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“The interplay of different views 
makes markets effective in valuing 

a security. If the ability to sell short 
is limited then one side of the 

argument will be missing.”
financial times, June 17, 20081
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Letter from  
James S. Chanos

A s short sellers, we are often called financial detectives, asking the hard questions and 
seeking the truth. 

We test management’s ideas and try to understand what the company’s leaders want to 
achieve and where their business model might go wrong. Through this analysis, we assess 
the downside risks. 

There are many examples of how short sellers have uncovered problems early —  
Baldwin-United, Coleco, Enron, Lehman, and MBIA, to name a few. Short sellers 
called into question the validity of these companies’ financial statements long before the 
regulatory bodies uncovered earnings manipulation or other improper activities. During 
the heyday of these companies, many asset managers ignored the financial detectives’ 
work because it was contrarian. They later wished they had listened more carefully. 

Beyond uncovering the “Enrons,” short selling also deepens liquidity, a key component of 
efficient markets. In highly liquid markets, you can turn your asset into cash quickly and 
vice versa, without adversely influencing the price of the asset you’re buying or selling. 

Market quality is also improved through short selling: spreads are narrower, stocks react 
more quickly to price-moving news, and buy and sell transactions are both handled more 
orderly. All these actions counter the market’s predilection towards excessive optimism, 
which tends to drive markets to unreasonable heights, as we saw during the “dot.com” 
era. Short sellers help to ensure that securities’ prices reflect fundamental values — not 
optimists’ irrational exuberance. 

Financial market leaders, such as Federal Reserve Chairman Ben Bernanke, have 
acknowledged repeatedly the valuable role of short selling in shining a light on the 
irrational market behavior that creates “bubbles.” For, as Yale University Professor Owen 
Lamont put it, “when security prices are wrong, resources are wasted and investors are 
hurt.” Efficient markets require that prices fully reflect all views.

Short selling has risks and costs because we are often swimming against the tide and may 
face unlimited losses if our analyses prove wrong. “In reality, short selling is far from 
being financial black magic,” the Economist observes. “It is a difficult strategy to pull off, 
because in the long run stock markets tend to rise.”2 

Let’s be clear, too, that shorting stock when you know you can’t borrow the securities (naked 
shorting) is illegal, and we wholly agree that the Securities and Exchange Commission 
should take appropriate action against those who commit illegal acts.

More about short selling and its importance to investors, capital markets, and our 
economy is provided in this primer. Our approach at the Coalition of Private Investment 
Companies is to engage constructively in public policy dialogue. By helping policymakers, 
regulators, the media, and the investing public better understand short selling, we can 
ensure that our financial markets continue to offer investors opportunities to hedge risks, 
earn profits, and realize their financial goals.

James S. Chanos 
Chairman, Coalition of Private Investment Companies 
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A short sale is the “sale of a security 
which the seller does not own or  
any sale which is consummated by the 
delivery of a security borrowed by, or for 
the account of, the seller.”

Securities and Exchange Commission5 

Short selling is an integral part of the 
workings of capital markets, providing 
liquidity, driving down overpriced 
securities, and increasing efficiency. “The 
goal of efficient financial markets is to 
have prices reflect [the] collective best 
guess. . . . [O]ver-rated stocks and stock 
markets, including destructive bubbles, 
are best fought by allowing all opinions 
to affect prices.”6 Without short sellers, 
as the financier Bernard Baruch put it, 
“there would be no one to criticize and 
restrain the false optimism that always 
leads to disaster.”7 

“When security prices are wrong, 
resources are wasted and investors are 
hurt. In order to get prices right, we need 
to allow all information, both positive 
and negative, to get into the market.”

Yale Professor Owen A. Lamont 

june 28, 20068

Short selling is common in business and 
peoples’ lives. Farmers, for example,  who 
sell grain futures before their anticipated 
harvest are conducting a form of short 
selling to lock in a price. 

In equity markets, there are many kinds 
of short sellers. The vast majority are 
market neutral, where the seller has no 
view of a particular company’s outlook 
but simply is locking in a spread.9 The 
spread is the difference in price between 
what a broker-dealer charges an inves-
tor for a security (the “ask”) and what 
the dealer pays to buy that security (the 
“bid”). This strategy occurs, for example, 

Introduction
Markets provide investors with many 
tools to earn profits and manage risks. 
Purchasing mutual fund shares, stocks, 
and bonds are some of the most common 
ways in which Americans invest in 
securities to meet their financial goals.

Investors also have many strategies 
from which to choose in developing 
and managing their portfolios so that 
they can maximize returns and curtail 
risks. Some investors buy and hold 
securities for a long period, reinvesting 
the dividends and buying new shares 
over time. Others use strategies with 
shorter horizons.

Investors also have the ability to lock 
in a price but postpone the actual 
purchase or sale of a security. They can 
buy either futures, committing to buy 
or sell a stock at a set price by a specific 
date, or options, giving them the ability 
to decide whether they will buy or sell 
a stock at a set price within a certain 
time period. 

Short Selling

‘Restraining the False Optimism that 
Always Leads to Disaster’ 

Professional investors rely on short 
selling strategies to accomplish their 
investment goals. A short sale is any 
sale of a security the seller does not own 
or a sale that is completed by delivery 
of a borrowed security. Through their 
prime broker, the short seller promises 
the lender to replace the borrowed 
shares in the future, and pays certain 
costs until the borrowed shares are 
returned. (Short sellers receive a credit 
rebate on sales proceeds that come into 
the prime broker’s account.) Shorting 
is more common in fixed-income and 
commodity markets than in equities.4

“Short selling 

provides the 

market with two 

important benefits: 

market liquidity 

and pricing 

efficiency.”

Securities and 
Exchange commission3
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with buyers of convertible bonds, who 
short the underlying equity security as a 
hedge.10 An investor may also want to 
hedge the risk of a long position — ex-
pecting prices to rise over time — in the 
same or a related security. A portfolio 
that includes both long and short posi-
tions of stocks will generally have lower 
volatility than one which only has long 
positions.11 Long-short portfolios also 
tend to produce slightly higher returns 
than the average hedge fund over the 
past decade, according to Hedge Fund 
Research, Inc.12 

During the turmoil in financial markets 
between October 2007 and October 
2008, short-bias funds rose 21.4 per-
cent, compared to a 22-percent drop in 
the Standard and Poor’s 500 Index, dem-
onstrating the importance of short sell-
ing in diversifying investment strategies.

Risk arbitrage is another area where 
traders, in connection with an announced 
acquisition, may short the acquirer and 
go long the target, since an acquirer 
often uses its own shares to make 
an acquisition, thereby diluting and 
lowering its share value. An investor may 
also manage risks in a portfolio based on 
an index by going long options and/or 
futures and then shorting the individual 
equities that make up the corresponding 
index.13 In this case, the trader has no 
fundamental view of the index stocks 
being shorted; they are simply locking 
in a spread, the difference between the 
“bid” and the “ask.” 

Market makers may sell short to meet 
customer demand and maintain orderly 
markets. They provide liquidity in 

rapidly moving markets where a failure 
to meet orders would impede the efficient 
functioning of the market. Markets’ 
depth and liquidity depend upon the 
ability of various market participants to 
employ shorting techniques.14 

Short sellers profit, too, by buying 
shares at a lower price to replace shares 
they earlier borrowed through a prime 
broker and sold at a higher price.  

Suppose a company’s shares are selling 
for $50 each. After the short seller has  
looked at the business’s outlook or con-
sidered signs of a potential economic 
slowdown, their analysis indicates that 
the share price will fall. Based on that 
forecast, they sell 100 shares at $50 each, 
or $5,000 (minus fees to execute the 
transaction and cover borrowing costs). 
Another investor has a different view, 
believing the share price will rise. They 
want to lock in a price now through a 
purchase and then sell after the price 
climbs. They buy 100 shares at $50 each 
(plus brokerage commissions).

To conduct the transaction, the short 
seller obtains shares through a prime 
broker, who borrows the stock and then 
facilitates delivery on behalf of the short 
seller. The money from the short sale is 
held in the short seller’s escrow account 
until the short seller obtains shares to 
replace the shares their prime broker 
had borrowed on their behalf. (See the 
section on lending, pages 8 - 9.) 

Should the share price fall to $25, the 
short seller stands to make $2,500 
(minus transaction costs) — roughly 
the difference between what the buyer 

paid for the shares and what the short 
seller paid to obtain shares that “cover” 
the borrowed shares transferred by the 
broker-dealer to the buyer. 

