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This article examines the recent regulatory developments with regard to short 
selling.  Short selling regulation is an important factor in firm governance 
because it affects the way in which firms are subject to market discipline.  As 
the financial crisis has attracted regulators’ notice to short selling once again, 
it is important to understand the fundamental legal and economic arguments 
regarding short selling.  These arguments have at their core the question of 
whether there exists a market failure.  The available evidence on balance 
suggests that short selling restrictions hamper the price discovery process.  
Also, while regulations against market abuse are required, it is often an 
ineffective detour to pursue the goal of fair markets through the regulation of 
short selling.  Based on these arguments, the article evaluates the approaches 
taken by the U.S. and U.K. regulators, who play a leading part in the current 
movement towards more comprehensive short selling regulation.  The U.S. 
SEC’s recently adopted rules do not seem to bring much added value and will 
presumably affect market efficiency in the negative.  First principles suggest a 
somewhat more positive stance on the SEC’s proposal for a circuit breaker 
rule and the U.K. FSA’s proposed disclosure approach, though both are 
subject to caveats.  We also highlight some central questions for future 
research. 
Keywords: Short selling, regulation, market abuse, market efficiency, financial 
crisis 
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1. INTRODUCTION 
 

”Bear attacks which generally assume the form of short selling, have caused 

and continue to cause immeasurable damage to innocent stockholders […].  If 

persisted in, such attacks are bound to impair seriously the country’s business 

interests.”  

 

What reads like a statement from a recent regulatory filing or law—

perhaps put into place in the course of the current financial crisis—actually 

stems from a document that is 400 years old.  The excerpt (cited in Meeker 

1932:205) comes from a complaint filed by the directors of the East India 

Company, which was traded on the Amsterdam Bourse.  Despite several 

counterarguments produced by other market participants, ultimately, the first 

important legislation against short selling was enacted on 24 February 1610. 

Today—four centuries later—short selling still is of ill repute.  As it 

became apparent in September 2008 that the crisis would not confine itself to 

the sub-prime mortgage market in the U.S., but make a dramatic impact on the 

financial industry worldwide, regulators feared that short selling would 

increase the downturn.  Numerous countries around the world have since then 

adopted more or less comprehensive temporary short-term restrictions on short 

selling within their stock markets, some of which have remained in place for a 

fairly long time.1 

Apart from these emergency restrictions implemented amidst the ongoing 

financial crisis, long-term regulatory constraints on short selling are currently 

under consideration once again.  This affords an opportunity for regulators to 

reflect on the first principles of regulation rather than having to legislate in the 
                                                 
1 For a detailed and regularly updated overview of the emergency short selling bans and other 
regulatory constraints imposed on short selling in the course of the financial crisis and 
beyond, see Gruenewald et al. (2009). 
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heat of the moment.  It is also of critical importance for firms to understand the 

implications of different regimes.  After all, short selling acts as a potential 

external governance mechanism.  The importance of short selling (and hence 

of the implications an inadequate regulatory regime may have) become 

apparent when one observes that in 2005, for example, short selling 

represented roughly 24% of share volume on the NYSE and more than 30% of 

NASDAQ share volume (Diether et al., 2007). 

A substantial number of observers have recently rushed to conclude that 

short selling has negative effects and should be regulated more strictly and 

comprehensively.  This trend is understandable in the presence of financial 

market turmoil that has not been seen in generations.  Yet the above anecdote 

illustrates that the controversy of whether short selling is good or bad is not 

new—neither is the situation that some powerful groups exert severe pressure 

to legislate quickly against perceived speculative activities.  Countries such as 

the U.K., France, Germany and the U.S. have made different experiences with 

short selling regulation over the past centuries.  If this record teaches us 

anything, it is that obtaining a sufficient set of information before attempting 

to regulate is essential.   

Therefore, while we acknowledge that regulators need to have the legal 

ability to intervene in exceptional circumstances, we will argue in the 

following Sections that the regulators’ approach towards short selling should 

nonetheless be guided by certain first principles.  Against the background of 

the (re-)sparked interest of regulators in short selling restrictions, we take a 

step back in our analysis and consider some first principles of financial market 

regulation in general.  We then apply these principles to short selling 

regulation implemented or envisaged in a permanent manner.2 

                                                 
2 The focus of the paper is on how regulators should approach the regulation of short selling 
in the long term.  The ex post evaluation of the emergency restrictions adopted during the 
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We begin in Section 2 with a brief primer on short selling, introducing 

some terminology.  In Section 3 we discuss the arguments for and against short 

selling and argue that two reasons could, in principle, support short selling 

restrictions: First, if short selling leads to market inefficiency through 

diminishing the informativeness of market signals or, second, if short selling 

fosters or facilitates market abuse.  As for the first argument, the evidence 

suggests that short selling can in fact be expected to be associated with a more 

efficient price discovery process.  While the literature does not offer 

unambiguous results, the broad evidence suggests that short selling restrictions 

tend to induce inefficiencies.  As for the second argument, the existing market 

manipulation rules are, in principle, sufficient to hinder abusive short selling.  

However, the enforcement of these rules may not be straightforward.  This is 

particularly problematic when manipulative activity through short selling 

generates prices that lead to distorted real economic decisions.  We also 

discuss why short selling restrictions may have an effect even though short 

sales can, in theory, be replicated through derivatives or futures strategies.  

Section 4 then critically evaluates the most recent approaches taken by the 

U.S. and the U.K. regulators in the light of our arguments.  Although both of 

them are examples of the general movement towards stricter short selling 

regulation, the two countries have opted for quite different ways forward.  We 

conclude that, at least in part, both countries’ approaches may in fact be 

designed to provide the regulatory authorities with appropriate tools to 

                                                                                                                                      
crisis could provide important (additional) evidence.  However, analyzing the restrictions’ 
causal effects is as interesting as it is challenging.  From the methodological perspective, note 
that, to estimate the price, liquidity or volatility effects, the central question is what would 
have happened (with the affected stocks as well as with the markets as whole) in the absence 
of the emergency regulations, which is difficult to ascertain empirically.  In particular, the 
fact that the stock market overall did not recover for a fairly long time and, indeed, kept 
falling even with the emergency restrictions in place is, in and of itself, not evidence of a lack 
of effectiveness of the restrictions.  To our knowledge, Beber and Pagano (2009) provide the 
most comprehensive international analysis of the effects of emergency short selling 
restrictions adopted during the financial crisis of 2007-2009. 
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temporarily intervene in securities markets in case of severe market 

disruptions.  Yet we also explain that the precise implications of the proposed 

systems—a circuit breaker or uptick rule in the U.S. and an enhanced 

disclosure regime in the U.K.—need to be examined more deeply first.  

Section 5 concludes. 

2. HOW SHORT SELLING WORKS 
We begin with some general remarks that apply independent of the specific 

institutional or legal context.  Short selling may be defined as the practice of 

selling a security the seller does not own at the time of the sale.3  The seller 

goes short with the attempt to later repurchase the security at a lower price.  

Generally speaking, the short seller bets on the specific stock price to fall.  In a 

“conventional” short sale, the short seller borrows the securities to be sold and 

later repurchases identical securities on the market to return them to the lender 

in order to “close the position”.  If the security price falls in the meantime, the 

short seller makes a profit by having sold the borrowed securities at a higher 

price than it pays for repurchasing them.  However, the practice also bears 

substantial risks.  If the security price rises unexpectedly, the short seller loses 

by having sold the securities for less than the price at which it later has to buy 

them back.  A short seller hence profits directly from falling share prices.  In 

addition, short sellers may benefit from changes in relative prices.  This is the 

case when an investor engages in pairs trading, speculating that one share will 

outperform the other (Gatev et al., 2006). 

Broadly, the following parties are involved in a short sale (see Figure 1): 

(1) The securities lender who represents (2) the ultimate owner, (3) the 

borrower and short seller, (4) a broker through whom the borrower arranges 

                                                 
3 Similar hedging techniques also exist in commodities markets (especially commodity 
futures).  This article, however, focuses on short selling of stocks. 



6 

 

the securities lending agreement with the lender, (5) the buyer and (6) the 

clearing agency. 

 

Owner 

Securities 
Lender 

Borrower/ 
Short Seller 

 Collateral 

Rebate 

Shares 

Shares 

Cash Return 

Fee 

Broker 
Invest-
ment 

Buyer 

Clearing 
Agency 

Shares Funds

Fail to deliver Buy-in 

 
 
Figure 1: Equity loan and short selling structure 

 

The short seller first concludes an agreement with a lender of the specific 

stock to borrow shares in return for an obligation to deliver shares of the same 

kind back whenever the lender demands.  After selling the securities to the 

buyer, the short seller delivers the borrowed shares to the clearing agency in 

order to satisfy its delivery requirements.  Like in any sale of securities, the 

short seller and buyer close a transaction obligating the short seller to deliver 

the securities on the settlement date.  If the short seller does not obtain the 

shares from a lender, i.e., “locate” them within the required time frame, it 

“fails to deliver.” 

Investors who want to sell a stock short must—at least in case of 

conventional short selling—first find a party willing to lend the shares they 
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intend to sell.  Therefore, speaking of short selling, we also need to consider 

the structure of the equity lending market and the specific problems related to 

it.   

Securities owners often allow their brokers or depositories (securities 

lenders) to hold their securities on their behalf, i.e., to hold them “in street 

name”.4  Securities lenders holding securities on behalf of their clients legally 

own them, while their clients only hold corresponding interests in their 

accounts.  Under the securities lending agreement, the title to the securities 

passes to the borrower of the securities and the short seller, respectively.5  In 

turn, the borrower gives a certain amount of the shares’ market price as cash 

collateral to the lender.  While holding the collateral, the lender is able to 

reinvest the cash and make a return.   

