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By Elisabetta Basilico, PhD, CFA | March 18th, 2019 | Basilico and Johnsen,
Academic Research Insight

Industry Familiarity and Trading: Evidence
from the Personal Portfolios of Industry
Insiders

Itzhak Ben-David, Justin Birru and Andrea Rossi
Journal of Financial Economics, forthcoming
A version of this paper can be found here
Want to read our summaries of academic finance papers? Check
out our Academic Research Insight category

What are the Research Questions?

Most of the literature finds that individuals lose on average from
trading. However, a few studies show that some individuals
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consistently outperform the benchmarks and one potential source of
trading advantage for some individuals is familiarity with the stocks
and industries they trade, i.e., having better tools to decipher public
information.
The authors investigate the following research questions:

1. Is industry familiarity an advantage in stock trading?
2. What type of information are the insiders trading on?

What are the Academic Insights?

By studying a novel source (the trading records of 78,000 individual
investors at a large discount broker from January 1991 to November
1996 where they are able to identify identify 105 accounts that belong
to insiders of publicly traded firms.), the authors find the following:

1. YES- the authors find evidence that insiders exhibit skill only in
their own-industry trades. These results are robust to various
methods of measurement: holdings-based calendar-time
portfolios, transactions-based calendar-time portfolios, and buy-
and-hold abnormal returns. Differences are significant. A
portfolio of own-industry purchases minus own-industry sales
earns a Carhart alpha of 16% per year. In contrast, a portfolio of
non-own-industry purchases minus non-own industry sales
earns a statistically insignificant alpha of 3% per year.

2. Prior research identifies information such as trading ahead of
earnings announcements or merger and acquisition (M&A)
announcements, or trading in conjunction with the trades of firm
insiders. However, this study does not reveal any evidence that
insider profits in industry stocks originate from any of the
commonly identified sources. Instead, the analysis suggests that
industry familiarity is the trading advantage that best explains
our results.  Specifically, insiders are better able to decipher
public information about firms in their own industry. These
results are  consistent with recent evidence that industry
expertise matters. Bradley, Gokkaya, and Liu (2017) determine
that analyst forecasts are more accurate for firms in industries in
which the analyst has previous work experience. In the mutual
fund setting, Cici, Gehde-Trapp, Göricke, and Kempf (2014) find
evidence that mutual fund managers’ trades in industries in
which they have previous work experience outperform other
trades.

Why does it matter?

This paper is the first analysis of insider trades in non-insider stocks.
First, the authors show that insider trades disproportionately consist of
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stocks within the insider’s industry of expertise. This trading tilt toward
same-industry stocks could represent a familiarity bias in which
insiders invest in what they know. Alternatively, it could be the case
that insiders possess a comparative advantage in trading stocks in
their industry of expertise. What emerges is that consistent with the
latter, as insider trades in own-industry stocks vastly outperform
trades in non-own-industry stocks. Industry expertise is an advantage.
The level of industry familiarity exhibited by insiders is a source of
trading skill. The only caveat is the fact that data is a bit outdated and
needs to be checked to see whether the documented effect is larger or
smaller in recent years.

The Most Important Chart from the Paper:

Figure 2 shows returns for long buys and short sells: trades perform
substantially better than non-expertise trades and the trades of all
other traders.

The results are hypothetical results and are NOT an indicator of future
results and do NOT represent returns that any investor actually

attained. Indexes are unmanaged, do not reflect management or
trading fees, and one cannot invest directly in an index.

Abstract

We study whether industry familiarity is an advantage in
stock trading by exploring the trading patterns of
industry insiders in their own personal portfolios. To do
so, we identify accounts of industry insiders in a large
dataset provided by a retail discount broker. We findThis website uses cookies and third party services. Settings  OK