If the share price, however, rises to $75, 
the short seller will lose $2,500 (plus 
transaction costs) while the buyer will  
gain the same amount (commissions 
and fees will reduce the gain) if they still 
have the shares and want to sell at $75 
a share.

The vast majority of short sellers are market neutral, where the  
seller has no view of a particular company’s outlook.

Profit and Loss 
from a short sale

stock price drops
(Price falls from $50 to $25)

Borrowed 100 shares of 
XYZ and sold at $50

Bought back 100 shares 
of XYZ at $25 to replace 

borrowed shares

$5,000

-$2,500

$2,500Profit (minus 
transaction fees)

stock price rises
(Price climbs to $75 from $50)

Borrowed 100 shares of 
XYZ and sold at $50

Bought back 100 shares 
of XYZ at $75 to replace 

borrowed shares

$5,000

-$7,500

$2,500Loss (plus  
transaction fees)
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*NOTE: The rebate may be credited in full or part to the short seller. Furthermore, any fee may be passed onto the short seller.

Prime
Broker

An investor can “short” a stock if they 
have been told by their prime broker that:

	The prime broker has borrowed the  
security or made a “good faith” arrange-
ment to borrow the security; or,

	The prime broker reasonably believes 
they can locate and borrow the secu-
rity by the settlement day; and,

	The prime broker has documented 
compliance with either of the above 
two requirements.16

Since mid-October 2008, the SEC 
requires participants of a registered 
clearing agency to deliver securities 
on a long or short sale in equities by 
settlement date (three days after the sale 
transaction action, T+3) and to promptly 
close out any failures to deliver. (This 
restriction is in place until July 31, 
2009.) If a short sale violates this close 
out requirement, then any broker-dealer 
acting on the short seller’s behalf will be 
prohibited from further short sales in 
the same security unless the shares are 

not only located but also pre-borrowed. 
The prohibition on the broker-dealer’s 
activity applies not only to short sales 
for the particular short seller, but to all 
short sales for any customer.17

Most of the time, an investor can hold 
a “short” for as long as they want. 
However, they may be forced to cover 
their position if the lender wants back the 
borrowed stock. Known as being “called 
away,” this practice is rarely done. 

Engaging in short selling entails many 
risks and costs. One danger is the 
theoretical possibility of an unlimited 
loss. In comparison to a “long” purchase 
of shares, where you can only lose the 
amount of money you originally invested 
(plus fees), there is no maximum to the 
loss that a short seller could incur. In 
other words, there is no cap on how 
high a share price could go; the higher 
the share price, the greater the loss. 
Unexpected news may cause share prices 
to rise sharply, and short sellers’ demands 
for stocks to cover their positions may  
suddenly exceed the shares available, 
further pushing up share prices. (See box 
below on the “short squeeze.”)18

To conduct short sales, an investor 
must open a “margin” account.19 
They put  in a percentage of the short 
selling proceeds with the prime broker 
lending them the remaining percentage. 
They’ll pay interest on the funds 
they’ve borrowed for the transaction. 
Regulatory collateral must be posted. 

‘Short Squeeze’
A “short squeeze” occurs when prices for a stock (or commodity) move sharply upward, forcing short sellers to rush 
to “cover” their positions all at once. This may be a result of a concerted effort by issuers or long position holders to 
manipulate prices upward by buying shares in the market or encouraging lenders to recall loaned shares. The resulting 
rise in demand drives up the stock’s price and reduces the supply of shares available for borrowing.

Process of Short Selling

“It is harder to sell short  
than to buy anyway. Short 
sellers have to find stock  
to borrow, pay a fee, and  
cover the cost of any 
dividends that are paid on  
a share. If that is combined 
with other restrictions then 
the result — and this is the 
case far too often in far too 
many markets — will be  
an upward bias in prices.”

Financial Times 
June 17, 200815
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Strategy Helps Markets to Price Capital Competitively;  
Companies Secure Capital for Expansion, Job Creation

Companies need capital to start up, grow, and stay competitive. Financial services firms 

help businesses raise capital by issuing such securities as stocks (equity ownership in a 

company) and bonds (loans that pay interest). 

Well-functioning markets ensure that both companies and investors obtain or receive 

fair prices for their securities. Viable projects will likely be financed while those that will 

probably fail will be rejected. 

The cost of capital determines how much financing businesses will seek. Senior 

management will compare those costs against the returns (such as profits and higher 

share prices) they expect to earn after using the capital for expansion, merger, 

acquisition, or operational improvements. If capital costs exceed projected returns, 

companies are unlikely to risk expanding operations.  

Financial markets drive economic growth. When a business buys new equipment or 

expands its facilities, it likely adds employees to its payroll. Longer term, capital spending 

forms the base for gains in productivity and living standards. A sharp slowdown in 

capital spending usually comes with job cuts. 

As financial detectives, short sellers look for securities or commodities that are 

overpriced. They arrange through their prime broker to borrow the securities and then 

sell them. They later cover the securities they loaned with shares bought at a lower 

price. They profit from the difference between the sale and purchase prices — selling 

high and buying low. Through this process, the short sellers’ detective work helps to 

align securities’ prices with fundamental values. When short selling is constrained, stocks 

can get overvalued. “Virtually every piece of empirical evidence in every journal article 

ever published in finance concludes that without short sellers, prices are wrong.”21

If investors buy overpriced securities, their savings aren’t put to work as well as if they 

were to invest in fairly priced securities. The result: less capital is available, which makes 

it difficult for companies to obtain the funds needed to expand and create jobs. 

Short sellers also help markets to function more efficiently, providing liquidity, for 

example. That’s important to investors, who want to be reasonably assured that any 

securities they buy can be converted readily into cash. Liquidity lowers the cost of capital 

because investors are willing to accept a low “risk premium” for holding liquid securities. 

How Short Selling Benefits Main Street

‘Expression of  
Confidence’ 

“The strongest 
argument in favor of 
short selling is that 
it is an expression of 
confidence in the rest 
of the market. A long/
short equity fund 
sells short because it 
believes the market is 
undervalued relative 
to the company being 
shorted; it believes there 
are other companies 
that will make better 
use of its money. As 
such, it is exercising its 
judgment about where 
to allocate capital.”

William Hutchings,  
columnist,  
Dow Jones Financial 
News Online 
june 23, 200820
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Understanding Short-Interest Positions 

Stock markets release regularly aggregate short-interest positions based on broker-dealer reports 
of such positions for customer, prime broker, and principal trading accounts. This information 
helps investors gauge overall market sentiment —  whether traders are pessimistic or optimistic 
about a particular stock. Some studies suggest that high levels of short interest predict future 
negative news and negative earnings surprises.22 Others suggest that short-interest positions 
either indicate a market upturn or no direction at all.  

The NYSE group reports short interest twice a month for its listings. Short-interest data for each 
issue is collected by the Financial Industry Regulatory Authority from broker-dealers. 

 
http://www.nyxdata.com/nysedata/default.aspx?tabid=748

NASDAQ® short interest also updates its short-interest report twice each month. Short-Interest 
data is based on mid-month and end-of-month settlement dates and is released after 4:00 p.m. 
ET on the dissemination date. 

 
http://www.nasdaqtrader.com/Trader.aspx?id=ShortInterest

From the chart (below) on NYSE short interest as of February 13, 2009, the Ford Motor 
Company had a short position of 267,189,909 shares, down from 273 million shares on January 
30, 2009. From a calculation to determine the short-interest ratio (267,189,909/46,668,000), it 
would take 5.73 days of trading for all the short sellers to cover their positions. 

The higher the short-interest ratio, the longer it will take to buy enough shares to replace the 
borrowed ones. Investors use this ratio as part of the factors they consider in deciding whether 
to take a short position. If the “days to cover” exceed eight days, covering a short position 
could generally prove difficult to do. 

 NYSE SHORT INTEREST, FEBRUARY 2009

Stock  
Symbol Company Current Short 

Position
Previous Short 

Position
Average Daily  

Volume
Short Interest 

Ratio (Days)

F Ford Motor 
Company 267,189,909 273,286,779 46,668,000 5.73

C Citigroup Inc. 182,221,323 180,983,983 258,224,100 1.42

GE General Electric 
Company 166,144,011 167,972,565 130,138,900 1.28

AIG AIG 151,268,200 128,659,009 38,734,800 3.91

WFC Wells Fargo  
& CO. 124,486,523 111,677,537 107,001,900  1.16

SOURCE: NYSE GROUP. Current short positions through February 13, 2009 as reported on February 25, 2009. Previous short positions through Janu-
ary 30, 2009. Average daily volume as of market-close February 27, 2009.
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If and when dividends are paid, the borrower is responsible 
for paying those dividends to the person from whom the 
shares were borrowed. The prime broker also charges a fee 
for arranging the loan. (See the section on stock lending and 
dividend payments of borrowed securities on pages 8 - 9.) If 
losses in the margin account exceed a certain threshold, the 
prime broker will demand more cash or securities to meet its 
margin (collateral) requirements, or liquidate the position. 
The proceeds from the short seller’s initial sale of their prime 
broker’s borrowed shares are held in an escrow account until 
the short seller covers those shares.

