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	WHAT IF SHORT-SELLING WERE BANNED 

Those who sell shares they don’t actually own are often blamed when financial markets fall. But Brendan Koerner argues that short-sellers may be unsung heroes

Mr Koerner is a Markle fellow at the New America Foundation
After nearly a decade of boisterous economic growth, investors have been taken aback by recent falls in share prices around the world. America’s Nasdaq stock market has fallen by 70% since the beginning of 2000; some emerging markets have fared even worse. Financial pundits have fingered a number of plausible culprits, from the popping of the dotcom bubble to the fallout from September 11th. But when all else fails, critics turn their fire on a centuries-old scapegoat: short-sellers.

The small fraternity of speculators who profit from the market’s misfortune are used to the criticism. They have been vilified ever since European bourses first took off in the 17th century. In the 1920s, Otto Kahn, an investment banker, claimed shorting was "inherently repellent to a right-thinking man". 

When stock markets crash, public cries to outlaw short-selling are never far behind. When Britain’s South Sea Bubble popped in 1720, short-selling was temporarily banned, as it was a century later in the United States during the War of 1812. After "Black Thursday" in 1929, which kicked off the Great Depression, US regulators implemented a series of securities reforms aimed at restricting short-sales. Now, shell-shocked financial regulators from Tokyo to Berlin are moving against short-sellers, enforcing tougher regulations or even contemplating outright bans. They pray that these measures will prop up share prices and, by extension, investor confidence.

I was giving a lecture about short-selling when this lady stood up and said: "I can’t believe I’m listening to this! This is the most anti-American proposition!"
Such knee-jerk reactions against short-selling could scarcely be more short-sighted. Rather than dragging markets down with their avarice, short-sellers play an unsung role in combating fraud and checking the damaging mindset that Alan Greenspan, the US Federal Reserve chairman, famously called "irrational exuberance". As the Financial Times put it last September: "Short-selling does not kill share prices; fundamentals kill share prices."

THE LONG AND SHORT OF IT
Though little understood, short-selling is actually a relatively simple transaction. It begins with a speculator who believes a share will plummet in value. He or she borrows some of those shares, typically from a brokerage house or an insurance company. The shorter then sells the borrowed shares, promising to replace the shares, plus interest, at a future date. If all goes well for the speculator, the share price falls, and he is able to scoop up the replacement shares at a lower price. He then pockets the difference between the loan and repurchase prices.

But if the investor’s bet does not pay off, the losses can be steep. Since the transaction involves borrowed money, the shorter must maintain plenty of collateral – usually around half the value of the share – or face a margin call. And since there is no cap on how high a share can climb, an unwise shorter can easily lose a packet.

Because it is so risky, short-selling is rare, especially among individual investors. Less than 2% of New York Stock Exchange trades are short sales, and the figure is even lower on the Nasdaq stock market. Most of these trades are executed by hedge funds or a handful of high-risk unit trusts (mutual funds) that specialise in short positions. 

The global economic chill has revived anti-shorting sentiment in several countries. Earlier this year, Japan’s Financial Services Agency moved to strengthen short-selling restrictions by introducing an "uptick rule". This decrees that shares can only be sold short above the last price traded. The agency has also pressured insurance companies to stop lending shares to short-sellers, a tactic also employed by Britain’s Financial Services Authority last autumn after September 11th. In February, Hans Eichel, Germany’s finance minister, proposed a temporary ban on short-selling as part of a draft law on financial promotion.

These reforms are invariably popular with the general public. To the small investor, whose life savings may be tied up in index funds or blue-chip shares, anyone who bets against the market is instantly regarded with suspicion. "I was giving a lecture in Boston when I was a stockbroker, and the subject was short-selling," recalls Sarkis J Khoury, a professor of international finance at the University of California at Riverside. "This lady stood up with an umbrella in her hand and said, ‘I can’t believe I’m listening to this! This is the most anti-American proposition! I will call my congressman!’" 

