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Abstract 
The pivotal theme of this study is to make PSX efficient by developing a 

comprehensive mechanism just like developed countries so that 

Pakistan’s economy could be brought at par with them.In this study 

four sectors of Pakistani.e. Cement, textile, pharmaceutical & chemical 

were explored with 1458 observations were explored.The research 

confirmed that during bubble period E’sM, insider trading, Firm’s 

based & Managerial based Compensation existed especially in those 

firms who inflated their shares.  Another major finding of this research 

is that illegal insider trading has been detected in the PSX during all 

phases of bubble. 

 

Keywords: Insider trading, Earnings Management, Abnormal Accruals, 

Stock Market Bubble, Equity Issuance, Panel Data. 

 

Introduction 

Stock market is a forum of securities trading where multiple factors 

affect investment thereby creating speculation which changes the 

fundamental & par values of firm’s assets (Ahmed et al., 1998). Stock 

market bubble has been differently viewed by authors like Alana et al., 

(2016) &Gracia et.al., (2007) relate it with gross deviation of prices, 

Porter et al., (2003), Costa et al., (2017) &Fama (1965) link it with 

investors speculations, Tirole (1985) and Tran (2017) regard it supply & 

demand imbalance due to heavy investment by investors. Yang (2006) 

says no potent econometric technique has been evolved to detect bubble. 

However, some worthwhile econometric techniques employed are 

cointegration by (Brooks et al., 2003), use of stock market data for 

detection by Bohl (2003) Basu (1977)& Markovian model by Ferreira 

(2009) etc. Study of different bubbles by authors disclose i.e. that South 

sea bubble by Hoppit (2002)& M&A by Yosefet al.,(2010)“investor 

speculations”Chinese stock market bubble 2005-09 by Zhou et al., 

(2010) “Split Share legislation”, Hongkong Bubble by Chen (1999) & 

USA Technology bubble By Huddart et al., (2003-06-07) “insider 

trading & Financial Manipulation”. 
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Relevance of Insider Trading Laws of USA, UK & Pakistan According 

to Haidermota (1993) investors prefer investment on the basis of 

Accurate market information & avoid investment in firms floating non-

public information (insider trading) to get abnormal profit.Insider Trade 

remained controversial evenearlier legislation. 

The severe US financial crisis of 1928 called for strict anti-insider 

trading legislation. As a result,“SA 1933 “Section 15 a” & SEA 1934 

“Section 15 b” & “ITSA (1984), ITSFEA (1988) and RFD (2000)”were 

framed.Similarly, UK government passed “Company’s Act 1985, 

London Stock exchange ordinance1996, pp 2 & 4 & Vide London Stock 

Exchange ordinance 1998, pp 8”(Friederichet al., 2002; Chakravarty 

2001&Clark 2014&Daouk et al., 2002). Pakistan also carried out 

legislation on insider trading vide Companies Act 1969, 1984, 

Companies Act Schedule 1997, 2001 & Securities Act 2015 (Section 127 

to 136). 

Problem Identification & Importance of Study  

In Pakistan no study on this subject has been carried out so far. This 

research reveals that PSX does not truly representour economy as during 

past few years our GDP, Industry Production rate & fiscal budget 

remained -ve whereas our PSX index remained between 25000 to 50000. 

Stock market has also failed to attract FDI due to excessive manipulation 

by the business Tycoons. Research also encompasses the effect of legal 

& illegal insider trading&Earnings Management on PSX mechanism. 

 

Literature Review 

Jaffe (1974) was the pioneer author to conduct research on Insider 

trading & Abnormal Returns. He recommended that in order to save 

market investors firm must inform SEC on changing of their holdings & 

portfolios. Huddart et al., (2003, 06,07)regarded creation of bubble 

because of insider trading, managerial & stock-based compensation & 

earnings management and the same elements ware involved infor 

increase share prices in Stock market Beneish&Vargus 2002, 

Chowdhury et al., 2018; Elliot et al., 1996 &Chakravarty 2001 etc.Ball 

&Shivakumar (2005-08) &Abarbanell and Lehavy (2003) are of the view 

that firms Firm’s enhance their share prices through Earnings 

Management. Lakonishok and Lee (2001) states insider trading is 

directly proportional to the firm size & market PIN. Daiet,al (2016), 

firms always earn profit by illegal insider trading. 