Short Positions — Small Share of Total Market

Only 1.99 percent of shares on the S&P 500 had been sold 
short at the end of December 2008, and only 1.86 percent 
of the FTSE 100 index’s value was out on loan, according 
to Data Explorers.23 (See chart showing estimates of short 
positions as a percentage of total market.) 

Hedge funds that are biased to the short side make up a tiny 
slice of the hedge fund market, holding about $181 billion 
in assets (1.28 percent) as of December 2008, compared to 
$1.41 trillion in assets invested in hedge funds.24 Funds that 
combine long and short strategies account for more than 40 
percent of these assets. 

ESTIMATES OF SHORT POSITIONS 
AS A % OF TOTAL MARKET

5.0
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4.0

3.5

3.0

2.5

2.0

2006 2007 2008

SOURCES: Data Explorers, NYSE

* % of market capitalisation on loan
† % of total shares sold short

PERCENT

New York Stock Exchange†

FTSE 100*

Bearish, Bullish, or 
Neutral Signal of 
Market’s Outlook?

Analysts differ on what the rela-

tionship is between shorting a stock 

and a market’s outlook. Research 

shows that a significant increase in 

a security’s short positions can be 

either a bearish, bullish, or neutral 

signal for the company that issued 

the security. 

Since shorting a stock involves risk, 

those advocating the bearish view 

believe investors are only willing 

to assume those risks because the 

stock is destined to fall in value.25 

Others suggest that shorting is a 

bullish signal. The rise in short sales 

represents a latent demand for the 

stock and will eventually lead to 

a higher price as investors cover 

their short positions by purchasing 

stock.26 Those who see short 

selling as having a neutral impact 

maintain that it is motivated by 

hedging strategies and arbitrage 

transactions.27
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Securities lending involves a loan of 
securities to a broker-dealer, which uses 
those securities to facilitate a delivery of a 
short sale. The loan is temporary with an 
obligation to return that loan at a future 
(undetermined) date.

A short seller will contact one or more 
prime brokers to determine if a company’s 
shares can be borrowed. If the shares 
are hard to borrow — signaling that the 
potential costs of stock loan fees and other 
factors would make shorting the stock 
prohibitively expensive — the short seller 
may decide not to short the stock. If they 
decide to trade a short position, or increase 
an established position, they ask the prime 
broker for an affirmative determination 
that the stock can be borrowed and 
confirm its “locate” determination.

Prime brokers can borrow from retail 
margin accounts; custodians that hold 
institutional (mutual funds, pension funds 
and college endowments) portfolios and 
from their own firm’s proprietary trading 
accounts. Lenders generally earn fees that 
enhance investment returns.

Prime Broker Borrows Stock

The short seller never locates or borrows a 
share of stock. It is the prime broker that 
facilitates delivery of the short sale. The 
stock loan transactions are maintained on 
the books of the prime broker. Regulation 
SHO requires that, before effecting a short 
sale in any equity security, a broker-dealer 
must either have borrowed or arranged to 
borrow the security or have “reasonable 
grounds to believe” that the security being 
shorted can be borrowed so that it can be 
delivered on the date that delivery is due 
(the “locate requirement”).28 (See page 12 
for more on regulation of short sales.)

The loan’s terms are governed by a “securities 
lending agreement,” which, under U.S. 
law, requires that the borrower provide the 
lender with collateral. (According to the 

Risk Management Association, a securities 
lending trade group, 98 percent of U.S. 
equity loans are collateralized with cash; 
the remaining two percent use Treasury 
securities.29) Specifically, the borrower enters 
into an agreement with the lender to

	Secure the loan with collateral of equal 
or greater value than the lent securities;

	Pay any user fees; and,

	Remit to the lender any dividends, cou-
pon interest, or other distributions that 
occur during the time that the securities 
are on loan. (These dividends are referred 
to as a “manufactured dividend.”)

The borrower must return the shares to the 
lender upon demand or when the short sale 
is covered (when the shares are bought by 
the short seller).

When a security is on loan, the lender retains 
all the benefits of ownership, including 
rights to dividends, interest payments, 
and corporate actions (excluding proxy 
voting). The lender retains the financial 
consequences of loaned securities.

How Securities Lending Works 

It is very expensive to establish and then 
maintain a short position for any period 
of time. The prime broker must post and 
continuously maintain collateral (usually in 
cash or high-quality government bonds)
which, in turn, is charged to the short seller. 
In addition, the lender must be paid for the 
use of its shares. A premium may be charged 
for hard-to-borrow securities. The prime 
broker will charge the short seller and send 
most of the premium to the lender. That 
premium may be substantial — 20 percent 
or more. Global short selling procedures 
may change from region to region.

Risks Include Default 

Securities lending has risks. A prime broker 
could default or fail to deliver its borrowed 
securities as a result of a recall (counterparty 
risk). Adverse credit and market conditions 
could diminish the return on the collateral 
(collateral risk). Collateral is a security or 
guarantee (usually an asset) pledged for 
the repayment of a loan if one cannot 
procure enough funds to repay. Price 
volatility, market liquidity, and exchange 
rate fluctuations may change the value of 

As the adjacent illustration explains, “the proceeds 
from the short sale are deposited with the lender 
of the stock. For U.S. stocks, the lender requires 
102 percent of the value of the loan in collateral. 
The value of the loan is marked to market daily; 
an increase in the stock price will result in the 
lender requiring additional collateral for the loan, 
and a decrease in the stock price will result in the 

lender returning some 
of the collateral to the 
borrower. When the 
borrower returns the 
shares to the lender, 
the collateral will be 
returned.” 

Source: Frank J. Fabozzi, ed., Short Selling: Strategies, Risks and Rewards. 
Hoboken, NJ: John Wiley & Sons, Inc., 2004. Copyright 2004 by John Wiley & 
Sons. Used by permission. 

cash investment

cash investment

RETURNCASH

RETURNCASH

shares FEES

securities  
lender

borrower

REBATE

SHARES

102% COLLATERAL

EQUITY LOAN STRUCTURE

owner
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the lending terms for the lender and/or 
the borrower. Given that securities lending 
involves several moving parts, there are 
operational risks as the transaction moves 
through clearing and settlement.30 

The transaction, though, is designed to mini-
mize risks for the lender by being both over-
collateralized (meaning the amount of capital 
committed to repay the loan exceeds the val-
ue of the borrowed securities) and governed 
by industry-standard legal agreements.  

Short positions often are not short-term. The 
short seller locks into the short position and 
waits — often for months — for the stock’s 
price to decline. During this wait, the short 
seller is carrying the costs of borrowing, as 
well as the risk of upward price movement, 
additional collateral deposit requirements, 
and the risk that the borrowed shares will 
be suddenly recalled by the lender. If the 
borrowed shares are recalled, the prime 
broker must automatically either arrange to 
re-borrow the shares from another lender or 
buy shares to close out the short position. 
Additionally, if available shares cannot be 
located for delivery, the short seller may be 

subject to an involuntary 
buy-in. Hence, shorting is 
often a long-term position 
that is costly and risky to 
maintain.

When the short seller 
wants to close the 
position, they will place a 
“buy” with a broker, who 
will deliver the shares 
to the prime broker for 
return to the lender. The 
short seller’s profit or loss 
will be determined by 
whether it was correct 
that the stock’s price would fall and by the 
amount of interest and other expenses that 
were incurred in borrowing the securities.

On occasion, an anticipated stock lending 
source fails to provide the shares that the 
prime broker, who located shares on behalf 
of its customer (the short seller), believed 
in good faith were available for borrowing. 
The short seller will have no knowledge 
that delivery of the shares failed as a 
result. In these circumstances, the prime 

broker goes to work and generally locates 
shares to borrow from another source. If 
the prime broker cannot locate a substitute 
source of shares, the trade is subject to 
regulatory closeout.