The stock lending market is competitive.  Therefore, lenders must pay 

brokers (acting on behalf of borrowers) interest on the cash collateral, the so-

called rebate, in order to obtain their business.  Institutional short sellers 

typically get the rebate refunded from the broker with the proceeds of their 

sale.  By contrast, retail borrowers do normally not receive any interest on 

their proceeds, which bestows a very significant source of income on brokers.6  

The rebate rate is, of course, dependent on supply and demand of the 

respective stock.  If the amount of shares available to borrow exceeds the 

number of shares that short sellers desire to sell short, the rebate rate is 

approximately equal to the Federal funds overnight rate.  In case the demand 

for shorting a stock starts exceeding the amount available to borrow at the 

Federal funds overnight rate, the rebate rate falls.  Such stocks are “on 
                                                 
4 Traders often hold their securities in street name to use them as collateral for margin loans 
and to ensure that they are available for settlement. 
5 Legally speaking, stock lending is actually more akin to a sale and redelivery than to 
borrowing as such. 
6 As Harris (2002), at 157, notes, the reluctance of brokers to pay the rebate to their retail 
clients is surprising.  Those brokers willing to pay out only half the interest they receive as 
short interest rebate should have an extremely lucrative business.   
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special”.  If demand grows further and can hardly be met any more, the rebate 

rate may even turn negative. 

This setup may be considered potentially problematic for several 

reasons: First, the owner (or rather the individual with an entitlement) need not 

know that the shares have been lent to the short seller.  Simultaneously, 

however, the securities lender does not take direct interest in which way the 

stock price moves.  Indeed, if anything, the lender favors a stock price decline 

(in this partial analysis) as this makes it more likely that the short seller is able 

to repurchase the security.  Yet a stock price decline is precisely what the 

owner wishes to avoid.  This clash of interests grows even worse as markets 

decline since the lending services by the broker will be in greater demand.  

Second, the owner often does not receive an explicit compensation for the 

external cost imposed on it by the securities lending arrangement.  Arguably, 

the marginal benefits the lender obtains by providing this service to short 

sellers are passed on to the owner in the form of lower general fees.  However, 

it is very hard to ascertain whether this is indeed the case.  Third, securities 

lending allows for a decoupling of (formal) economic ownership and voting 

rights of shares since the title to the securities, including the right to vote at the 

shareholders’ meeting, passes to the borrower under the securities lending 

agreement.  This can cause confusion with a view to the voting rights linked 

with the shares lent to the short seller—a problem that is intensified by the fact 

that the owner may not know that its shares have been subject to a securities 

lending agreement.  While the short seller—notably having a negative 

economic interest in the respective company—is empowered to vote at the 

shareholders’ meeting, the owner is not, at least as long as the securities 

lending agreement persists.  Whether and to what extent such decoupling may 

be advantageous or not, has been analyzed by economists and lawyers for 
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many years.7  Fourth, securities lending (be it for short selling purposes or not) 

also entails a substantial credit risk.  Most recently, the investment company 

Olivant reported that it was not able to locate its equity stake of almost 2.8% 

of total UBS shares due to the collapse of Lehman Brothers, which was 

Olivant’s prime broker and depository of Olivant’s UBS shares.  And this case 

seems not to be the only one.  If stock owners entrust their securities to a 

securities lender (in this particular case Lehman Brothers)—possibly not even 

knowing that their securities are being lent to a third party—they risk that they 

will not get them back in case the lender files for bankruptcy.  Often, the 

owner may not even be able to ascertain where its shares are and how many of 

them it (still) possesses.8 

If the short seller does not find a securities lender willing to lend shares 

of the respective stock until settlement date, it fails to deliver.  In the case of a 

fail to deliver, the buyer may initiate a so-called “buy-in” by giving instruction 

to the clearing agency to locate and buy back the required stock within its 

system or on the market.9  The buy-in is successful if the clearing agency 

manages to locate shares of the like kind and quantity to cover the short sale.  

However, if liquidity of the specific stock is short, the clearing agency may not 

be able to make the required stock available and the buy-in may itself result in 

another fail to deliver.  In this case, the short seller has—and often continues 

                                                 
7 See Hu and Black (2006 and 2007) for a review of these issues.  Starting from the 
benchmark result on the optimality of the one-share-one-vote rule (Grossman and Hart, 1988; 
Harris and Raviv, 1988), researchers have considered the notion that a decoupling leads to 
increased rent extraction (Bebchuk et al., 2001), but also to the ability of firms to make long-
term investments whose expected payoffs are hard for outside investors to assess (DeAngelo 
and DeAngelo, 1985).  This research has suggested, due to a wedge between the individual 
and social value of voting power, both that some may acquire excessive power without paying 
an appropriate price for doing so (Hu and Black, 2007) and that a control contest for votes 
could have efficiency advantages, compared to a contest for shares (Blair et al., 1989). 
8 Solutions to this problem do not yet exist as it is an utterly new phenomenon of the current 
financial crisis that prime brokers actually collapse. 
9 The practice of buying-in is found in most jurisdictions, but the precise form varies.  Some 
clearing agencies even provide for automatic buy-ins in case of fails to deliver. 
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to have for a fairly long time—an open unsatisfied obligation to the clearing 

agency and does not receive funds until the shares are delivered.  

Simultaneously, the buyer of the shares remains unsatisfied until the securities 

become available.  The clearing agency’s risk is (at least partly) covered by the 

posted collateral from the short seller. 

While conventional short selling is the sale of securities the seller does 

not own, “naked” short selling can be described as the sale of securities in 

which the seller does not even have the intention to locate and borrow the 

security by the settlement date and actually does not do so.  Naked short sales, 

therefore, always result in the short seller failing to deliver.  Theoretically, 

naked short sellers could sell short more than 100% of a company’s stock.  In 

some cases, the shares sold short in a naked short sale may, thus, not even 

exist.  We discuss the relationship between conventional and naked short 

selling in more detail in the following Section. 

3. ARGUMENTS FOR AND AGAINST SHORT SELLING AND 
ITS REGULATION 

Short selling restrictions were originally passed to prevent downward pressure 

on stock prices.  Indeed, announcements about increases in short positions are 

empirically associated with negative information about a stock, which is then 

reflected in prices (Senchak and Starks, 1993; Asquith and Meulbroek, 1995; 

Desai et al., 2002; Ofek and Richardson, 2003).  Perhaps for this reason, 

managers generally are very skeptical of the role of short sellers.10  For many 

years, arguments on a “moral” level have been raised against short selling.  

Today, however, short selling is a common strategy for speculative purposes 

and a favored technique to hedge risks since it is often less costly than other 

                                                 
10 See Lamont (2004) for a description of battles between firms and short sellers over short 
selling. 
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hedging methods.  Even the most fervent opponents of short selling appear to 

agree that it is legitimate, in general, to sell what one does not own.11   

Having accepted the possibility (and reality) of short selling in 

principle, the inevitable question arises whether regulatory restrictions on short 

selling are effective and desirable.  Often, such restrictions are evaluated in 

terms of their effects on prices, liquidity and volatility.  But while these 

particular quantities are of interest in and of themselves, the larger picture of 

how short selling restrictions should be evaluated is mostly only implicitly, or 

not at all, discussed.  We instead start from first principles to understand 

whether short selling should be regulated at all.   

3.1 GENERAL NORMATIVE CONSIDERATIONS IN FINANCIAL 
MARKETS REGULATION  

Whether short selling should be regulated can be viewed as a subset of the 

more general question of when it is appropriate to regulate financial markets.  

The primary goal of financial markets regulation is commonly seen in the 

maximization of economic efficiency (e.g., Stigler, 1975:88).12  This goal can 

particularly be achieved through the correction of market failures.13  In these 

cases, regulation is assumed to be justified because the unregulated market 

will fail to produce an environment in accordance with the public interest 

                                                 
11 Interestingly, the SEC has implicitly used this kind of moral reasoning to justify its latest 
restrictions on short sales.  It has argued, for instance, that short selling may “deprive 
shareholders of the benefits of ownership” (SEC, 2008b:3).  Although this is of course true, it 
is not a specific problem of short selling, but rather of non-fulfillment of contractual 
obligations in general.  If non-fulfillment occurs deliberately, it is not only considered 
undesirable, but also immoral.  By implicitly relating deliberate (or at least accepted) non-
fulfillment to short selling, the SEC thus creates—at least in this context and perhaps 
inadvertently—the appearance of denouncing short selling (especially naked short selling) as 
an unethical practice. 
12 For a compilation of legal-normative reasons for financial regulation see, e.g., Arner and 
Weber (2007). 
13 Another rationale for regulation would be a market absence, i.e., the situation where there is 
no effective market at all (e.g., monopolies). 
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(Baldwin and Cave, 1999:9).14  The goals of financial markets regulation thus 

include, amongst others, the maintaining of competition, the prevention of 

externalities (or the requirement for those causing externalities to internalize 

spillover costs) as well as the protection of investors against fraud and similar 

abuses (Houthakker and Williamson, 1996:285).15 

Any regulation incorporating these goals needs to be effective itself, i.e., 

it has to actually reduce the inefficiencies caused by the targeted market 

failures.  Furthermore, even if there is a market failure, direct and indirect 

costs of regulation may exceed its benefits.  If so, government interventions 

are not considered a superior outcome to market failure (Viscusi et al., 

2005:10).  Such costs include the cost of enforcing regulation and monitoring 

compliance with it as well as possible unintended consequences of regulation 

(e.g., moral hazard) and its potential effect as a barrier to innovation 

(Schwarcz, 2008b:208-209).   

In sum, financial markets regulation is generally considered justified if 

(i) it aims to correct market failures, (ii) it is effective in doing so and (iii) its 

benefits exceed the costs caused by it.   