https://alphaarchitect.com/terms
https://alphaarchitect.com/siteprivacy
https://alphaarchitect.com/terms
https://alphaarchitect.com/siteprivacy
https://www.facebook.com/alphaarchitect
https://twitter.com/alphaarchitect
https://plus.google.com/101514415698421689035
https://www.linkedin.com/company/alphaarchitectllc
https://www.youtube.com/alphaarchitect
https://alphaarchitect.com/feed/
https://twitter.com/choffstein
https://twitter.com/theNFaber
https://twitter.com/JustinSibears
https://twitter.com/GestaltU
https://twitter.com/CliffordAsness
https://twitter.com/jvogs02
https://twitter.com/drctypea
https://twitter.com/paradoxinvestor
https://twitter.com/RobertoMCroce
https://twitter.com/i/web/status/1133818401175101442
https://twitter.com/alphaarchitect/statuses/1133818401175101442
https://twitter.com/choffstein
https://twitter.com/alphaarchitect/statuses/1133817377265733632
https://alphaarchitect.com/2014/12/02/the-robust-asset-allocation-raa-index/
https://alphaarchitect.com/2014/12/02/the-robust-asset-allocation-raa-index/
https://alphaarchitect.com/2015/08/13/avoiding-the-big-drawdown-with-trend-following-investment-strategies/
https://alphaarchitect.com/2015/08/13/avoiding-the-big-drawdown-with-trend-following-investment-strategies/
https://alphaarchitect.com/2015/12/01/quantitative-momentum-investing-philosophy/
https://alphaarchitect.com/2015/12/01/quantitative-momentum-investing-philosophy/
https://alphaarchitect.com/disclosures
https://alphaarchitect.com/terms
https://alphaarchitect.com/siteprivacy
https://alphaarchitect.com/privacy
https://alphaarchitect.com/disclosures/
https://gdcdyn.interactivebrokers.com/sso/Login?partnerID=aaetf789
https://alphaarchitect.com/contact/
https://www.facebook.com/alphaarchitect
https://twitter.com/alphaarchitect
https://plus.google.com/101514415698421689035
https://www.linkedin.com/company/alphaarchitectllc
https://www.youtube.com/alphaarchitect
https://alphaarchitect.com/feed/
https://alphaarchitect.com/subscribe/
https://www.google.com/intl/en/policies/privacy/
https://www.google.com/intl/en/policies/terms/


5/29/2019 Industry Insiders Can Outperform the Market -

https://alphaarchitect.com/2019/03/18/industry-insiders-can-outperform-the-market/ 4/6

GET UPDATES NOW

I have read and
agree to the Terms &
Privacy Policy. Alpha
Architect will use your
information to
provide blog updates
and for email
marketing.

Your email address

Get Blog Updates

I have read and
agree to the Terms &
Privacy Policy. Alpha
Architect will use your
information to send
index updates and for
email marketing.

Your email address

Sign Up for Index Updates

 

FOLLOW US AND LEARN

          



RECENT TWEETS

…

 @choffstein
@theNFaber
@JustinSibears
@GestaltU
@CliffordAsness
@jvogs02
@drctypea
@paradoxinvestor
@RobertoMCroce
twitter.com/i/web/status/1…
3 hours ago

sweet dude.
Congrats!!!

 @choffstein

3 hours ago

December 2nd,
2014

August 13th, 2015

December 1st, 2015

Popular Recent

The
Robust
Asset
Allocatio
(RAA)
Index

Avoiding
the Big
Drawdo
with
Trend-
Followin
Investm
Strategie

The
Quantita
Moment
Investin
Philosop

IMPORTANT
DISCLOSURES

Performance figures
contained herein are
hypothetical,
unaudited and
prepared by Alpha
Architect, LLC;
hypothetical results
are intended for
illustrative purposes
only. Past
performance is not
indicative of future
results, which may
vary. There is a risk of
substantial loss
associated with
trading stocks,
commodities, futures,
options and other
financial instruments.
Full disclosures here.

© Copyright 2012 - 2019 | Terms of Service | Privacy Policy | ADV |
Disclosures | IB Login | Contact Us |  All Rights Reserved

     



Privacy - Terms

that insiders trade firms from their own industry more
frequently. Furthermore, they earn abnormal returns
exclusively when trading own-industry stocks, especially
obscure stocks (small, low analyst coverage, high
volatility). In a battery of tests, we find no evidence of the
use of private information. The results are most
consistent with the interpretation that industry
familiarity is an advantage in stock trading

The views and opinions expressed herein are those of the author
and do not necessarily reflect the views of Alpha Architect, its
affiliates or its employees. Our full disclosures are available here.
Definitions of common statistics used in our analysis are
available here (towards the bottom).
Join thousands of other readers and subscribe to our blog.
This site provides NO information on our value ETFs or our
momentum ETFs. Please refer to this site.

Learn Something? Share
the Knowledge!

  

 

About the Author: Elisabetta Basilico, PhD, CFA

Dr. Elisabetta Basilico is a seasoned investment
professional with an expertise in "turning academic
insights into investment strategies." Research is her life's
work and by combing her scientific grounding in

quantitative investment management with a pragmatic approach to
business challenges, she’s helped several institutional investors
achieve stable returns from their global wealth portfolios. Her
expertise spans from asset allocation to active quantitative investment
strategies. Holder of the Charter Financial Analyst since 2007 and a
PhD from the University of St. Gallen in Switzerland, she has
experience in teaching and research at various international
universities and co-author of articles published in peer-reviewed
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