Short sales, like other securities 
transactions, are cleared through the 
National Securities Clearing Corporation 
(NSCC), a subsidiary of the Depository 
Trust Clearing Corporation (DTCC), which 
conducts post-transaction clearance, 
settlement, and custody operations for 
securities trades. DTCC also has a Stock 
Borrow Program, which may come into 
play after a trade is made and as a back-
up method to supply shares that may have 
otherwise gone undelivered. Approved 
by the SEC, this program has been in 
operation for more than 20 years. 

According to the Risk Management 
Association, during the second quarter of 
2008, on  average, $12.6 trillion in bonds 
and equities were out on loan globally. By 
comparison, total assets under management 
for equity and bond funds worldwide was 
$24.8 trillion at the end of the first quarter 
2008. Large institutional investors have 
on average lent 10 percent of their share 
portfolios, with peaks of 25 percent to 50 
percent being recorded in some cases, Data 
Explorers’ analysis shows.31

SECURITIES LENDING MARKET SIZE, 2003-2009*

SOURCE: Celent, “Securities Lending: Topic, Technology, and Trends.” November 20, 2006. 
Available at: http://www.celent.com/PressReleases/20061120/SecLending.htm
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RISKS, CONTROLS IN SECURITIES LENDING
RISK CONTROLS

CounterParty Risk:
Borrower default:  
failing to mark-to-market 
or re-deliver securities  
on demand

•  Capital requirements and extensive ongoing credit reviews, credit limits, credit monitoring
•  Diversification, including asset and liability exposure
•  Independent indemnification insurance provided in the event of Borrower default
•  Nominal and VaR-based review and control

reinvestment risk  
(when applicable):
Investment default, 
liquidity or duration 
mismatch

•  Consider unbundling “core” cash management
•  Establish conservative reinvestment guidelines
•  Monitor weighted average maturity, credit quality, sector allocation, and liquidity
•  Quality analysis and oversight of investment vehicles, counterparties, collateral, and 

diversification
•  Consider non-cash collateral

Operational risk:
Processing mistakes  
and errors

•  Daily reconciliation and marks-to-market between program participants
•  Best practice procedures and guidelines with all counterparties
•  Sophisticated systems and technology
•  Corporate action monitoring
•  Business Continuity Planning/backup systems
•  Routine reporting, verification, and management oversight

legal/contractual 
risk:
Compliance with  
program guidelines

•  Standardized documentation
•  Audit/compliance reporting and overnight
•  Industry experts as external legal counsel
•  Regulatory and cross border tax reviews of all lending transactions

Source: eSecLending. Copyright 2008. Used by permission. Available at: http://eseclending.com/about_securities/lending101.php. 

It is the prime broker who borrows stock and facilitates delivery to the short seller. 
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The Louder the Complaints Against  
Short Sellers, the More Investors  
Should Be Concerned

When a company’s share price falls, senior management  

may blame short sellers for the decline and allege illegal trading 

activities.

Short selling allows one to communicate less optimistic 

expectations to others. “Firms don’t like it when someone shorts 

their stock, and some firms try to impede short selling using legal 

threats, investigations, lawsuits, and various technical actions,” 

said Yale University Finance Professor Owen A. Lamont in June 

28, 2006 testimony before the Senate Judiciary Committee.35

“Consistent with the hypothesis that short sale constraints allow 

stocks to be overpriced, firms taking these anti-shorting actions 

have in the subsequent year experienced very low abnormal 

returns of about 24 percent per year. The negative returns continue 

for up to three years. What appears to be happening is that these 

companies are overpriced, either because of excessively optimistic 

investor expectations, faulty products or business plans, or just 

plain fraud on the part of management.”

Lamont looked at long-term returns for 270 firms who threatened, 

took action against, or accused short sellers of illegal activity or 

false statements.36 “The evidence is strongly consistent with the 

idea that short sale constraints allow very substantial overpricing, 

and that this overpricing gets corrected only slowly over many 

months,” he told the Senate panel.

“Aggregate short selling tends to increase in bear markets, which 

perhaps makes it all the easier for people to blame the messenger,” 

according to a paper by Lamont and Harvard Professor Jeremy C. 

Stein. They see the problem as “not too much short selling in falling 

markets” (volume of short interest is very small compared to total 

share volume) but rather as too “little in rising markets.” In their 

view, “any regulatory efforts to constrain short selling are likely to  

be misguided.”37

Value of Short Selling 

‘Canaries in the Mine’  
Predicting Trouble at Companies

Short selling benefits investors in several 
important ways. Allowing short selling 
helps prices to adjust more quickly 
to new information, decreases the 
likelihood of price bubbles, and may lead 
to higher prices as investors gain greater 
confidence that the prices are fair.32 

“When someone’s research or 
information leads them to negative 
conclusions about a firm, short selling 
allows them to communicate their less 
optimistic expectations to others and 
make a profit if they anticipate the 
direction the market will later come 
to agree with,” observes Pepperdine 
University Economics Professor Gary 
M. Galles. “That is, they profit only 
if they come to ‘correct’ conclusions 
before others. In the process, they benefit 
others by revealing accurate information 
sooner than would otherwise be the case, 
reducing the mistakes people would have 
made from relying on the less accurate 
prices that would otherwise exist.”33

That point is made by researchers (Ferhat 
Akbas, Ekkehart Boehmer, Bilal Erturk, 
and Sorin M. Sorescu) at Texas A&M 
University. “Our evidence suggests that 
short sellers act as specialized monitors 
who generate value-relevant information 
in the stock market” about “future 
fundamental value, especially for stocks 
with low institutional ownership.”34 They 
show that short sellers’ “holdings, as 
reflected in monthly short interest reports, 
predict public news announcements, 
earning surprises, and returns. In this 
capacity, short sellers join the ranks of 
stock analysts, institutional investors, 
underwriters, auditors, and bank lenders, 
who have been shown to provide similar 
information-acquiring functions.” 

Complaints Against Short Sellers PROVE UNFOUNDED
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In 2001, Enron, once the seventh largest US company, collapsed 

into bankruptcy. About one year before its demise, some investors 

began shorting the stock after determining that the company was 

using accounting methods to overstate earnings. Cryptic financial 

disclosures were additional alarms. Short sellers’ independent 

research and resolve allowed them to position their clients to avert 

losses that other investors suffered by holding the stock too long.  

The traditional watchdogs failed in their job of protecting investors 

in Enron. As an exhaustive staff report of the Senate Governmental 

Affairs Committee found, “Despite the magnitude of Enron’s 

implosion and the apparent pervasiveness of its fraudulent 

conduct, virtually no one in the multilayered system of controls 

devised to protect the public detected Enron’s problems, or if they 

did, they did nothing to correct them or alert investors.”38

Other examples of short sellers’ prescience include Adelphia, 

Boston Chicken, Baldwin United, Conseco, Global Crossing, Sun-

beam Corporation, Tyco, and WorldCom. These were companies 

whose fundamentals were scrutinized by professional investors 

and found to be inadequate to support their market valuation and 

management’s pronouncements.

Britain’s Regulator Drops Investigation IN 2008

On March 19, 2008, shares of the Halifax Bank of Scotland 

(HBOS) — a banking and insurance group that is the largest 

mortgage lender in the United Kingdom — fell 17 percent. That 

sudden drop prompted the U.K. Financial Services Authority (FSA) 

to investigate charges of potential trading-regulation violations 

by short sellers. 

By August 2008, the FSA had dropped its investigation, concluding 

that no action could be brought despite a wide-ranging probe 

examining thousands of emails and telephone records.39 The FSA 

said it “has not uncovered evidence that [false rumors] were 

spread as part of a concerted attempt by individuals to profit by 

manipulating the share price.” The FSA’s investigation included 40 

staff reviewing transactions in HBOS shares in search of suspect 

trades, and also scrutinizing communications including Internet 

message boards.

‘Canaries in the Mine’

“Short-sellers are often the canaries in the mine. 
Both Enron and Tyco were favored by short-
sellers long before the accounting irregularities 
at each became public. However, their view that 
a company’s shares will decline puts them in a 
naturally adversarial position towards company 
management.”

Financial Times, July 22, 2008 40

Investors’ ‘Heroes’

“The short sellers have been the heroes of the past 
few years, alerting the public and the authorities 
to corporate fraud. And it has been the hedge 
funds which have simultaneously preserved 
investor capital and corrected mispricing.” 

Professor Owen A. Lamont 
Yale University, June 28, 200641

Antidote to ‘Overly Optimistic’ CEO’s

“Managements tend to be overly optimistic. 
They tend to put out good information and deny 
bad information. And we need short selling to 
have a fair, objective, unbiased market.”