Short selling is an activity within financial markets.  It does not—by its 

nature—imply additional features that would support any regulatory goals or 

preconditions other than the abovementioned.  In Section 3.2, we consider the 

                                                 
14 The so-called Public Interest Theory assumes that regulation is implemented solely to 
correct market failures.  This theory is challenged by the Capture Theory and the Economic 
Theory of Regulation, which are both based on the assumption that regulation is the result of 
pressure groups pushing their particular interests (see, e.g., Stigler, 1971). 
15 On an even more general level, economists have provided a number of conditions under 
which there is scope for welfare-improving restrictions on private contracts (see Hermalin and 
Weisbach, 2006).  In particular, regulating private contracts can be welfare-enhancing if (i) 
there is asymmetric information between the parties at the time of contracting (see Aghion 
and Hermalin, 1990), (ii) the contract between the two parties has an externality on a third 
party (see Aghion and Bolton, 1987) or (iii) the courts can impose a remedy or penalty not 
available to the parties privately.  Indeed, Hermalin and Katz (1999) establish that these are 
the only three possible cases in which outside interference in private contracting has the 
potential to be welfare improving when agents are rational. 
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market failure rationale for regulating short selling.  There are mainly two 

particular market failures that have been drawn on to justify regulatory 

interventions within securities markets: Information inadequacies and market 

abuse.  Section 3.3 discusses some (allegedly) special cases.  In Section 3.4, 

we discuss the effectiveness of short selling regulation in light of synthetic 

short selling strategies.  

3.2 DOES SHORT SELLING EXACERBATE OR AMELIORATE MARKET 
FAILURES? 

3.2.1 EFFECTS ON PRICE INFORMATIVENESS 
The central argument in favor of allowing short selling is fairly 

straightforward: If short selling is prohibited, not all information will be fully 

reflected in stock prices.  Poor price discovery, in turn, implies misallocation 

of capital in the economy.  Hence, market inefficiency would lead to social 

(allocative) inefficiency.  

A number of versions of this argument have been analyzed in the 

literature, and we review them briefly here.  One of the seminal contributions 

in this literature is Miller (1977).  He begins with the observation that optimist 

investors will take long positions.  Bearish investors would like to short a 

stock, but are detained and have to sit on the sidelines.  The result is that stock 

prices only reflect the opinions of the overly optimistic investors.  In case of a 

short selling ban, prices are therefore too high and will be followed by lower 

returns.  Generally speaking, short selling provides negative information about 

stocks (which is additional to the negative information already contained in 

stock sales from existing shareholders).16   

                                                 
16 While investors taking long positions normally are reluctant to reveal information to the 
market and keep their cards close to their chests, it is questionable whether short sellers are 
equally incentivized to keep their short positions a secret.  Short sellers may actually have an 
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Harrison and Kreps (1978) and Scheinkman and Xiong (2003) argue that, 

in addition, a speculative motive comes into play.  Investors will buy a security 

for more than its fundamental value in anticipation of being able to sell it later 

to other investors that are even more optimistic.  With short selling 

restrictions, this is the only way to profit from others’ greater optimism.  This 

research needs to be contrasted with the work by Bernardo and Welch (2004), 

who develop a model describing that the fear of financial turmoil, not a 

liquidity shock, is the true cause of financial crises.  One implication of their 

model is that restrictions which hinder market participants from front-running 

other investors can effectively prevent financial crises from happening.  This 

supports the finding of Allen and Gale (1991) that short sales can potentially 

destabilize the economy.  Moreover, Goldstein and Guembel (2008) provide an 

analysis that considers a feedback effect from prices on financial markets to 

real investment decisions in firms.  They find that manipulative activity can, in 

fact, put a limit on the allocational role of prices.  (We return to this point 

below.)  Thus, short selling restrictions can be beneficial.  On the other hand, 

such restrictions may also increase the magnitude of overpricing and 

subsequent corrections (Diamond and Verrecchia, 1987), aggravate a decline 

in prices, rather than prevent it because the accumulated unrevealed negative 

information of investors only surfaces until the market begins to drop (Hong 

and Stein, 2003) or reduce the speed of price adjustment to private information 

(Bris et al., 2007).17   

The empirical literature has considered the impact of short sales in 

various ways.  For example, Jones and Lamont (2002) use the idea that if there 

is a lot of disagreement about a stock’s prospects, many investors will want to 

                                                                                                                                      
interest in making their positions transparent to other traders since this may increase strategic 
behavior and eventually produce higher profits. 
17 Bekaert et al. (2002) emphasize the importance of speculators particularly in emerging 
market efficiency. 
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short the stock.  The demand drives up the cost of selling short the respective 

stock, i.e., the lending fees rise.  The authors find that stocks with higher 

lending fees18 also have higher price-earnings ratios and earn lower subsequent 

returns.  Ofek and Richardson (2003) show that short selling restrictions, in the 

form of stock option lock-ups, have considerable and persistent negative 

impact on subsequent stock returns, thus also supporting the argument that 

stock prices do not incorporate full information under short selling restrictions.  

D’Avolio (2002) and Geczy et al. (2002) find that low or negative rebate rates 

precede negative abnormal returns.  Chen et al. (2002) and Diether et al. 

(2002) find evidence consistent with the prediction that stocks, which investors 

disagree about notably, have these properties.  Boehmer and Wu (2008) show, 

among other things, that greater shorting flow eliminates post-earnings 

announcement drift for large negative earnings surprises.  Consistent with 

Miller’s (1977) hypothesis, Berkman et al. (2009) find that stocks with high 

differences of opinion and that are difficult to sell short earn highly negative 

returns around earnings announcements (which reduce differences in opinion 

and hence undo the upward bias inherent in prices before the announcements).   

Bris et al. (2007) analyze the cross-sectional and time-series information 

from 46 equity markets around the world for the period 1990-2001 to assess 

whether short selling restrictions affect market efficiency.  They use two 

measures of market efficiency: The relative co-movement of individual stock 

returns with the market (lower in more efficient markets as more information 

on individual stocks is available) and the cross-autocorrelation between market 

returns and individual stock returns with a one week lag (also lower in more 

efficient markets as information is incorporated into prices more quickly).  

They find that in countries in which short selling is feasible and practiced both 

                                                 
18 Jones and Lamont (2002) use a dataset from 1926 to 1933.  Data on today’s lending fees are 
much harder to find than for this period of time. 
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measures indicate marginally, but significantly higher efficiency.19  The other 

major cross-country study available at this time is Saffi and Sigurdson (2008).  

Their results are largely consistent with those of Bris et al. (2007), but they 

provide additional analysis and interpretation of stock price predictability with 

and without short selling restrictions. 

Short selling can also enhance liquidity, i.e., make the completion of 

trades more likely by increasing the number of potential sellers in the market.  

Larger trading volumes again reduce transaction costs and, hence, tend to 

increase efficiency.   

Naturally, a number of studies investigate the recent crisis.  Bris (2008) 

studies the recent U.S. experience in this context.  He considers the SEC’s 

Emergency Order of 15 July 2008, which required anyone engaging in a short 

sale in 19 particular financial stocks to arrange beforehand to borrow the 

securities and deliver them at settlement date, thus effectively prohibiting 

naked short selling of these stocks.  He finds that this temporary prohibition 

was associated with a decline in the liquidity of these stocks.  Also for the 

U.S., Boehmer et al. (2008) consider the extended SEC list of September 2008, 

which temporarily covered nearly 1,000 financial stocks with a comprehensive 

short selling ban.  They find that stocks on this list experienced a share price 

increase at the start of the ban and a temporary share price decline when 

shorting resumed after the ban expired.  Spreads increased for these stocks, as 

did the impact of trades and intraday volatility, implying deterioration in 

market quality.   

U.K.’s FSA has provided a review of the effects of its temporary ban on 

short selling of U.K. financial sector stocks that was in place from 18 
                                                 
19 To address concerns about unobservable differences between international markets, Bris et 
al. (2007) also carry out an event study to analyse changes in short sales regulation in five 
countries in their sample (Hong Kong, Malaysia, Norway, Sweden, Thailand).  In line with 
their earlier results, they find that removing restrictions on short sales leads to gains in 
efficiency. 



17 

 

September 2008 to 16 January 2009 (FSA, 2009a).  While they found virtually 

no difference in returns20 and volatilities of those stocks covered by the ban 

and other (matched, i.e., comparable) FTSE 350 firms, they found evidence 

that there was a marked decrease in trading volume for the restricted shares as 

well as an increase in bid-ask spreads for restricted stocks that is higher than 

the increase of spreads for the market as a whole.21   

In the most systematic international study to date, Beber and Pagano 

(2009) investigate the effects of the regulatory constraints temporarily adopted 

in the course of the financial crisis of 2007-2009.  Using a sample of 17’040 

stocks from 30 countries for the period from 1 January 2008 to 23 June 2009, 

they find evidence that short selling bans were both detrimental for market 

liquidity and slowed down the price discovery process.  Perhaps more 

surprisingly, they also find that the bans were, in contrast to the regulators’ 

intention, at best neutral in their supportive effects on stock prices. 

A potential caveat to these last studies is that they are conducted in an 

extraordinary time period.  In these cases, assessing causality can be difficult 

(even more than under normal circumstances) because it is not clear what 

would have happened in the absence of the bans.  Even in the Beber and 

Pagano (2009) study, which has gone further than any other study so far in 

identifying the causal effect of short-selling restrictions on market outcomes, 

the problem of unobserved time-varying heterogeneity cannot be completely 

resolved.  Nonetheless, the results overall suggest a negative impact of short 

selling regulation on liquidity and, therefore, on market efficiency. 