In the days after the World Trade Center attack, many traders felt obliged to take long positions as a matter of patriotic duty. "We heard market participants encourage the Securities and Exchange Commission [America’s stockmarket watchdog] to place restrictions on short-sellers," says Keith Black, assistant professor of investments at the Illinois Institute of Technology’s centre for law and financial markets. "They felt that unbridled short-sellers would cause the market to fall too rapidly, somehow giving the terrorists an extra margin of moral victory."

That attitude betrays a woeful misunderstanding of short-selling’s usefulness in maintaining efficient markets. In fact, short-sellers are vital to limiting the sort of financial chicanery that led to Enron’s collapse, the largest bankruptcy in US history. "Investors have learned that you can’t really rely on auditors, you can’t really rely on the government and you can’t even rely on the financial journalists to expose the bad companies," says Tom Fedorek, senior managing director at Citigate Global Intelligence & Security. Analysts, for example, are notoriously bullish regardless of the economic climate. Most of their recommendations are "buys"; only about 10% are "sells". As Mr Black pointed out in a recent issue of The Journal of Global Financial Markets, as late as last October – only two months before it declared bankruptcy – ten of the 17 Wall Street analysts covering Enron still rated the company a strong buy.

Short-sellers, however, are adept at digging through balance sheets and other sources of information to sniff out corporate shenanigans. They can then drive down share prices to levels that more accurately reflect a company’s true fiscal health. Without short-selling, says Mr Fedorek, "you might see five or ten Enrons a year." He adds that the failed energy company was felled, in part, by James Chanos, a legendary short-trader.

Struggling companies are understandably eager to limit short-selling of their shares. They often go to great lengths to discourage the transactions. Manuel Asensio, a short-sales guru and author of Sold Short, has been sued by companies that take umbrage at his gloomy forecasts. Last year, Michael Saylor, the chief executive of flailing MicroStrategy, pleaded with shareholders not to lend shares to short-traders. "While short-sellers are borrowing your stock, they are actually working against your interest in seeing a higher MicroStrategy stock price," he wrote. But his ploy failed after concerns over MicroStrategy’s creative bookkeeping spread. Its share price hovers below $3 per share, down from a high of $313 in 2000.

David Dubofsky, a professor at Virginia Commonwealth University’s school of business, scoffs at such meddling. "If you want to argue that prices should reflect all information, both good and bad, then you have to have short-selling," he says. "Everyone would agree that information-efficient markets are a good thing… If prices are too high, that’s not good, because a crash will come and it will hurt that much more if you let prices get too high on the up side."

Short-selling restrictions can also mask deeper problems in national economies. In Japan, the move against short-selling led to a brief rise in the Nikkei 225 index. And the uptick rule, which is also on the books in the United States, is probably a good idea, since it softens market crashes. But leaning on share lenders may be a step too far. "Such rules only paper over various troubles in an economy," says Jeffrey Balash, the founder of Comstock Partners, a Los Angeles-based investment bank. Short-term, artificial stability on the Nikkei does nothing to solve Japan’s fundamental problems, such as an archaic banking system or the lack of an entrepreneurial culture.

Punching even more holes in the anti-shorting argument is fairly easy, given the upward drift of stock prices over the past several decades. "If short-sellers are, in fact, so successful at systematically screwing up the market, then one would expect that, on average, short-sellers would make more money than those that go long," says Mr Khoury. Of course, the exact opposite is true, as proven by the success of the world’s major indices over time. Long-term investors are infinitely better off sinking their cash into, say, the S&P 500 than wagering on a short-selling fund. As James Glassman, an investment columnist for the Washington Post, recently noted, managers of such funds have "chosen one of the toughest professions known to humankind – trying to profit from the losses of a stockmarket that has a powerful history of gains."

The risk-averse should take at least a moment or two to give thanks to the few brave and knowledgeable souls who hazard the short-selling game. Herb Greenberg, a columnist for TheStreet.com, once referred to short-sellers as "the market’s real heroes", and for good reason. Without these acolytes of fiscal truth, the recent economic downturn could have been even worse. The regulators who now demonise the short-sellers have it backwards: the markets need more realists, not more Pollyannas. 