Professor John Coffee  
Columbia University, July 18, 200842

‘First Line of Defense’

“Short sellers are our first line of defense against 
securities manipulators who would pump and 
dump worthless securities. It is important that 
the stock lending market work efficiently in order 
for the short sellers to be able to do their job. By 
preventing fraudulent manipulators from hyping 
overpriced stocks to the stratosphere, they 
can prevent investors from buying overpriced 
stocks.”

Professor James J. Angel 
Georgetown University, August 15, 200843

Complaints Against Short Sellers PROVE UNFOUNDED
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How Short Sellers Spot  
the Next Enron 

George Anders, Fast Company’s West Coast bureau 
chief, outlines the following six points from interviews 
with leading short-selling strategists.

Watch cash flow, not reported net income. 
There’s only one way to show strong cash  
flow from operations: Run the business well.

Take a wary look at acquisition binges. Some 
of the most spectacular financial meltdowns 
of recent years have involved companies that 
bought too much, too fast. 

Be mindful of income-accelerating tricks. 
Conservative accounting says that long-term 
contracts should not be treated as immediate 
windfalls that shower all of their benefits on 
today’s financial statements. Those expenses will 
slowly flow onto your financial statements — 
and it’s prudent to book the income gradually 
as well. But in some industries, aggressive 
practitioners like to put jumbo profits on 
the books all at once. Such “gain on sale” 
accounting tricks are a sure sign that the 
management is being too aggressive for its  
own good.

Talk to customers. Do they really use  
the product? Do they like it? Are they still  
in business? 

Watch stock sales by top company 
executives. It’s routine for company executives 
to say that their stock is undervalued and has 
a great future. But if they all believe that, then 
why do some of them hurry to unload shares at 
today’s prices? Pay extra-close attention to what 
the chief financial officer does. 

See how CEOs handle criticism. Secure 
bosses know that not everyone on Wall Street 
will like their story. They handle critics calmly. 
CEOs with something to hide are more likely to 
start shouting when someone challenges their 
business.

Source: George Anders, “How to Spot the Next Enron,” 
Fast Company, December 19, 2007. Available at: http://
www.fastcompany.com/magazine/58/ganders.html. 
Copyright 2007, Mansueto Ventures, LLC.Reprinted by 
permission via Copyright Clearance Center.

Other research suggests that informed short 
sellers align a stock’s price with its fundamental 
value. According to work by Asher Curtis, of 
the David Eccles School of Business, and Neil L. 
Fargher, of Macquarie University, “short sellers . . .
play an important role in aligning price with 
fundamental value.”44 The professors reached that 
conclusion after finding that short selling “does 
not amplify unwarranted price declines. . . . [S]hort 
selling activity following price declines is most 
concentrated in stocks that are overvalued.”

Galles also argues that short sellers enhance market 
regulation. “Short sellers who are betting their 
own money on being correct often uncover what 
regulators miss, as they did at Worldcom, Enron, 
Tyco, etc., showing themselves as more effective 
market policemen,” he writes.45

Short Selling Regulation 

“Our agency’s rules have long been supportive 
of short selling, which can help quickly transmit 
price signals in response to negative information or 
prospects for a company. Short selling helps prevent 
‘irrational exuberance’ and bubbles. Continued 
legitimate short selling . . . will act, as it is supposed 
to, as a way for market participants to invest in the 
downside and to hedge other positions.”

Former SEC Chairman Christopher Cox  

July 24, 200846

Taking a short position has been, and continues 
to be, more heavily regulated than taking a long 
position. The SEC is vigilant about taking actions 
against wrongdoers, working independently or in 
conjunction with the self-regulatory organizations 
(SROs) and other regulatory authorities. 

During the Roaring Twenties, companies often sold 
securities based on dazzling promises of incredible 
profits without disclosing meaningful information 
to investors. Following the stock market crash of 
1929, Congress passed the Securities Act of 1933 
and the Securities Exchange Act of 1934. Section 
10(a) of the 1934 act made it unlawful for any 
person to effect a short sale of any security registered 
on an exchange in contravention of SEC rules.

1
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Why Liquidity Matters 

Liquidity refers to the ability to convert an asset 
into cash quickly. In liquid and deep markets, 
selling or buying can be done with minimal effect 
on the prevailing competitively established price.51 
One advantage of a liquid market for customers is 
immediacy: the ability to sell quickly when cash is 
needed or to buy quickly when there is a chance for 
a gain. 

Liquidity plays a crucial role in financial markets. 
Without the availability of willing buyers or sellers, 
markets cease to exist. “The benefits of greater 
liquidity are substantial, through higher asset prices 
and more efficient transfer of funds from savers to 
borrowers.”52 

Suppose you wanted to sell your car, which has 
a fair market value of $10,000. If you were to 
advertise it at $9,000, you will probably have many 
potential buyers who may offer higher bids, in 
other words, a liquid market. If you were to set the 
price at $11,000, few if any may express interest in 
purchasing the vehicle, an illiquid market. 

Liquid markets have many ready and willing buyers 
and sellers. “High liquidity expands the set of 
potential counter-offers and enhances the probability 
of a favorable match. Thus, higher liquidity increases 
the expected level of satisfaction (utility) of market 
participants.”53

In calm markets, liquidity reduces how much prices 
move against traders when they buy or sell. In 
contrast, when a market suffers a crisis, such as 
major bad news, liquidity is what keeps trading from 
drying up entirely. By stepping in to buy when others 
won’t, “liquidity providers” can quell panic that 
makes it impossible to sell at any price.54

Liquidity is key to investor confidence. “Liquidity 
exists when investors are confident in their ability 
to transact and where risks are quantifiable.... In 
general, high liquidity is generally accompanied by 
low risk premiums.”55

In 1938, following a sharp drop in the stock market, 
the SEC enacted Rule 10a-1, which included a “tick 
test” that was designed to restrict short selling in 
a declining market. An investor could only take a 
short position at a price above the price at which 
the immediately preceding sale was affected (“plus 
tick”), or at the last sale price if it was higher than 
the last different price (“zero-plus tick”).47

Over many years and in many economic and global 
crises, the SEC has acknowledged the significant 
benefits of short selling to market liquidity and 
pricing efficiency,48 and until July 2008 regulated 
it with measured rules, adopted after substantial 
consideration and public comment.49 (See page 16 
for changes in SEC policies.)

In 2004, the SEC approved Regulation SHO, 
which targeted “naked” short sales and both 
simplified and modernized short-sale regulation. 
The framework’s objectives are:

	“[E]stablish uniform locate and delivery 
requirements in order to address problems 
associated with failures to deliver, including 
potentially abusive ‘naked’ short selling (i.e., selling 
short without having borrowed the securities to 
make delivery); 

	“[C]reate uniform marking requirements for 
sales of all equity securities; and,

	“[E]stablish a procedure to temporarily suspend 
Commission and SRO short sale price tests in 
order to evaluate the overall effectiveness and 
necessity of such restriction.”50

The Securities and Exchange 

Commission has acknowledged 

short selling’s significant  

benefits to market liquidity  

and pricing efficiency.



Recent Research Findings
Short Selling Holds Companies Accountable to Investors

Identify overvalued stocks, act as ‘safety valves’ 

Short sellers can systematically identify relatively overvalued stocks. 
Highly shorted stocks earn significantly lower risk-adjusted returns 
over the next 60 days when compared to lightly shorted stocks.

Ekkehart Boehmer, Charles M. Jones, and Xiaoyan Zhang. “Which Shorts 
are Informed?” Journal of Finance, 2008, 63: 491-527.

“Our evidence suggests that short sellers act as specialized 
monitors who generate value-relevant information in the stock 
market” about “future fundamental value, especially for stocks 
with low institutional ownership.” 

Ferhat Akbas, Ekkehart Boehmer, Bilal Erturk, and Sorin M. Sorescu.  
“Why Do Short Interest Levels Predict Stock Returns?” (March 10, 2008). 

“Short sellers effectively act as a safety valve for companies in 
distress. Instead of curbing their activities (which only exacerbates 
the problem), short sellers should be encouraged in order to bring 
share prices back to realistic levels. In other words, short sellers 
can ‘correct’ market prices. In this scenario, short sellers effectively 
neutralise ‘irrational exuberance’ in the economy.” 

P.A.C. Saffi and Kari Sigurdsson. “Are Short Sellers Stakeholders?”  
Working Paper 2007. London Business School.  