                                                 
20 This is also consistent with the findings of Marsh and Niemer (2008), who did not find 
evidence that restrictions on short selling changed the behavior of stock returns. 
21 This finding of an adverse impact of the short selling ban on liquidity is consistent with the 
evidence in Clifton and Snape (2008). 
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3.2.2 EFFECTS ON MARKET ABUSE 
While allowing short selling offers substantial benefits, there could also be 

drawbacks.  In principle, both short sellers and other traders can use abusive 

tactics to wrongfully increase their profits.  Just like those traders taking long 

positions may, for example, misleadingly spread positive rumors about their 

company (e.g., the conclusion of an important deal) in order to sell their stock 

for an excessive price, short sellers may do so with negative tidings.22  

Arguably short sellers have incentives to commit market abuse exceeding 

those of non-short sellers since short selling causes higher price volatility. 

Goldstein and Guembel (2008) provide a model that speaks directly to 

these issues.  In their model, firms infer information about the quality of future 

investment projects from the stock price, or a firm’s opportunities to access 

capital are positively related to the stock price.  In either case, a speculator can 

profit by establishing a short position in a stock because by this the stock price 

will fall, leading the firm to cancel investment opportunities.  But on average, 

the firm’s decision is wrong, thus reducing value of the firm, allowing the 

speculator to profit from his trade.  In such a world, restricting short sales can 

be beneficial because the allocative role of prices is not functioning efficiently 

when left on its own.23   

Whether and to what extent short selling can be used to commit market 

abuse is thus linked with the question of its effect on stock prices or, more 

precisely, of whether short sellers are able to initiate price declines.  Although 

                                                 
22 A third scenario would be that an investor, intending to buy stocks of a specific company, 
spreads negative rumors to beat down the price.  
23 This is also important because some have argued that short selling can contribute to 
efficient price formation by substituting for failing governance mechanisms inside the firm.  
Karpoff and Lou (2008) study short selling in firms that are subsequently found to have 
misrepresented their financial statements.  They show that short sellers anticipate the eventual 
discovery and severity of financial misconduct.  Short selling thus conveys external benefits 
to uninformed investors.  However, it appears that limits on this channel of information 
transmission arise from the potential for manipulative activity.   
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it seems plausible that short selling predicts stock price declines, some 

observers have argued that it rather follows them.  This distinction is important 

because any argument that short selling facilitates market abuse rests on the 

premise that the direction of causality runs from short selling to price declines 

and not the other way around.  The finding, stated above, that increased short 

selling is followed by negative abnormal returns is consistent with both the 

hypothesis that short selling amplifies price swings and the assumption that 

short selling contributes to efficient pricing.  Unfortunately, there is little 

direct evidence that separates these hypotheses, and more work is needed in 

this direction.24   

The existing studies that speak to this question to some extent are 

ambiguous.  On the one hand, Diether et al. (2007) use a detailed dataset from 

2005 to study whether short sellers are able to predict future returns.  They 

find that this is indeed the case, and they interpret their evidence as consistent 

with the hypothesis that short sellers are trading on short-term overreaction in 

stock returns.  The findings of Blau et al. (2009) are consistent with this; 

specifically, they find evidence of a negative relation between short activity 

and future intraday returns on down days.  This is especially critical in already 

disrupted financial markets.  Moreover, Shkilko et al. (2009) argue that during 

intraday liquidity crises, short selling can be price-destabilizing.   

But there may be other forces at work.  One channel of how the 

association between short selling and future price declines can occur is 

suggested in the work of Khan and Lu (2008).  The authors provide evidence 

that short selling increases immediately prior to large insider sales, and in this 

case, the causality actually runs from anticipating price declines to short 

selling activity.  Going even beyond this notion, Bris (2008) finds that, for 
                                                 
24 Bris et al. (2004) find that in markets where short selling is prohibited or not practiced, 
market returns display significantly less negative skewness.  However, at the individual stock 
level, short sales restrictions appear to make no difference in this dimension.  
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example, on the day of its collapse, the share price of Lehman Brothers had 

already significantly decreased before short sellers started to post their orders.   

Overall, the literature has not yet come to a conclusion regarding the 

causal effect of short selling and future price decreases.  However, even if 

short sellers were indeed able to drive down stock prices in abusive ways, 

there still is a great amount of short selling that does not involve any market 

abuse.  Short selling itself is not abusive.  Therefore, prophylactic restrictions 

on short selling in order to constrain its possible abusive exploitation are likely 

to generate much higher costs than benefits.  This is even more the case as 

most abusive practices related to short selling will likely be considered illegal 

under existing market manipulation laws.  Culp and Heaton (2008), for 

example, explain under which conditions naked short selling can provide a 

basis for securities manipulation lawsuits under U.S. securities regulation.  A 

caveat to this approach is, of course, the difficulty in enforcing it in practice.  

On the one hand, there are problems of evidence.  Establishing both the injury 

and the fact that it was caused by illegal short selling is no mean feat for a 

claimant.25  On the other hand, a lawsuit will often simply come too late to 

prevent the injury—most prominently the failure of a firm—from happening.  

3.3 SPECIAL CASES 
Although, in principle, short selling itself does not appear to exacerbate the 

market failures of reduced price informativeness or market abuse, there may be 

special cases that merit a separate regulation.  We next discuss two such 

possible special cases: Naked short selling and short selling in the context of 

seasoned equity offerings as well as rights offerings.   
                                                 
25 For example, a speculator may know that a target firm has a covenant on its debt contracts 
that stipulates that when the stock price falls below a certain level, the debt is due 
immediately.  This will jeopardize the survival of the firm.  Thus, a speculator has an 
incentive to aggressively short this stock.  But proving that this is a manipulative act will be 
very difficult.  
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3.3.1 NAKED SHORT SELLING  
Naked short selling has been a topic of particularly heated discussions among 

scholars and regulatory authorities.  In popular sentiment, the potential for 

abusive practices is greater for naked compared to conventional short selling.  

Indeed, naked short selling can be practiced more aggressively than 

conventional short selling, e.g., by shorting more than 100% of the issued 

shares of a firm.  Regulators have argued that the requirement to cover a short 

sale until the settlement date involves a limit to the speed and extent of short 

selling and, thus, impedes major settlement failures, which could create 

misleading signals about the stock’s real supply and its valuation (FSA, 

2009b:11).   

However, most clearing agencies involved in the transaction of short 

sales have a regime or process for intervening when settlement does not occur 

and for resolving fails to deliver.  Clearing agencies first search for a match in 

their systems, and then—if not successful—buy the shares themselves 

charging the account of the failed-to-deliver short seller.  Non-delivery in 

connection with short sales (and with naked short sales in particular) may, 

therefore, in practice be not as big an issue as it has in the past been 

popularized to be. 

According to Culp and Heaton (2008), naked short selling may in terms 

of its economic implications eventually approximate conventional short 

selling.  They argue that there are only few differences between the two 

techniques: First, in a naked short sale, the short seller de facto borrows the 

shares from the stock buyer rather than from a securities lender; the buyer thus 

involuntarily enters into a securities lending relationship.  Even if a buy-in is 

initiated, a naked short sale may result in the buyer remain undelivered to for a 

comparatively long time.  Second, naked short selling will generally result in 
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increased price volatility—over and above the volatility that is already 

introduced through conventional short selling. 

Christian et al. (2006), on the other hand, argue that the stock borrowing 

programs run by clearing agencies actually increase the risk of market 

manipulation through naked short selling.  According to the authors, the 

clearing agencies’ interventions allow naked short sellers to disguise the 

delivery of stocks borrowed from the system as a legitimate delivery, thus 

“curing” their fails to deliver.  Moreover, they criticize that such regime 

increases the creation of phantom shares and, hence, of the amount of shares 

available for trading up to more than the respective company’s registered 

shares.   

Three counterarguments exist to this reasoning: First, naked short sellers 

are charged the price paid for the shares ultimately delivered to the buyer, thus 

bearing the risk of not getting them bought back at a good price.  Second, 

while the buyer’s position remains open, it receives interest on the purchase 

price of the respective stock and is, therefore, financially compensated for not 

receiving the stock on time.  By means of naked short selling, the buyer is 

hence enabled to compete in the market for securities lending (Culp and 

Heaton, 2008).  Third, to restrict naked short selling because of its allegedly 

increased manipulative power seems unlikely to be an appropriate course of 

action.  Excessive naked short selling, e.g., naked short selling to flood the 

market with phantom shares with the intention to abusively drive down a 

company’s stock price, will already be classified as a manipulative act, thus in 

principle being illegal under most existing domestic regulations (again with 

the caveats regarding the feasibility and speed of enforcement as mentioned 

above).   

In sum, notwithstanding common presumption, naked short selling is not 

actually a “special case” compared to conventional short selling in terms of its 
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economic implications.  Therefore, we argue that it does not require special 

regulatory treatment. 

3.3.2 SEASONED EQUITY / RIGHTS OFFERINGS 
In a follow-on or secondary offering, a company that wishes to refinance or 

raise capital for growth issues new stock for public sale.26  Generally, follow-

on and secondary offerings prices are priced at a discount to a share’s closing 

price previous to pricing.  This discount may incentivize investors, who expect 

to receive offering shares, to sell short just prior to pricing and then cover the 

short sale at the lower offering price with securities received through an 

allocation.  This practice bestows an almost guaranteed profit on the investor.  

Short selling in the context of such offerings does, therefore, not contribute to 

efficient price discovery, but in fact may excessively drive down the stock 

price. 