Conceptual Frame Work & Hypothesis 

Senior management of firms & insiders enjoy an easy access to firm’s 

PIN which may be positive or negative. This information enables them to 

manipulate or misprice the share values of the firms. As a result, they 
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lure in the ignorant investors for excessive investments and resultantly 

earn abnormal profits, managerial & firm incentives. Insiders hide 

information to earn profit & avid litigation. (Brandouy et.al., 2000; Al 

Farooque 2017; Benish&Vargus 2002; Huddart et al., (2003, 

06&07);Elliott et al. 1996; Tonk et.al., 2018;Rozeff & Zaman, 1998; 

Jaffe 1974; Agrawal & Cooper 2015&Piotroski&Roulstone, 2005etc.). 

Firms earn abnormal profit by illegal insider trading (Dai et al., 2016) 

Hypothesis 

H1:Earnings Inflation is grossly affected by Insider trading & 

managerial incentives(BM) in the Bubble epic. 

H2:Stock Returns are -vely effected by legal Insider trading in the 

Bubble Periods. 

 H3:Stock returns enjoy a sig. +verelationship with Illegal Insider 

Trading in the Bubble Phase. 

H4: Firms Capital Structure is sig. effected by Firms “Earnings 

Management& Insider Trading” in the Bubble Phases. 

  

Econometric Models 

 

Methodology 

Sampling and Data 

Research is based on COMPUSTAT data of(2002-17) & for bubble 

detection data of 354 companies of PSX was used. For regression 

analysis four industriesi.e.Cement, textile, Pharmaceutical& Chemical 

were targeted. Data of equity issuance & Insider trading was taken from 

Annualreports. 

Proxies: !"#$%& '&($#!) = * "ℎ(&%  ,-&. ℎ("%$ .−0ℎ(&%  012$ .)

3-4"4(!$#!) .
5 
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The proxies have been used in insider trading w.r.t both insider selling 

(INSS)& buying (INSB) as a single entity it doesn’t provide accurate 

results (usingThomson&Reuter&

 
 

Results & Discussion 

Bubble Detection in PSX 

The bubble detection techniques have been derived from research papers 

of Basu (1977), Joos et al., (2010) &Gilcrist (2005) for illustration of 

diagrams data of 354 companies was used for the period from 2003-17, 

in which three bubbles i.e. bubble of 2006, bubble of 2009 & bubble of 

2016 were detected. 

 
Descriptive Statistics 

Table 1 

The below mentioned descriptive statistic table indicates that EI, BM, 

Leverage, Equity issuance, Insider trading & Abnormal returns possess a 

linear relationship. If one element varies the others also vary accordingly. 

Furthermore, the respective data are not normally distributed. 
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Results & Discussion 

Table 2 

Above tables display that insider trading & EI are in direct relation with 

each other. In Abnormal Return models, insider trading, Earnings 

inflation & BM maintain linear relations with Abnormal Return. The 

leverage keeps -ve relations with all tables accept chemical & 

pharmaceutical tables. The equity issuance in all models kept +ve 

relations with all dependent variables Less Peak bubble period Abnormal 

return model which was -ve. The adj-R square remained (27-71) percent 

& F- stat (2.59 -10). 
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Conclusion & Recommendations 

The aim of this research was to establish causes of bubble in PSX& to 

assess the effect of Insider trading, Earning inflation, firm & managerial 

incentives &Equity issuance by executives. The results of insider trading 

& Earnings inflation indicate excessive manipulation by firms to enhance 

stock prices during bubble stages. 

The regression results of Abnormal return Models display 

existence of huge earnings manipulation & insider trading in all of 

bubble less Bubble Peak Period. Abnormal return models also predicate 

on existence of illegal insider trading in PSX less Bubble Peak Period. 

Because Abnormal return models has +ve relation with Insider trading 

Less Bubble peak Period where it was -ve. BM results also depicted that 

firms & managerial incentives are also increase in all bubble stages. 

Results also highlight clearly Pakistani firms enhance their share prices 

and financing actives through earning manipulation, insider trading & 

issuance of equity. 

Recommendation & Suggestions 

 SECP must employ expert financial analysts to counter Stock Market 

Bubble, implement its policies & laws ruthlessly through dedicated body 

of legal experts& provide online sensitiveinformation about the firmsas 

is done in USA. 
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