Increase information flowing to investors — greater 
efficiency in securities pricing 

Daily shorting flows are positively related to several measures of 
informational efficiency. Short sellers are highly informed traders; 
their information moves prices for several weeks. When Professor 
Julie Wu examined the relationship between shorting and market 
efficiency in light of Regulation SHO (reduced restraints on short 
sales for a limited number of stocks), she found that the pilot 
stocks experienced “some improvements in price efficiency 
that are associated with increased shorting activity following 
the removal of the tick test. . . .These results provide additional 
support to the key finding that short sellers directly contribute to 
greater price efficiency.”

Julie Wu, “Short Selling and the Informational Efficiency of Prices.”  
2007 Working Paper. Texas A&M University.  

Ekkehart Boehmer and Eric Kelley,”Institutional Investors and the 
Informational Efficiency of Prices.” 2007 Working Paper.  
Texas A&M University. 

Focus investors’ attention on companies’ fundamentals 

Short sellers are able to predict downward analyst forecast 
revisions and anticipate earnings restatements. Further, “Our 
evidence suggests that the information short sellers exploit mainly 
concerns the market’s misperception of these firms’ fundamentals 
(as measured by future profitability),” according to researchers at 
Duke University. 

Jennifer Francis, Mohan Venkatachalam, and Yun Zhang, “Do Short Sellers 
Convey Information about Changes in Fundamentals or Risk?”  
2005 Working Paper. Duke University.  

H. Desai, S. Krishnamurthy, and K. Venkataraman. “Do Short Sellers Target 
Firms with Poor Earnings Quality?: Evidence from Earnings Restatements.” 
Review of Accounting Studies (2006) 11: 71-90. 

Negative earnings surprises are preceded by abnormal short 
selling.

Stephen E. Christophe, Michael G. Ferri, and James J. Angel. “Short-selling 
Prior to Earnings Announcements.” Journal of Finance (2004) 59: 1845-1875.

Improve market quality 

“We find no support for the short-selling opposition’s argument 
that short-selling disrupts orderly markets by causing panic selling, 
high volatility, and market crashes. Collectively, our empirical evi-
dence shows that allowing short sales improves market quality.”

Hazem Daouk and Anchada Charoenrook, “A Study of Market-Wide Short-
Selling Restrictions.” February 2005.  

Counter overpricing if constraints aren’t imposed

Constraints on short selling, whether formal and legalistic, 
or informal and cultural, can lead to overpricing of securities. 
Overpriced securities are likely to have low future returns until the 
overpricing is fully corrected. “We find strong evidence to support 
[other] hypotheses . . . that short-sale constraints are associated 
with less price efficiency.” They also show that fewer short-selling 
constraints are not associated with a higher proportion of sharp 
falls in stock prices. 

Pedro A. C. Saffi and Kari Sigurdsson, “Price Efficiency and Short-Selling.” 
December 10, 2007. AFA 2008 New Orleans Meetings Paper. 
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SEC states that naked short selling has no 
effect on an issuer’s total shares outstand-
ing and that NSCC’s CNS system does 
not create counterfeit shares. “Fails-to-
deliver can occur for a number of reasons 
on both long and short sales,” the SEC 
said. “Therefore, fails-to-deliver are not 
necessarily the result of short selling, and 
are not evidence of abusive short selling 
or ‘naked’ short selling.”59 

Regulation SHO includes a number 
of requirements “designed to target 
problematic failures to deliver.”60 The 
regulation requires that, before effecting 
a short sale in any equity security, a 
broker-dealer must either have borrowed 
or arranged to borrow the security or 
have “reasonable grounds to believe” 
that the security being shorted can be 
borrowed so that it can be delivered 
on the date delivery is due (the “locate 
requirement”).61

Regulation SHO includes the following 
exceptions from the requirement that 
a broker or dealer borrow or arrange 
to either borrow or locate an equity 
security before effecting a short sale:

	Broker or dealer accepting a short sale 
order from another registered broker-
dealer or dealer that is required to 
comply with such requirements (un-
less the broker or dealer relying on the 
exception contractually undertook the 
responsibility to comply).

	Short sales effected by a market 
maker62 in connection with bona-
fide market making activities in the 
security for which the exception is 
claimed.63

	Any sale of a security that a person is 
“deemed to own” under Rule 200 of 
Regulation SHO,64 provided that the 
broker or dealer has been reasonably 
informed that the person intends to 
deliver such security as soon as all 
restrictions on delivery have been 
removed.65

	Transactions in security futures.

‘Close Out’ Requirement

Regulation SHO imposes a “close out” 
requirement to address persistent failures 
to deliver stock in certain “threshold 
securities.”66 With limited exceptions, 
broker-dealers who are participants of 
a registered clearing agency must close 
out all failures to deliver that exist in 
threshold securities for 13 consecutive 
settlement days by purchasing securities 
of like kind and quantity (“close 
out”).67 Until the open fail is closed out, 
the broker or dealer, and any broker or 
dealer for which it clears transactions, 
including market makers, may not effect 
further short sales in that threshold 
security without borrowing or entering 
into a bona fide agreement to borrow 
the security (a “pre-borrow”).68

Compliance with Regulation SHO 
became effective January 3, 2005.

“Naked” short selling is not defined 
in federal securities laws, but generally 
refers to selling short without having 
borrowed or arranged to borrow the 
securities to make delivery. This can 
result in the failure of the seller to 
deliver securities to the buyer on the 
date delivery is due (known as “failure 
to deliver” or a “fail”).56 

Selling stock short without having 
borrowed the stock or located the stock 
for delivery at settlement would violate 
Regulation SHO (except for short sales 
by broker-dealers engaged in bona fide 
market making). Further, naked shorting 
as part of a manipulative scheme with 
the purpose of driving down a security’s 
price would violate various securities 
laws (including Rule 10b-5 under 
the Securities Exchange Act of 1934)
and both civil and criminal anti-fraud 
statutes.57

“While there may be instances of abusive 
short selling, 99 percent of all trades 
in dollar value settle on time without 
incident,” according to an SEC official.58 
Of all those that do not, 85 percent are 
resolved within 10 business days and 90 
percent within 20 business days.

Misconceptions

A Short Selling FAQ by the SEC also cites 
common misconceptions about the prac-
tice, such as the belief that naked short 
sale transactions cause the number of 
shares trading to exceed the number of 
shares outstanding. Another source of 
confusion is that the U.S. clearance and 
settlement system, and specifically the 
Continuous Net System (CNS) produces 
“phantom” or “counterfeit” securities 
by accounting for fails to deliver. The 

It is illegal for a trader deliberately to try and 

force a share price lower by spreading false 

rumors about the company. If caught, traders 

can be fined or imprisoned.
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before accepting a short sale order or 
effecting short sales in such securities. 
The emergency order was amended on 
July 18, 2008 so that these pre-borrow 
requirements did not apply to certain 
bona-fide market makers short sales of 
the 19 securities under Rule 144 of the 
Securities Act of 1933, and certain short 
sales by underwriters or members of any 
syndicate participating in distributions of  
the listed securities.75 Otherwise, except 
in the case of certain threshold securities 
(those on lists maintained by the SROs) 
that were subject to persistent delivery 
failures, the rules allowed brokers to 
effect a short sale as long as they had 
reasonable grounds to believe that the 
security could be borrowed so that it 
can be delivered on time. 

The Coalition of Private Investment 
Companies and the Managed Funds 
Association opposed the emergency 
restriction on short selling. In their letter 
to the SEC, they said: “Expansion of the 
emergency order to a broader list of 
stocks...will inflict substantial damage 
on the US equity markets. This damage 
would threaten the status of the US equity 
markets as the world’s equity markets 
of choice.” They said the rule would 

AntiFraud rules imposed

In October 2008, the Commission 
adopted Exchange Act Rule 10b-21, 
making it unlawful for any person to 
deceive a broker-dealer, participant of a 
registered clearing agency or purchaser 
regarding that person’s intent or ability 
to deliver an equity security on or before 
the settlement date.73 The rule’s primary 
aim is to reduce the incidences of 
“fails to deliver” for securities and the 
negative impact that these “fails” have 
on the market for those securities  with 
delivery failures.