Following the seminal work by Safieddine and Wilhelm (1996), studies 

on the impact of short selling on seasoned equity or rights offerings generally 

have reached the conclusion that restrictions are adequate in this instance 

because short selling can exacerbate the discount problem.  For example, 

Henry and Koski (2008) use daily short selling data for a sample of U.S. 

seasoned equity offers in the period of 2005-2006.  They find that higher 

levels of pre-issue short selling are related to larger issue discounts and later 

post-issue price recoveries and interpret this as evidence in favor of 

manipulative short selling.27  The authors also show that SEC Regulation M 

Rule 105,28 which prohibits traders from purchasing securities if they sold 

short the security that is the subject of the offering during the “restricted 
                                                 
26 For initial public offerings see Edwards and Hanley (2008). 
27 Indeed, these results are not statistically significant for the shelf-registered offerings, which 
are less susceptible to manipulative trading as potential investors are generally not aware of a 
shelf-registered offering until immediately prior to its occurrence. 
28 17 C.F.R. § 242.105. 
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period” specified in the rule (basically a five-business-day period before the 

pricing of the offered securities), constrains some, but not all manipulative 

trading.29   

   

3.4 SYNTHETIC SHORT SELLING AND THE EFFECTIVENESS OF SHORT 
SELLING REGULATION  

According to the normative theory of regulation, the second precondition of 

appropriate regulation is its effectiveness to combat market failures.  Yet while 

a certain type of regulation may look beneficial on paper for addressing a 

market failure, it may provide opportunities or even incentives to circumvent 

its designated restrictions and thus become ineffective.   

In the context of short selling, an important benchmark result is the 

observation that the economic position of a short sale can be replicated by a 

suitable options or futures strategy.  For example, the put-call-parity allows 

investors to obtain the same exposure as with a short strategy by buying a put 

option, writing (selling) a call option and borrowing dollars.  This strategy can, 

of course, only be used to short those securities for which option contracts 

trade.30  It also requires transaction costs to be sufficiently small.  

Furthermore, precise put-call-parity only holds for European options (those 

that can be exercised only on the maturity date, but not before).  Traders may 

also construct synthetic short positions by selling futures contracts and buying 

bonds with the same maturity.31   

Given these possibilities, it seems that any regulatory restriction on short 

selling would be futile anyway, unless the regulator would also be willing to 

                                                 
29 Of course, if all short selling activity—including the identity of the short seller—were 
transparent to the market, the particular company could exclude investors who are short from 
the allocation of offering shares. 
30 Not all options are tradable; major shareholders also write OTC options. 
31 A short position can also be taken through spread bets, CFDs and total return swaps. 
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constrain options and futures trading.  Such constraints, however, would be 

either extremely costly because the benefits of derivatives trading would not 

be available anymore or it would be circumvented.32  Thus, there arises a 

puzzle: Why do restrictions on short selling have any effects at all? 

One reason is that the replication can be too expensive.  For example, in 

a recent study, Grundy et al. (2009) examine the effect of the temporary short 

selling ban implemented in the U.S. in September 2008 on the options market.  

They find that the ban was associated with a decline in volume of put options 

and, albeit less distinct, call options on restricted stock.  The evidence they 

provide thus speaks against a circumvention of the ban through trading in 

options.  The authors explain their findings with an increase in transaction 

costs.  They find that spreads for put options on restricted stocks increased 

substantially more during the ban than those for unrestricted stocks and 

declined again after the ban was lifted.  

In addition to the transaction-cost based explanation, despite the apparent 

economic equivalence of actual short selling and replications by options and 

futures strategies, there are, in fact, a couple of important differences between 

the two approaches.  First, short interest, i.e. the number of shares sold short or 

at least imperfect proxies such as securities borrowing fees, is information 

publicly available, and this information is relevant for pricing because it 

reveals to investors the positions taken by other market participants.  For 

example, Asquith and Meulbroek (1995) and Desai et al. (2002) find negative 

and significant abnormal returns for stocks with high short interest ratios 

(shares sold short / shares outstanding) on, respectively, the New York 

                                                 
32 For example, in 1785, France released a royal decree against future selling of what one did 
not own, and futures markets were forbidden.  One year later, a study found that free brokers 
had discovered means to evade this regulation through prearranged cancellation of contracts 
(Meeker, 1932:218). 



26 

 

(NYSE) and American (Amex) stock exchanges for 1976-1993 and NASDAQ 

for 1988-1994.   

Of course, it is the very purpose of a short seller to induce a fall in the 

share price in order to make a profit (the ambiguous empirical evidence 

regarding the causality between short selling and price declines 

notwithstanding).  While a short seller may not wish for the market to know 

that it is selling short, it does wish the market to know—already at the time 

when the position is taken—that the aggregate level of short interest has 

increased.  In other words, when the market knows about the fact that short 

interest in a specific stock has increased, the short seller can more likely 

expect the stock price to fall.  “Secret” short selling, without leading to public 

information on changes in the aggregate level of short interest, is thus 

generally not desired.33   

Second, derivatives trading does not have any direct influence on the 

price of the underlying (and the derivative itself), whereas short selling 

actually may have such influence (although the evidence is ambiguous as we 

have seen).  Given this premise, one could conclude that derivatives are less 

likely to be used for manipulative purposes than short selling.34  At least the 

strategic aspect is likely to be more distinct for short selling compared to 

derivatives trading, thus possibly increasing profits even if not practiced in 

manipulative ways. 

                                                 
33 By contrast, synthetic short sales are suitable for “secret” short selling.  Chesney and 
Mancini (2007), for instance, find that the open interest on option volumes during the days 
before the terrorist attacks of 11 September 2001 were atypical; e.g. in the case of American 
Airlines, the amount of put option contracts traded on 10 September 2001 was more than 60 
times the average of the total daily traded volumes during the three weeks before that date.  
Informed insiders would not have wanted the market prices to adjust already before 11 
September 2001. 
34 Of course, the rules against manipulation apply for both. 
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4. EVALUATING SOME RECENT SHORT SELLING 
REGULATION 

The first principles we have derived allow us to evaluate some recent domestic 

regulatory attempts by the U.S. and U.K. regulators.35  Interestingly, the 

approaches taken by these regulators are very distinct with regard to both their 

general notion of short selling and the nature of the restrictions proposed.  

4.1 UNITED STATES 
In the United States, short selling had already been regulated fairly 

comprehensively previous to the current financial crisis.  Up to the present, 

Regulation SHO has required broker-dealers to have reasonable grounds to 

believe that the security to be sold short can be borrowed (the “locate 

requirement”).  The “locate” must be made and documented before effecting 

the short sale.36  Furthermore, Regulation SHO imposes special delivery or 

“close-out” requirements on broker-dealers for securities with a relatively 

large record of extended delivery failures at a registered clearing agency (so-

called “threshold securities”).  Until the failure-to-deliver position is closed 

out, the broker or dealer (and any broker or dealer for which it clears 

transactions) may not effect further short sales in that threshold security 

without previously having borrowed or entered into a bona fide agreement to 

borrow the security (the “pre-borrowing requirement”).  Finally, orders placed 

with a broker-dealer must be uniformly marked as “long,” “short” or “short 

                                                 
35 At the international level, the International Organization of Securities Commissions 
(IOSCO) recently issued a report outlining non-binding high-level principles for the 
regulation of short selling designed to assist domestic regulators in their consideration of a 
regulatory regime for short selling (IOSCO, 2009).  A pan-European approach in short selling 
regulation is proposed by the Committee of European Securities Regulators (CESR) in a 
recent consultation paper (CESR, 2009). 
36 Broker-dealers engaged in bona fide market making are exempt from the “locate 
requirement” as they may be required due to their market making obligations to facilitate 
customer orders in fast-moving markets without delays caused by compliance with Regulation 
SHO. 
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exempt” (the “order marking requirement”).  Under the impression of the 

financial crisis’ implications, the SEC adopted additional final rules on short 

selling and is currently undergoing a process of determining the need for 

further restrictions.  

4.1.1 NAKED SHORT SELLING ANTIFRAUD RULE  
On 18 September 2008, the SEC implemented the Naked Short Selling 

Antifraud Rule (Rule 10b-21), a final rule under the Securities and Exchange 

Act.  This rule specifies that it shall also constitute a “manipulative or 

deceptive device or contrivance” (as used in Section 10(b) of the Securities 

and Exchange Act) for any person to submit an order to sell an equity security 

if such person deceives a broker-dealer, participant of a registered clearing 

agency37 or purchaser regarding its intention and ability to deliver the security 

on or before the settlement date, and such person actually fails to deliver the 

security on or before the settlement date.  The Naked Short Selling Antifraud 

Rule only applies to equity securities and stipulates scienter as a necessary 

element for a violation. 

The SEC justified the implementation of the new rule with possible 

misrepresentations by short sellers to their broker-dealers in the order entry 

process, e.g., regarding the obtaining of legitimate locate sources and the 

seller’s ownership of shares.  It argued that the Naked Short Selling Antifraud 

Rule would further evidence the illegality of abusive naked short selling and, 

thus, “focus the attention of market participants on such activities.”  

Furthermore, the Commission aimed to evidence its opinion that such action is 

                                                 
37 The terms „participant“ and „clearing agency“ may be drawn from Section 3(a)(24) and 
3(a)(23) of the Securities and Exchange Act, respectively. 
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detrimental to the markets and “to provide a measure of predictability for 

market participants” (e.g., SEC, 2008a:22).38   

Apparently, the SEC takes an approach of parallel applicability of the 

general antifraud provisions of the federal securities laws and the new Naked 

Short Selling Antifraud Rule.  In a preliminary note, the Commission stated 

that the rule “is not intended to limit, or restrict, the applicability of the general 

antifraud provisions of the federal securities laws (…).”  The new rule shall, in 

fact, supplement the existing legal framework by giving an example of illegal 

short selling activity.  However, it “does not impose any additional liability or 

requirements on any person (…) beyond those of any existing Exchange Act 

rule” (e.g., SEC, 2008a:24). 

