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Abstract

The level and feature of the probability of informed trading(PIN) are of great con-
cern to investors in the stock market. Informed trading not only affects the adverse
selection that the investors face with, but also the market efficiency. As a proxy of
asymmetry information, PIN plays an important role in the evolution of the price as
well as the variation of the volatility. However, the qualitative nature and the intangible
form of information imply that this variable is often measured in an ad hoc manner.
Therefore, it is increasing important to establish a model to estimate the probability of
informed trading and make it more realistic about the nature of asymmetric informa-

tion.

In this paper, I proposed a method to estimate the probability of informed trading
based on Tay et al.| (2009)model. Unlike the Tay et al. (2009)approach, which only
consider the behavior of informed trader in the establishment of their model, I also
take the behavior of uninformed trader into account. I find the trade intensity of in-
formed trader decreases and the trade intensity of uninformed trader increases, which
lead a reduction of PIN. As the consideration of the duration effect, the variation of
the probability-variables decrease. I also find that the improved estimator yields higher

correlation between the realized volatility and PIN.

In the empirical part, the probability of informed trading is a proxy of information
flow, a GARCH model is used to estimate the link between the stock volatility and
information flow. Due to the transactions of the informed trader, the stock volatility
increase in a short time period but reduced in a longer period. The informed trader play

an role of stabilizing the stock market.
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