Emergency orders

On July 15, 2008, without using  
the traditional “notice and comment” 
procedure for agency rules, the SEC 
issued an emergency order, prohibiting 
anyone from effecting a short sale in 19 
securities “unless such person or its agent 
has borrowed or arranged to borrow the 
security or otherwise has the security.”74 
This order took effect on July 21, 2008 
and was extended through to August 
13, 2008. Under these limitations, 
broker-dealers had to borrow or 
make formal arrangements to borrow 
the shares for the 19 listed securities 

SEC Analysis Supported Removal of Short Sale Price Test

“The Commission’s Office of Economic Analysis gathered the data made public during the Pilot, analyzed 
this data and publicly issued a report on the Pilot, which can be found on the Commission’s website. 
Generally, the OEA study, other academic studies of the Pilot data, and the panelists at the Commission’s 
Regulation SHO Roundtable, concluded that price tests do not have a large impact on market quality and 
urged removal of short sale price test restrictions. In addition, OEA’s analysis of the Pilot results did not 
evidence an increase in manipulative short selling after removal of price tests.”

James A. Brigagliano 
Associate Director, Office of Trading Practices and Processes Division of Market Regulation, SEC  
March 22, 200769

Each SRO is responsible for providing 
the threshold securities list for those 
securities for which the SRO is the 
primary market.70 Appearance on the 
threshold list “does not necessarily mean 
that there has been abusive naked short 
selling or any impermissible trading in 
the stock.”71

Other rules and regulations may also 
apply to short sales, such as Federal 
Reserve Board’s Regulation T margin 
requirements. 

“Regulators and 
politicians always need 
someone to blame when 
people lose money. The 
shorts, along with fair 
value accounting and the  
‘irresponsible media,’ 
were easy targets for 
those seeking scapegoats 
for a  half-decade of  

bad banking.”

Financial Times 
December 30, 200872
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SEC Reconsiders  
‘Uptick Rule’ 

In June 2007, the SEC adopted one 
of the most significant changes 
to the regulation of short sales in 
nearly 70 years. The commission 
unanimously voted to eliminate 
the “tick rule” found in Securities 
Exchange Act Rule 10a-1 and to 
prohibit any securities SRO from 
imposing a price restriction.85

The tick rule had been adopted by 
the SEC in 1938 after several years 
of considering the impact of short 
selling on the 1929 market crash and 
the general effects of short selling 
in a declining market. The rule had 
prohibited selling a security short 
on a “down-tick,” a price below its 
preceding reported sale price, or on a 
“zero down-tick,” a price equal to its 
preceding reported sale price if that 
price is below the preceding different 
reported sale price.86

In testimony before a House 
Appropriations subcommittee, SEC 
Chairwoman Mary Schapiro said her 
agency would issue a proposal in 
April 2009 to restore the so-called 
uptick rule and will look at other ways 
to address short selling in the stock 
market. “We are going to ask some 
questions about other alternatives. 
There are going to be some other 
ideas that we will float.”87

However, a December 2008 study 
by SEC economists Daniel Aromi and 
Cecilia Caglio concluded that the 
uptick rule was less effective when 
needed most, during panics that 
drive down stock prices and increase 
volatility. Further, the SEC’s Division of 
Trading and Markets said operational 
issues at brokerages would make it 
“impossible” to reinstate the rule 
in its previous form, according to 
a January 20, 2009 letter sent to 
Representative Gary Ackerman, a 
New York Democrat, by former SEC 
Chairman Christopher Cox.88

“undermine critical market activities...
[and] make it more difficult, expensive 
and risky to sell short.” Further, 
“Restrictions on short sales distort the 
fundamentals that drive market prices 
and are...counter-productive because 
they remove liquidity and healthy 
skepticism from the marketplace.”76 This 
emergency order expired in mid-August.  

On September 18, the SEC imposed a 
temporary ban on short sales of 799 
financial stocks until October 2.77 That 
list of stocks grew to nearly 1,000 issuers 
as the ban was extended until October 8, 
three business days after the Emergency 
Economic Stabilization Act of 2008 was 
signed into law.78 On September 19, the 
SEC issued a temporary rule requiring 
reporting of short positions. That 
reporting obligation was later modified 
and extended to August 2009.79

On October 14, the SEC eliminated the 
options market maker exception to the 
close out requirement of Regulation 
SHO. As a result of the amendments, 
fails to deliver in threshold securities 
that result from hedging activities by 
options market makers will no longer 
be excepted from Regulation SHO’s 
close out requirement.80 That same 
day, the SEC cleared a naked short 

selling antifraud rule (see earlier text).81 
The SEC also imposed and put out for 
comment an interim temporary final rule 
requiring that participants of a clearing 
agency registered with the SEC deliver 
securities by settlement date, or if the 
participants have not delivered shares by 
settlement date, immediately purchase 
or borrow securities to close out the fail-
to-deliver position by no later than the 
beginning of regular trading hours on 
the settlement day following the day the 
participant incurred the fail-to-deliver 
position (see earlier text).82

The experience with the ban on short 
sales of financial stocks shows that the 
ban had adverse effects on investors, 
issuers, and the markets by increasing 
volatility, reducing liquidity, clouding 
price discovery, preventing effective 
hedging in rapidly declining markets, 
and severely impeding the convertible 
bond market. (See pages 18-19 for more 
analysis about the impact.)

SEC Chairman Cox later conceded in an 
interview with the Washington Post that 
“the biggest mistake of his tenure was 
agreeing in September to an extraordi-
nary three-week ban on short selling of 
financial company stocks.”83

Academics Call Short-Selling Ban Ineffective

“Some academics have argued that the bans 
actually wreak more havoc on the financial system 
by restricting liquidity and preventing share prices 

from trading at values set by an open market.”

Jeff Benjamin, Investment News, January 4, 200984



Market Quality Worsened under SEC Bans on Short Selling

Initial studies conclude that the series of 
bans on short selling “financial” stocks  
imposed by the SEC in the fall of 2008 
had an adverse impact on capital markets, 
harming investors by increasing volatility, 
reducing liquidity, clouding price discovery, 
preventing effective hedging in rapidly 
declining markets, and severely impeding 
the convertible bond market.

A research report in November 2008 from 
Columbia University found that the ban 
on nearly 1,000 financial-sector stocks 
was counterproductive, ill-conceived, and 
politically motivated.89 

The wider the effective spread or quoted 
spread, the less liquid is the stock. The 
authors found, “While the shorting ban 
is in effect, these market quality measures 
diverge wildly. Median effective spreads do 
widen out to 32 basis points for the control 
stocks, but median effective spreads for 
the stocks on the initial ban list widen out 
to 77 basis points. This represents a more 
than fourfold increase in effective spreads 
on the banned stocks.”90

The reason for this widening in spreads 
is that the shorting ban had eliminated 
many market participants who had been 
providing substantial amounts of liquidity.

“In mid-November 2008 the temporary 
shorting ban is over, yet the stresses on 
the financial system do not seem to have 
abated,” the authors wrote. “It may be too 
soon to judge, but we suspect that after 
some time has passed, future observers 
will look back at this shorting ban with 
the same kind of wonder that economists 
reserve for Nixonian price controls and 
other similar government interventions. 
Those future observers will probably ask: 
did they really think that would do any 
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good?”91 Straight sells (non short sells) 
can also result in fails, proving fails can be 
caused by back-office procedures and/or 
computer program failure.

In an analysis of short sales restrictions 
in five countries (specifically, France, 
Germany, Italy, the United Kingdom, 
and the United States), Cass Business 
School researchers Ian W. Marsh and 
Norman Niemer found that the pricing of 
stocks was determined by sector-specific 
influences rather than restrictions on short 
selling.92 These findings are based on an 
examination of daily returns on shares 
in the five countries before and after the 
introduction of restrictions on short selling, 
including shares subject to the bans and 
those that were not. 