Although its somewhat populist title suggests that naked short selling 

shall be treated more comprehensively as a fraudulent activity in the future, the 

Naked Short Selling Antifraud Rule does not substantively amplify or extend 

the previously existing regulation on naked short selling or market 

manipulation.  It simply gives a specification of “abusive naked short selling” 

under the general antifraud provisions of the federal securities laws.  Whether 

it was necessary to release an additional rule for this purpose seems 

questionable.  The new regulation would make sense if it made it easier for 

allegedly injured market participants to claim market abuse committed through 

naked short selling.  And this seems—at least from a theoretical perspective—

not to be the case.  The most difficult parts in evidencing market manipulation 

generally are the proof of the defendant’s intention to defraud and the 

                                                 
38 Critics of the Naked Short Selling Antifraud Rule had argued (i) that the SEC should have 
taken stronger enforcement action under the previous federal securities laws rather than 
adopting new rules, (ii) that the new rule is generally unnecessary since previous regulation 
already provided the SEC with the necessary authority to address manipulative and fraudulent 
activities and (iii) that less formal means than rulemaking, such as speeches or bulletins, 
should have been used to address the SEC’s concerns (see SEC, 2008a:21-22). 
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claimant’s personal injury.  The new rule, however, does not entail any direct 

facilitation with regard to this burden of evidence.   

Against the background of these considerations, the rationale for the 

Naked Short Selling Antifraud Rule is dubious.  While it will not be 

particularly harmful since it does not restrict naked short selling any further 

than it had been the case before, the new rule does not provide substantial legal 

achievements.  We speculate, perhaps incorrectly, that one important element 

motivating the SEC to adopt the Naked Short Selling Antifraud Rule can be 

found in political pressure—intensified by the current financial turmoil—

compelling the SEC to react to the prevalent aversion against naked short 

selling practices. 

4.1.2 FINAL AMENDMENTS TO REGULATION SHO – FIRST ROUND 
Besides adopting the Naked Short Selling Antifraud Rule, the SEC 

implemented on 18 September 2008 Final Amendments to Regulation SHO 

that eliminated, among others, the options market maker exception to the 

delivery requirement.39  Prior to these Amendments, Regulation SHO excepted 

under Rule 203(b)(3)(iii) from the close-out requirement fails to deliver 

resulting from short sales by registered options market makers that are effected 

to establish or maintain a hedge on certain options positions established before 

the security became a threshold security.40  Such fails to deliver in threshold 

                                                 
39 In its release on the Amendments to Regulation SHO, the SEC also provided additional 
guidance in terms of bona-fide market making for purposes of complying with the market 
maker exception to the locate requirement of Rule 203(b)(1).  This rule determines that 
brokers or dealers may not accept or effect a short sale in an equity security unless it has first 
borrowed the security or entered into a bona-fide arrangement to borrow the security or has 
reasonable grounds to believe that the security can be borrowed in time. 
40 According to Rule 203(c)(6), the term “threshold security” means any equity security of an 
issuer that is registered pursuant to Section 12 of the Securities and Exchange Act or for 
which the issuer is required to file reports pursuant section 15(d) of the Securities and 
Exchange Act: (i) For which there is an aggregate fail-to-deliver position for five consecutive 
settlement days at a registered clearing agency of 10,000 shares or more, and that is equal to 
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securities had thus been allowed to continue indefinitely.  As a result of the 

Amendments, now all fails to deliver in a threshold security resulting from 

short sales by a registered options market maker—like all other fails to deliver 

in threshold securities—have to be closed out in accordance with the close-out 

requirements of Regulation SHO.41 

By abolishing the options market maker exception the SEC aimed to 

reduce the number of threshold securities with large and persistent fails to 

deliver and, as a result, the number of securities on the threshold securities list.  

The SEC assumed that a significant number of these fails to deliver were a 

result of the option market maker exception.  Furthermore, for the purpose of 

the close-out requirement of Regulation SHO, the SEC wanted to treat options 

and equity market makers equally.  Thus, once a security has become a 

threshold security, fails to deliver in that security shall be closed out 

“regardless of whether or not the fails to deliver resulted from sales of the 

security in connection with the options or equity markets” (SEC, 2008b:27).   

However, the SEC’s argumentation in favor of eliminating the options 

market maker exception appears somewhat inconsistent.  While having pointed 

out the importance of such elimination, the SEC declared to act on the general 

assumption that “the overall market impact of the amendments will be 

minimal” (SEC, 2008b:23).  In fact, only a small number of securities that 

meet the definition of a threshold security have listed options.  Furthermore, 

the option market maker exception only applied to hedge on options positions 

established after the underlying security became a threshold security.  Under 

these assumptions, it is doubtful whether the options market maker exception’s 

elimination will bring the desired effect, i.e., the significant reduction of the 
                                                                                                                                      
at least 0.5% of the issue’s total shares outstanding; (ii) that is included on a list disseminated 
to its members by a self-regulatory organization. 
41 For an analysis of the link between fails to deliver and option markets in the regulatory 
environment of the previous version of Regulation SHO see Evans et al. (2009).  See Boni 
(2006) for a description of the earlier regulation. 
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number of securities on the threshold securities list.  If not, the new regime 

would run counter to the principle of regulatory effectiveness.  

To justify the Amendments to Regulation SHO, the SEC gave a number 

of rather general reasons, including, amongst others, the alleged decrease in 

the possibility of potentially manipulative activities of short sellers.  While it 

is, in principle, not the task of short selling regulation to counteract potential 

market manipulation, it is not even comprehensible, in what way option market 

makers should pursue manipulative activities.  The original (and still 

reasonable) cause of the option market makers exception is to maintain market 

liquidity.  To fulfill their mandate, option market makers need to be able to 

trade securities on a constant basis.  Occasionally, they will be forced to sell a 

security even if the shares to deliver cannot be located on the market 

immediately.  The option market makers’ mandate hence necessarily involves 

incidental fails to deliver, which may, in case of illiquid stocks, persist for a 

while.  Any limitation of their scope of action will prevent option market 

makers from fulfilling their mandate properly and, therefore, potentially 

reduce market liquidity. 

Even downright opponents of short selling accept that these types of 

short sales, mostly resulting in only temporary fails to deliver, do not “cause 

the concern” (Christian et al., 2006:1045).  From our point of view, the 

benefits of eliminating the options market maker exception will hardly 

outweigh the costs of implementing the new regulation. 

4.1.3 AMENDMENTS TO REGULATION SHO – SECOND ROUND 
After the first reactions of the SEC to financial turmoil, discussions on U.S. 

short selling regulation persisted.  On 27 July 2009, the SEC announced to 

finalize another round of amendments to Regulation SHO by making 

permanent short selling restrictions contained in temporarily adopted 

regulation (SEC, 2008c) as of 31 July 2009 (SEC, 2009a).  The new provisions 
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require that participants of registered clearing agencies must deliver securities 

for clearance and settlement on a long or short sale in any equity security by 

settlement date.  Moreover, if a participant of a registered clearing agency has 

a fail to deliver position in any equity security for a long or short sale 

transaction in that equity security, the participant shall, by no later than the 

beginning of regular trading hours on the settlement day following the 

settlement date (usually T+4), immediately close out the fail to deliver position 

by borrowing or purchasing securities of like kind and quantity.42  Failure to 

comply with the close-out requirement of the new rule is a violation of the 

rule.  Furthermore, participants that do not comply with the requirement, and 

any broker or dealer from which they receive trades for clearance and 

settlement, will not be able to sell short the security either for themselves or 

for the account of a third party until the fail to deliver position is closed out, 

unless they have previously arranged to borrow or borrowed the security.  

Participants must therefore inform all brokers or dealers from which they 

receive trades for clearance and settlement that a fail to deliver position has 

not been closed out in accordance with the rule. 

 The second round of Amendments to Regulation SHO is a rather far-

reaching regulatory step as it virtually precludes naked short sales.  Based on 

preliminary results from its Office of Economic Analysis (OEA, 2008, 2009a, 

2009b),43 the SEC concluded that the adoption of the temporary hard T+3 

close-out requirement (encompassing more or less the same provisions as the 

                                                 
42 Under certain circumstances, the new rule provides additional time during which fails to 
deliver can be closed out; for example, fails to deliver that are attributable to bona fide market 
making activities by a registered market maker, options market maker or other market maker 
obliged to quote in the OTC market need to be closed out by T+6.  Furthermore, provided that 
the allocation is reasonable, the close-out requirement applies to registered brokers or dealers 
that were allocated the fail to deliver position from the participant, not to the participant 
directly. 
43 While suggestive, the OEA analyses do not causally identify the effect of the new rules.  In 
particular, they do not consider the fact that short selling restrictions reduced the level of 
short selling and, thus, most likely also of fails to deliver. 
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newly adopted permanent rules) had made the intended impact of reducing the 

number of fails to deliver occurring in U.S. financial markets.  The 

Commission believes that by maintaining the enhanced requirements 

potentially abusive naked short selling could be more effectively addressed, 

thereby lowering the threat of sudden deteriorations in investor confidence 

(e.g., SEC, 2009a:56). 

As discussed in Section 3.3.1., there are only few (if any) economic 

reasons justifying a different regulatory regime for naked short selling 

compared to conventional short selling.  While it seems beyond dispute that 

naked short selling enhances the risk of settlement failures, such failures do 

not have as dramatic an impact as it may appear at first sight.  First, through 

the process of buy-ins, clearing agencies manage to resolve most fails to 

deliver sooner or later.  Second, should the buyer remain undelivered to for a 

comparatively long time although a buy-in has been initiated, it gets 

financially compensated for not receiving the stock on settlement date.   

Furthermore, naked short selling regulation should not be used to 

substitute for more direct and strict enforcement of rules against market abuse.  

As far as naked short selling is exploited to manipulate the market, it should be 

punished under regular market abuse regulation.  Again, it is not naked short 

selling per se that is abusive, but its exploitation for market manipulation.  By 

virtually rendering impossible any naked short sales, the SEC may be able to 

eliminate most of naked short sellers’ abusive activity; however, it equally 

eliminates the beneficial features of naked short selling.  Given that the new 

permanent requirements are most likely to initiate a reduction of market 

liquidity and efficiency, the collateral costs for their implementation seem 

rather high. 
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4.1.4 FUTURE REGULATION 
The Naked Short Selling Antifraud Rule and the Amendments to Regulation 

SHO shall not remain the only permanent extensions of U.S. short selling 

regulation adopted under the impression of the current financial crisis.  On 8 

April 2009, the SEC proposed two distinct future approaches to short selling 

restrictions.44  This article does not seek to discuss the technical details of 

these proposals.  Yet, based on the previously identified first principles (as 

well as additional existing evidence), we are able to make some basic 

observations as regards the proposed approaches.   

