are able to anticipate restatements and exploit their information advantage to speculate.

INTRODUCTION

The Financial Accounting Standards Board (FASB) defines a restatement as a revision of a previously 
issued financial statement to correct a material error. Restatements have gathered a considerable interest 
from researchers, regulators and investors due to the significant impact they have on issuers’ value. A 
consistent portion of research investigates market reaction to accounting restatements. Several studies 
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document large negative reaction with a loss in equity value of 10 percent, or even higher (Hribar & 
Jenkins, 2004; Palmrose, Richardson, & Scholz, 2004). Part of this reaction is due to revisions in firm’s 
expected performance and part to a reduction in management capabilities and financial statements reli-
ability (Badertscher, Hribar, & Jenkins, 2011). A recent strand of the literature focuses on the relation 
between information flow among investors and the market response to restatement announcements. 
Hribar et al. (2010) show that institutional investors tend to quit from restatement companies one quarter 
before the announcement. Badertscher et al. (2011) demonstrate that insider trading and company’s share 
repurchase before a restatement announcements have a signaling effect for investors.

This chapter aims to extend this literature by investigating the difference between sophisticated and 
unsophisticated investors trading strategies in the context of restatement announcement. Previous stud-
ies adopt ownership data to discriminate investors. Differently, we adopt a microstructure approach and 
classify investors based on their trading behaviors. This allows us to document the trading strategies 
implemented by each investor’s type on a daily basis.

This chapter explores four hypotheses about the difference between sophisticated and unsophisticated 
trading. The first hypothesis is that sophisticated investors are able to anticipate accounting restatement 
and sell before the event’s disclosure. By comparing abnormal buy and sell trading volumes, it emerges 
that sophisticated investors tend to sell until the day before the announcement, whereas unsophisticated 
investors do not change their strategy in the same period. The second hypothesis is that, given that the 
information advantage rests on the side of sophisticated investors, they trade more when information 
asymmetry is higher. The results show a positive impact of information asymmetry on sophisticated 
investors trading volume. On the contrary, such an impact is negative for unsophisticated investors. The 
third hypothesis is that sophisticated investors trade more when the risk related to the impact of the an-
nouncement on the stock price is higher. Results are coherent with the expectations and show that an 
increase in uncertainty has a positive impact of sophisticated investors trading. Unsophisticated inves-
tors, instead, tend to stay away from too risky stocks. The fourth and last hypothesis is that sophisticated 
investors do not consider stock’s recent performance in their decision process, while unsophisticated do. 
Results show no impact of stock performance on sophisticated strategy and a positive effect on both buy 
and sell volumes of unsophisticated investors.

LITERATURE REVIEW AND HYPOTHESES

Recent accounting scandals have raised both regulators and financial community interest on accounting 
restatements. Unsurprisingly, the literature in this field has grown significantly in the last decade (Hribar 
& Jenkins, 2004; Badertscher et al., 2011).

Existing studies agree on negative consequences of restatements and deeply investigated their causes 
and consequences. Using a relatively small sample (73 US restating companies from 1976 to 1985), 
Kinney and McDaniel (1989) showed that restating companies present lower returns and higher lever-
age; subsequently lots of effort has been dedicated to measure the market reaction and to identify event’s 
features which could amplify or mitigate such an impact. Change in equity value is typically quantified 
in terms of abnormal returns in order to avoid the influence of market trend; previous studies show that 
restating companies lose about 10 percent of their market value within two days following a restate-



 

 

16 more pages are available in the full version of this document, which may

be purchased using the "Add to Cart" button on the publisher's webpage:

www.igi-global.com/chapter/information-asymmetries-in-the-context-of-

restatement-announcements/248818

Related Content

The Effect of Board Characteristics on Earnings Management in Differently-Sized European

Firms: Earnings Management and Corporate Governance
Ioannis G. Dokas (2022). International Journal of Corporate Finance and Accounting (pp. 1-16).

www.irma-international.org/article/the-effect-of-board-characteristics-on-earnings-management-in-differently-sized-

european-firms/301459

County Funds, Delays in Procurement Process, and Budget Absorption in County Governments

in Kenya
Charles Okeyo Owuor (2018). International Journal of Corporate Finance and Accounting (pp. 27-41).

www.irma-international.org/article/county-funds-delays-in-procurement-process-and-budget-absorption-in-county-

governments-in-kenya/212736

Empowering Community Through Entrepreneurship Training and Islamic Micro-Financing:

Sharing the Experience of IIUM-CIMB Islamic Smart Partnership (i-Taajir)
Norma Md Saad, Mustafa Omar Mohammadand Mohammed Aslam Haneef (2023). Research Anthology

on Microfinance Services and Roles in Social Progress (pp. 251-267).

www.irma-international.org/chapter/empowering-community-through-entrepreneurship-training-and-islamic-micro-

financing/314755

Analysis of Financial Strategies of 3PL Companies in the GCC
Vijaya Kumar, Subhadra Satapathyand Hameedah Sayani (2017). International Journal of Corporate

Finance and Accounting (pp. 16-34).

www.irma-international.org/article/analysis-of-financial-strategies-of-3pl-companies-in-the-gcc/193898

Re-Examining the Relationship Between Team Work Quality and Speed of New Product

Development: A Test of Mediation Model
Asmat-Nizam Abdul-Talib, Turki Abdullah Alanazi, Hasbullah Ashariand Siti Norhasmaedayu Mohd Zamani

(2020). Theoretical and Applied Mathematics in International Business (pp. 21-39).

www.irma-international.org/chapter/re-examining-the-relationship-between-team-work-quality-and-speed-of-new-product-

development/231030

http://www.igi-global.com/chapter/information-asymmetries-in-the-context-of-restatement-announcements/248818
http://www.igi-global.com/chapter/information-asymmetries-in-the-context-of-restatement-announcements/248818
http://www.irma-international.org/article/the-effect-of-board-characteristics-on-earnings-management-in-differently-sized-european-firms/301459
http://www.irma-international.org/article/the-effect-of-board-characteristics-on-earnings-management-in-differently-sized-european-firms/301459
http://www.irma-international.org/article/county-funds-delays-in-procurement-process-and-budget-absorption-in-county-governments-in-kenya/212736
http://www.irma-international.org/article/county-funds-delays-in-procurement-process-and-budget-absorption-in-county-governments-in-kenya/212736
http://www.irma-international.org/chapter/empowering-community-through-entrepreneurship-training-and-islamic-micro-financing/314755
http://www.irma-international.org/chapter/empowering-community-through-entrepreneurship-training-and-islamic-micro-financing/314755
http://www.irma-international.org/article/analysis-of-financial-strategies-of-3pl-companies-in-the-gcc/193898
http://www.irma-international.org/chapter/re-examining-the-relationship-between-team-work-quality-and-speed-of-new-product-development/231030
http://www.irma-international.org/chapter/re-examining-the-relationship-between-team-work-quality-and-speed-of-new-product-development/231030