While the authors caution against placing 
too great an emphasis on the statistical 
analysis given the bans’ relatively short 
periods, nevertheless they concluded that, 
“If the aims were to reduce volatility and 
bring pricing stability, our sense is that the 
short-selling restrictions have not done 
what they set out to do.”93

IMD Finance Professor Arturo Bris’s 
study of the two periods of short-selling 
restrictions between July and October 
shows that market quality deteriorated 
for those stocks covered by the SEC’s 
emergency orders.94

“Our preliminary findings show that the 
emergency orders resulted in a decline in 
market quality for the EO-covered securities 
compared to comparable financial stocks,” 
Bris said. “As a consequence, the EO 
restraints on short selling have exacerbated 
fluctuations in the affected securities’ 
prices, and disrupted the functioning of 
fair, orderly equity markets. These are the 
very problems the ban was supposed to 
prevent, if not end.”95 

	Legitimate trading strategies, including 
long trades, were impeded. Short selling 
is inextricably interwoven with many 
trading strategies, such as convertible 
arbitrage. The ban had the effect of 
severely limiting the ability of managers 
to rely on such strategies. Because inves-
tors were not permitted to sell short 
the shares of financial issuers, there 
was less interest in buying convertible 
bonds, which tends to increase the cost 
of capital for issuers.96 

	Liquidity dried up, volatility increased, 
and spreads widened. With short 
sellers exiting the markets, liquidity 
diminished. The Wall Street Journal also 
reported that, as would be expected 
from lost liquidity, bid-ask spreads in 
restricted stocks rose sharply — from 
0.15 percentage points to almost 0.40 
percentage points.97 Commentators 
noted that the global crackdown on 
short selling made markets more erratic 
and volatile and may have contributed 
to falling share prices because of the 
disappearance of short sellers, whose 
short covering provides a key cushion.98 

A study by Nasdaq OMX of the ban 
found that stocks covered by the ban 
became more volatile.99 The Chicago 
Board Options Exchange Volatility 
Index (a widely used measure of market 
volatility determined by reference to S&P 
500 stock index options) set new records 
on September 29 and October 6.100 In 
addition, transaction costs increased 
and spreads widened.101

	 Investment firms were forced to limit 
offerings. Investment firms that sponsor 
exchange traded funds announced that 
due to the emergency action, they had 
refused orders to create shorts.102



“Most people know 

that short-sellers are an 

important part of having 

a liquid market. My guess 

is, a lot of people close 

to the markets probably 

thought the SEC would 

know that too.”
Professor Charles Jones, 

Columbia University 
January 4, 2009105
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Why Reporting to the SEC Makes Sense  
But Broader Requirements Would be Harmful

The SEC has the right to obtain and review confidential information about 
short positions for market surveillance purposes, but forcing public disclosure 
of individual positions of investment managers would have multiple serious 
consequences for the market. 

Public disclosure will cause competitive harm. Institutional investment 
managers could suffer competitive harm if their short sale positions were 
disclosed to the public. Investment managers employing a fundamental short 
strategy seek to identify overvalued equities. They conduct rigorous, costly 
financial analyses that focus on whether an issuer has an unsustainable or 
operationally flawed business plan, has materially overstated earnings, or 
otherwise engaged in fraud. As a former chief economist for the Commission 
has noted, disclosure of short positions would allow some traders to be 
“free riders,” copying the positions of others, and benefiting themselves 
while reducing the gains that would otherwise accrue to those that actually 
performed the research.106 

Public disclosure of short positions in equity securities could shift trading to 
less transparent markets and compromise strategies. Public disclosure could 
result in the transfer of short sale activity to less transparent markets, such as 
those for swaps, credit default swaps, and other derivative transactions. 

Public disclosure exposes financial institutions to retaliation. Public disclosure 
of short positions would unfairly expose financial institutions to retaliation by 
companies and the risk of “short squeeze” campaigns. A squeeze can result 
in substantial losses for a financial institution holding a short position and lead 
to increased volatility.107 Public disclosure would expose financial institutions 
to retaliation as issuers cut off communications with analysts at institutions 
who report short positions in the issuers’ securities. 

Public disclosure may confuse investors. Short selling in a company’s stock 
can occur for a variety of reasons and not necessarily because the short 
seller has a negative view of a company’s outlook. For example, a financial 
institution may take a short position to lock in a spread or hedge an investment 
in convertible bonds by shorting the same company’s equity. Traders also 
buy options and/or futures on stock indices and then short the individual 
component equities in order to profit from arbitrage opportunities. In these 
instances, public disclosure of short sale positions may mislead investors, 
who may incorrectly assume that the institution has a negative view of the 
company whose stock is being shorted.

CPIC believes that the SEC should have the information that it needs in 
order to police the securities markets.108 However, the SEC should consider 
alternatives to requiring public filing of such data. For example, short sellers 
could be required to retain and make available for SEC inspection detailed 
books and records relating to their short sale activity. This alternative would 
preserve confidentiality while providing the SEC with necessary data on short 
sale activities. 

	Price discovery was limited. 
Fundamental short sellers, in the 
process of discovering fraud, hidden 
risks or just poor management, correct 
inefficiencies in the market and can 
prevent other investors from losing 
money. Their absence during the ban 
diminished the benefits they provide to 
the securities markets.103

	Hedge funds and investors were harmed 
by the ban. Because hedge funds were 
not permitted to sell short, a number 
of strategies, including convertible 
arbitrage, statistical arbitrage, and long-
short equity strategies, were disrupted 
by the ban.104 The SEC’s actions 
in changing the rules and curbing 
legitimate trading strategies mid-stream 
undoubtedly was a factor in the losses 
incurred by the clients of many funds.
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Researchers found that “markets which prevent or do not 

practice short sales are characterized by poor information 

diffusion and price discovery.... Market efficiency and the ability 

to hedge investments are attractive factors to sophisticated 

global investors.”109 Short selling differs significantly worldwide; 

the practice depends not only on regulatory structure but also 

upon costs and tax considerations. 

“Our survey of world markets suggests that, while as much 

as 93 percent of the world’s equity market by capitalization is 

shortable, there are particular regions of the world where it is 

difficult to take a short position. These include several countries 

in Southeast Asia and South America.” 

According to the authors’ research, “Allowing short sales seems 

to reduce global capital outflows.. . . [I]t suggests that market 

efficiency and the ability to hedge investments are attractive 

factors to sophisticated global investors.”110

After the UK Financial Services Authority imposed a temporary 

short selling ban for stocks in the country’s financial sector stocks 

in September 2008, volatility in those stocks was “substantially 

higher than for shares in the FTSE 350 in general.” Further, 

volume declined, an important measure of liquidity. For the 

whole period of the temporary ban, compared to a 90-day 

period before the ban, volume decreased 36 percent in contrast 

to trading volume in the FTSE 350, which fell 11 percent. 

Spreads also widened for the restricted stocks.111

Global Perspective 
Markets Lacking Short Selling Opportunities  
Limit Investors’ Ability to Discover Securities’ Value

“Economic theory and 

empirical studies support 

the view that short selling 

normally contributes to 

the efficient functioning 

of the market.  We share 

that view and have made 

it consistently clear that 

we regard short selling as 

a legitimate investment 

technique in normal 

market conditions.”  

Financial Services Authority 
February 2009



1609	T he Dutch East India Company protests to the Amsterdam Exchange after short sellers make 
enormous profits on its stock. That leads to the first ever regulations on shorting in the 
following year

1733	B ritain bans naked short selling

1917	T he New York Stock Exchange implements restrictions on shorting and requires a list by 
noon every day of speculators

1929	S hort sellers are among those blamed for Wall Street crash

1932	 President Herbert Hoover condemns short selling for speculative profit on the New York 
Stock Exchange

1938	T he Securities and Exchange Commission seeks to restrict short selling by only allowing it 
when a stock’s price is rising, the “uptick rule,” which is repealed in 2007

1940	T he Investment Company Act is passed and restricts mutual funds from short selling

1949	A lfred Winslow Jones, a financial journalist, creates the first modern hedge fund by forming 
an unregulated fund that buys stocks while shorting others to hedge some of the market 
risk, and thus was born the “hedge fund”

1987	C ongress investigates short selling following market break

1997	M alaysia charges Credit Lyonnais with short selling following the collapse of the country’s 
currency and stock market

2001	 Wall Street firms ask short sellers not to try to profit from falling shares following the  
Sept. 11 attacks.

2001	 Within two weeks of the Sept. 11 attacks, financial regulators investigate whether groups 
linked to Osama bin Laden tried to profit by shorting the shares of an insurance company 
exposed to claims from the destruction

2004	T he SEC approves a new rule called Regulation SHO, which seeks to reduce naked shorting 
by requiring the publication every day of a list of the securities with significant delivery 
failures. In a naked sale, the seller does not borrow the stock in time to deliver the stock to 
the buyer within the required three-day settlement period. Reg SHO comes into effect in 
January 2005

2007	T he SEC unanimously repeals the uptick rule in June

2008	T he SEC imposes a series of emergency orders between July and October restricting short 
selling. The SEC also implemented several new rules. One rule made it fraudulent for short 
sellers to deceive broker-dealers about their intention or ability to deliver securities in time 
for settlement. Another required that short positions be disclosed temporarily to SEC staff. 

2009	 Several academic studies find that the SEC’s 2008 actions to restrain short selling worsened 
market quality to the disadvantage of investors.

	 SOURCE: Reuters.Available at: http://news.alibaba.com/134305_Knowledge/322670/Milestones_Short_
Selling_History.htm. 

Milestones in History of Short Selling
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