The first approach would reintroduce a short sale price test on a market-

wide and permanent basis.  The SEC’s initial proposal entailed two alternative 

price tests: The “proposed modified uptick rule,” similar to NASDAQ’s former 

bid test, would be based on the national best bid, whereas the “proposed uptick 

rule,” similar to the former uptick rule, would be based on the last sale price.  

On 17 August 2009, the SEC in a supplement to its former proposal suggested 

a third version, the “alternative uptick rule”, which would like the “proposed 

modified uptick rule” be based on the national best bid, but would allow short 

selling only at a price above the current national best bid (SEC, 2009c).45 

The second approach would implement a circuit breaker, only applying 

to a particular security during a severe market decline in that security.46  In 

terms of this second approach, the SEC as well proposes two alternatives: 

First, the “proposed circuit breaker halt rule,” which would temporarily 

                                                 
44 Additional short selling restrictions are provided for in the “Wall Street Reform and 
Consumer Protection Act of 2009” (H.R. 4173) in the version approved by the House of 
Representatives, including, amongst others, the obligation of brokers and dealers to inform 
their customers that they may elect not to allow their securities to be used in connection with 
short sales. 
45 With this supplemental proposal, the SEC extended the comment period until 21 September 
2009.  A feedback statement has not yet been released. 
46 Existing SRO circuit breakers focus on market indexes, not on markets for individual 
stocks, and thus apply a market-wide trading halt (SEC, 2009b:89). 
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prohibit any person from selling short the particular security, and, second, the 

“proposed circuit breaker price test rules,” which would trigger a temporary 

short sale price test for the particular security.  The short sale price test applied 

could either be the “proposed uptick rule,” the “proposed modified uptick rule” 

or the “alternative uptick rule.” 

As far as the proposed permanent price test rule is concerned, 

irrespective of whether it is based on the national best bid, a price above it or 

the last sale price, we argue that the costs of its implementation are likely to be 

higher than its benefits.  This assessment is based on empirical evidence.  For 

decades, the U.S. had in place a so-called “uptick rule,”47 determining that a 

listed security must either be sold short at a price above the price at which the 

immediately preceding sale was effected or at the last sale price if it is higher 

than the last different price.  The rule’s original intent was to restrict short 

selling in a declining market, but its desirability and effectiveness has always 

remained controversial.  Angel (1997) and Alexander and Peterson (1999) 

conclude that the uptick rule generally impeded short selling activity on the 

NYSE by examining the fill rate of short sale orders.  Short selling was 

constrained even in advancing markets, which was inconsistent with the 

original objective of the regulation and runs counter to the notion that short 

selling contributes to the efficiency of markets by aiding price discovery.  

Diether et al. (2009) examine a temporary suspension of short sale price tests 

for a set of pilot securities that the SEC implemented in 2006 and 2007.  They 

find that, while short selling activity increased both for NYSE and NASDAQ-

listed pilot stocks, returns and volatility at the daily level were unaffected.48  

                                                 
47 SEC Rule 240.10a-1, 17 C.F.R. § 210.10a-1. 
48 Another implication of the uptick rule, relevant for research in finance and economics, was 
that short sales were misclassified as buyer-initiated by Lee and Ready (1991) and other 
commonly used trade classification algorithms (Asquith et al., 2008).  
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On 3 July 2007, the SEC eventually removed the uptick rule for all equity 

securities.   

In sum, existing evidence (based on experiences with the former U.S. 

uptick rule) suggests that price tests are likely to be ineffective in the long run 

and to even reduce the positive effects of short selling on price discovery in 

general.  While it is understandable that under extraordinary circumstances—

such as the current financial crisis—securities regulators are concerned with 

preventing their financial markets from declining steeply, it seems not 

recommendable to (re-)implement a permanent uptick rule.  Indeed, the SEC 

justifies its proposal with the fact that market conditions have changed 

significantly since the elimination of the former uptick rule.  However, there is 

no empirical evidence that the elimination of the uptick rule in 2007 has 

contributed to these changes.  Moreover, the current volatility and instability 

on equity markets are most likely not of a permanent nature.  In case of severe 

market disruptions, it is essential for securities regulators, including the SEC, 

to have the regulatory ability to take temporary measures to fight downward 

spirals.  In our opinion, it is, however, inefficient to seek to fight temporary 

market disruptions with permanent regulation.   

From this point of view, the second approach proposed by the SEC is 

more likely to provide an efficient regulatory regime for short selling under 

severe market conditions.  A circuit breaker allows stock exchanges to step in 

and temporarily halt all trading or, more specifically, prohibit short sales in a 

stock if the price of that stock declines dramatically (e.g., 10% in a single day) 

until the disruptions have diminished.  Most major securities and futures 

exchanges have procedures for coordinated cross-market trading halts if a 

severe market price decline reaches levels that may exhaust market liquidity. 

The empirical evidence on circuit breakers is mixed.  Some argue that 

price limits, rather than reducing volatility, may cause volatility to be spread 
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out over a long period of time instead of occurring in a one-day jump (Fama, 

1989; Roll, 1989).  Others note that price limits provide a cooling-off period 

for investors to reassess intrinsic value (Ma et al., 1989; Arak and Cook, 

1997).  Yet others argue that circuit breakers interfere with market liquidity 

(Lauterbach and Ben-Zion, 1993).  Moreover, there is enormous heterogeneity 

across markets.  Thus, the decision to implement a circuit breaker requires a 

judgment on the part of the regulator as to which factors are most important in 

the specific market. 

While uptick rules generally prohibit short selling in declining markets, 

circuit breakers only become effective if certain thresholds are reached, i.e., if 

the decline is of a certain severity.  The generic advantage of circuit breakers 

is that they do not impose permanent restrictions on short sellers, thus 

probably not hindering them from selling short on a general and constant basis.  

In advancing or only moderately declining markets, short selling could, 

therefore, still contribute to efficient price discovery.  While pursuing the same 

goal as the price test, i.e. providing for the stability of the equity market, the 

proposed circuit breaker is a less radical constraint on short selling since its 

application is contingent and limited to particular market conditions and 

specific stocks.   

The SEC suggests triggering the proposed circuit breaker if the price of 

the particular stock has declined by at least 10% from the prior day’s closing 

price for that stock.  While the advantages of having such an automatism are 

clear (it provides for legal certainty), one may doubt that the proposed 10% 

threshold actually reflects a situation of severe deterioration.  After all, in 

general, short selling also unfolds valuable effects on price informativeness in 

declining markets.  Arguably, though, in times of crisis, the concerns for 

liquidity and price informativeness decrease in importance relative to concerns 

for short-term calming of the markets.  This is because price informativeness is 
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relevant in particular when large differences in opinion exist, and this 

condition arguably does not apply in times of panic.  Therefore, a halt in short 

selling or the implementation of a temporary uptick rule, respectively,49 may 

be reasonable if market conditions do not allow for efficient price discovery 

any more, and if market stabilization becomes the dominant concern of 

regulators.  The concern regarding the precise threshold50 may be mitigated by 

the fact that the short selling halt or short sale price test, once triggered, only 

applies for a certain limited period of time.51  In any case, however, it seems 

crucial that the short selling restriction ends as soon as the equilibrium 

between buying and selling interest in the particular stock has been 

reestablished. 

Yet there is a more fundamental question going beyond the issue of 

implementation and thresholds, which appears to have been neglected in the 

SEC’s considerations so far: How will the market factor in the existence of a 

circuit breaker?  Akin to the notion that it will be reflected in exchange rates if 

a central bank announces that it will intervene at a certain exchange rate, 

circuit breakers entail a potentially complex endogeneity problem.  Not only 

the trigger of the temporary short selling restriction, but also its end would be 

anticipated and priced by market participants.  Future research is needed to 

address this question.   

In sum, as first principles suggest that permanent and direct restrictions 

on short selling should be limited to very narrow special cases, we conclude 

that the proposed (re-)implementation of an uptick rule would reduce market 

efficiency.  Besides, it seems disproportional to combat temporary market 
                                                 
49 Since a ban on short selling, even if it is of a temporary kind, rather produces a market 
failure than reduces it, we prefer the less radical alternative of the short sales price test. 
50 It is also conceivable to consider the level of short selling itself as an indicator on which to 
base contingent regulatory action.  A formal optimal stopping model might shed light on the 
optimal timing decision for the regulator. 
51 The SEC proposes the circuit breaker rules to impose the halt or price test restriction until 
the close of the consolidated system (SEC, 2009b:141). 
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deteriorations with permanent regulation.  Such price test restrictions may be 

reasonable on a temporary basis as the circuit breaker approach of the SEC 

proposes.  However, a circuit breaker should only apply if the equilibrium 

between buying and selling interest in a specific stock is severely disturbed, 

i.e., in those extraordinary circumstances when short selling is likely not to 

contribute to price efficiency.  Moreover, further research is needed to 

determine what the implications of a rule-based behavior of the regulator are 

for endogenous price formation.   

4.2 UNITED KINGDOM 
In the context of the current financial crisis, U.K.’s FSA conducted a 

comprehensive review on longer-term regulatory approaches in terms of short 

selling (FSA, 2009b).  In this review, the FSA—by process of elimination—

concluded that, regarding the U.K. financial market, direct and permanent 

restrictions on short selling (in the form of a ban on short selling, a circuit-

breaker or an uptick rule) could not be justified under the current 

circumstances.  It stated, though, that it would stand ready to (re-)introduce 

emergency measures, especially a temporary ban on short sales, should it be 

warranted due to the risks posed by short selling in extreme market conditions.  

