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In this paper we suggest a theoretical explanation of changes in autocorrelation of daily returns due to insider trading. We follow the paper of Hong and Stein (1999): we assume that information diffuses gradually among the one the groups of agents - &ldquo;newswatchers&rdquo; - who cannot condition on current and past prices; and there exist &ldquo;momentum traders&rdquo; who, in contracts, act only on price changes. We extend it through adding &ldquo;insiders&rdquo; who observe new information immediately. In order to get better feeling of what happens with properties of the model with adding &ldquo;insiders&rdquo; we perform the cumulative impulse response of prices to a one-unit shock. In this theoretical framework we have shown that the existence of the insiders in the market does not eliminate the effects induced by other less informed traders. All the key qualitative results about the dynamics of prices continue to apply after insiders&rsquo; trading was incorporated in the model. In particular, there is always underreaction, in the sense that prices change by less than the long-run equilibrium. There is always overreaction, in the sense that initial reaction of prices in the direction of the fundamentals is accelerated. On the other hand, we have shown that prices in the market with insiders tend to return to its long-run equilibrium faster than without them. All these evidence that insiders help securities prices to reflect all relevant information faster which in turn will improve the allocative efficiency of capital markets as stock prices guide decisions made by market participants and other firms, and the more accurate prices are, the more efficient allocation of capital could be. Regarding this issue, we point out that insiders&rsquo; trade can make the current stock price reflect all relevant information faster in situation when other agents do not see it, or if this trade is anonymous. Another appealing result is the following: adding insiders in the market diminishes the returns of other traders. In the example there were shown that while there are only 20% on insiders in the total investors&rsquo; population, not taking into account the momentum traders, they get more than a half of the total possible profit. Insider trading refers not only to illegal conduct which breaches fiduciary duty or other relationship of trust and confidence, but legal conduct either. For instance, corporate insiders such as officers, directors, and employees, can buy and sell stock in their own companies. When corporate insiders trade in their own securities in US, they must report their trades to the Securities and Exchange Commission within two business days after they trade. This insider buying and selling information is available to the public and can serve as additional source of information that can make information diffusion faster. Not all countries regulate insider trading, Russia is among them. Seeing insider deals reporting as a factor of speed of information diffusion, we can say that in Russia this speed is lower. In our model we found that keeping the insiders trading the same and decreasing the information diffusion the short-term autocorrelation increased. This has a good implication for emerging markets where there could be both insider trading and slower information diffusion. Our model nicely explains why in Russia, Brazil, India and China (BRIC counties) and in other developing markets daily returns often exhibit high autocorrelation. Based on these results we argue that altering the portion of insiders on the market will speed up the price adjustment to new information arrival, making the market more efficient, while decreasing the welfare of all other market participants. On the other hand, when insider trades are made public, it could make the speed of price adjustment even higher and the market even more efficient. Thus, insider trading should be allowed, but information about it is public.