Thus, the FSA does not propose an automatic circuit breaker, but could 

ultimately employ a more discretionary regime.  As such, fruitful insights 

could be gained from a comparative analysis of rules (as proposed in the U.S.) 

versus discretion (as possible in the U.K.) in short selling regulation, in each 

case taking into account endogenous price formation. 

As opposed to directly restricting short selling, the FSA suggests 

improving the transparency by implementing an enhanced public disclosure 
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regime for short sales.52  The proposed regime would encompass any stocks 

and their related instruments53 across all sectors, however, limited to U.K. 

incorporated issuers.  The FSA suggests requiring public disclosure for a net 

short position held as soon as the short seller reaches a minimum threshold of 

0.5% of a company’s issued share capital.  With every increment of 0.1% by 

which the position increases, further disclosure would be necessary.  The same 

would apply if a short position is reduced and falls below these thresholds.  

Market makers acting in their capacity would be absolutely exempt from all 

disclosure obligations.  For short positions during rights issues, a minimum 

threshold of 0.25% (as well as ongoing disclosure obligations based on bands 

of 0.1%) shall be applicable. 

The FSA considers enhanced transparency to be beneficial for two 

particular reasons.  First, it would provide additional valuable information to 

other investors and the supervisory authority.  The availability of information 

about short sellers’ evaluation of particular stocks would likely improve 

pricing efficiency.  Furthermore, it would give the FSA early warning of 

conditions in which it may consider regulatory interventions.  Second, a 

requirement to disclose short positions could act as a mitigant to some of the 

problems associated with abusive short selling.  It may help identify market 

abuse, committed in connection with short selling, and possibly deter 

aggressive investors from engaging in significant short selling that may 

contribute to disorderly markets.  In the eyes of the FSA, these benefits 

outweigh the possible costs of a disclosure regime.  These may include the 

threat of reduced liquidity, herding effects and downward spirals becoming 

“self-fulfilling prophecies” as well as the direct costs to firms caused by the 

                                                 
52 The FSA had already announced to consider amplified transparency requirements for short 
selling in an earlier document (FSA, 2009a). 
53 It is questionable, however, how the FSA intents to monitor and enforce the disclosure of 
short positions taken through these instruments in practice. 
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implementation and operation of systems in order to comply with the new 

obligations. 

Indeed, the trading platforms in the U.K. do currently not require a sale 

to be identified as a short sale, which makes it difficult to determine whether 

short selling activity is high and constant or rather uncommon.  However, 

market participants in the U.K. can purchase stock lending data and thus at 

least obtain an imperfect proxy for the overall level of short selling.  This is 

different from the U.S., where a regime is in place that leads to aggregate short 

interest data being available (albeit with a lag) to the market.  What the FSA 

now suggests is again a further-reaching approach: Public disclosure of major 

individual short positions.  While such an enhanced disclosure regime, 

providing information about the identity of a trader taking and abandoning a 

certain short interest, may entail certain benefits, the current state of research 

does not allow for a clear determination of its net effects on social welfare.  It 

is likely that after the implementation of such a regime a number of short 

sellers would be deterred from selling short in U.K. stocks and that liquidity 

and price informativeness would suffer.  However, just as well the opposite 

result could arise as the knowledge of particular short sellers’ positions may 

encourage other traders to engage in short selling, i.e., short selling may 

become more attractive when transparent.  Enhanced strategic behavior and 

herding would most likely lead to higher volatility.  Especially when market 

volatility is high and investor confidence urgently needed, such behavior may 

expedite market declines substantially.   

Perhaps the strongest argument in favor of a disclosure regime indeed is 

one that does not concern its effects on the market, but the opportunities it 

provides for supervisory actions in extraordinary circumstances.  Manipulative 

or abusive trading activities may, if performed on a big scale, cause 

devastating damage to financial markets.  Although this is far from common, 
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short selling can be employed for such manipulative or abusive purposes.  

Therefore, securities regulators should at least have the means to track short 

selling activities on their markets in order to intervene in case there is a 

suspicion of market abuse.  The same is true for situations of severe market 

disruptions in times of crisis.  Yet achieving the advantage of having an 

informed regulator, both with regard to market abuse and market stabilization, 

does not necessitate a system of public disclosure, but would be achieved 

equally well by requiring traders to disclose short positions only privately, i.e., 

only to the regulator.  While providing the regulator with the information it 

needs, private disclosure does not entail the same concerns as are related to 

public disclosure.   

A clear distinction between private and public disclosure can be found in 

the Committee of European Securities Regulators’ (CESR) recent consultation 

paper on short selling regulation (CESR, 2009).  CESR proposes a harmonized 

pan-European disclosure regime based on a two-tier system which would 

trigger an obligation for private disclosure to the regulator at an initial 

threshold of 0.1% (and subsequent increments) and an obligation for public 

disclosure to the market as a whole if the position reaches a second-tier 

threshold of 0.5% (and subsequent increments).  While the concerns related to 

public disclosure of individual net short positions are the same for both the 

European and U.K. proposals, the CESR approach ensures at least that 

regulators receive information on the short selling activities of individual 

traders already at a fairly early stage.  

Should the FSA implement the disclosure regulation as proposed,54 it 

would take an approach rather distinct from the latest U.S. regulatory attempts, 

                                                 
54 In a feedback summary, the FSA concluded that its approach is strongly supported (FSA, 
2009c).  However, with a view to international and regional initiatives on short selling still 
ongoing (IOSCO, 2009; CESR, 2009), the FSA has so far abstained from publishing any 
proposed rule. 
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laying the basis for a discretionary system of regulatory intervention rather 

than adopting an automatic intervention device.  In sum, it is at least possible 

that the proposed public disclosure regime would have the unintended effects 

of reducing sound short selling activity or encouraging correlative short 

selling.  However, from a precautionary principle perspective, it seems 

reasonable to give the FSA the necessary means to control short selling 

activities in U.K. stocks effectively.  Yet this goal could be obtained by a 

private disclosure regime, as proposed by the CESR consultation paper for 

lower levels of short interest.  Given the various uncertainties related to the 

effects of individual short positions being transparent to the market, a public 

disclosure regime for short selling seems to be a rather risky approach for the 

time being.  

5. CONCLUSIONS 
Recently, short selling has hit the headlines on various occasions.  According 

to its former Chairman and CEO, the collapse of Lehman Brothers is partly 

due to short selling which allegedly depressed the stock price.55  The car 

manufacturer Volkswagen, in contrast, has—only for a few hours—turned into 

the most valuable listed company in the world because of short sales.56  Yet the 

problem is not new: For many years, academics and policy makers have 

discussed whether short selling abusively drives down a company’s stock price 

or actually contributes to market efficiency.  In the course of the current 

financial turmoil, numerous national regulators have implemented emergency 

restrictions on short sales hoping to reduce market volatility.  However, more 

important is the question of how to address the issue of short selling regulation 

                                                 
55 See Richard J. Fuld, Jr., Statement before the United States House of Representatives 
Committee on Oversight and Government Reform, 6 October 2008. 
56 See BBC News, VW becomes world’s biggest firm, 28 October 2008. 
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in the long run.  In the United States, the SEC, after having adopted final rules 

addressing certain aspects of short selling, is discussing the implementation of 

further restrictions on short selling.  U.K.’s FSA is proposing the introduction 

of an enhanced short selling disclosure regime. 

Our main argument in this article is that the recent regulatory attempts 

frequently violate basic principles of efficient financial markets regulation.  

Regulation is desirable where market failures, such as inefficient price 

formation and discovery or market abuse, exist.  As for the first notion, the 

broad evidence is that short selling restrictions disturb, rather than facilitate, 

price discovery.  Independent of this assessment, it is clear that further 

research on the causal effect of short selling on prices is needed.  As for the 

second notion, the “detour” that market abuse regulation takes through 

restricting short selling runs counter to the idea that regulation should itself be 

implemented in the most effective manner.  Existing market abuse legislation, 

potential enforcement problems notwithstanding, is a better and more 

predictable tool to achieve fair markets. 

Based on these first principles we evaluate recent short selling 

regulations and regulatory attempts of the U.S. and U.K. regulators.  For the 

U.S., we suspect that the SEC’s new rules, implemented in September 2008, 

are mainly motivated by political pressure, which has been substantial due to 

the current financial crisis.  If any, the Naked Short Selling Antifraud Rule and 

the elimination of the options market maker exception are likely to have 

negative effects on market liquidity and, thus, on efficient price formation.  As 

far as the SEC’s current regulatory proposals are concerned, the existing 

evidence suggests that the (re-)implementation of an uptick rule would 

generally reduce short selling and, with it, market efficiency.  Moreover, it 

seems not reasonable to combat temporary market deteriorations with 

permanent restrictions on short selling.  The drawbacks may be smaller in the 
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case of a circuit breaker, restricting short selling only in specific stocks under 

certain narrow circumstances.  We highlight, however, the need for a formal 

model that takes into account the fact that price formation is endogenous to 

any contingent rule that the regulator announces.  This is not reflected in 

current thinking, but is of great conceptual and practical importance. 

As for the enhanced disclosure regime proposed by U.K.’s FSA, we 

suggest that more transparency to the market may either reduce short selling 

activity or stimulate strategic behavior and herding.  Both effects are likely to 

interfere with efficient price discovery, and further analysis is needed here as 

well to determine the direct effects of the proposed disclosure requirements.  

The aim of having a well-informed FSA, enabling it to step in under 

extraordinary circumstances, especially with regard to manipulative activity 

and deteriorated markets, can also be achieved by a regime of only private 

disclosure of substantial net short positions. 
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