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Short selling below the radar
by Stephan Jank, Christoph Roling and Esad Smajlbegovic
A new EU regulation sheds the first light on the hitherto hidden practices of short
sellers. This legislation requires short positions to be made public as soon as they
exceed a certain threshold. How are market participants responding to this new
transparency? A new study looks into this question.
In a covered short sale, an investor sells a security which they
had previously borrowed for a fee over a certain period of
time. The investor needs to repurchase the security at the
end of the borrowing period, or earlier, in order to return it
to the lender. If the price of that security falls during that
period, the investor makes a profit; otherwise they suffer a
loss. Hence, short selling can be a profitable strategy for investors who are expecting prices to decrease. It is this speculative feature of short selling which has mostly met with a
negative public reaction, and criticism is particularly intense
when markets go through phases of heavy losses. Yet at the
same time, short selling is an important risk management
instrument, and it is also used by market makers who regularly quote buy and sell prices in the markets, thereby ensuring a sufficient level of liquidity. There are a number of studies which indicate that short selling plays an important role
in financial markets on account of its contribution to pricing
efficiency and higher market liquidity (Beber and Pagano,
2013; Boehmer, Jones and Zhang, 2013).
The 2008-09 financial crisis was the cue for reforms to financial
market regulation, one of which addressed the regulatory
treatment of short selling. In November 2012, the European
Union eventually adopted a uniform regulation on short selling
which prescribed new transparency requirements for short
sales of stocks. The new rules give supervisory authorities

and every market participant an accurate and near-time
overview of short sellers’ activities. The regulation consists of
a two-tier reporting and publication system. First, if an
investor’s net short position reaches 0.2% of a company’s
issued share capital, they must report this to the national
supervisory authority. Second, if the net short position is
0.5% or higher, the investor must even make this position
public. Publication includes the name of the investor, the
amount of their short position as well as the name and identifier of the stock in question. For the German stock market,
a list of these short positions is available to the general public
on the Federal Gazette‘s website(1).
Requiring individual investors to make their short positions
public is a regulatory novelty, and it remains to be seen how
investors respond to this new degree of transparency. It is
frequently said that investors will seek to remain below the
disclosure threshold as a way of keeping their cards close to
their chest. Our current discussion paper (Jank, Roling and
Smajlbegovic, 2016) uses the two-tier reporting and publication model set out in the EU’s short selling regulation to
answer this question. In it, we analyse the short positions
reported for the German stock market in the period from
November 2012 to March 2015, as provided to us by the
German Federal Financial Supervisory Authority (BaFin).
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Cast a glance below the publication threshold
Figure 1 shows the frequency distribution of the reported
short positions, with positions being grouped together in
intervals that are 0.10 percentage point wide. Disclosed
short positions account for around 21%, while the bulk of
the reported positions (79%) are below the publication
threshold. The final reporting interval below the public disclosure threshold – the one encompassing short positions of
between 0.40% and 0.49% (otherwise known as the 0.4
interval) – can deliver important insights on whether investors are avoiding publication. In case investors are looking to
“fly below the radar”, we would expect to see a concentration
of short positions just below the threshold value. The simple
frequency distribution displayed in Figure 1, however, presents no apparent indications as to whether investors are
avoiding publication or not.
Disitribution of short positions: full sample

Figure 1

distribution of positions which are currently at their record
high. A substantial concentration just below the publication
threshold is discernible for this group. In the 0.4 interval,
positions at their record high are roughly twice as frequent as
positions which are below their record high. While this is an
intentional simplification, our subsequent formal tests confirm that a significant share of investors prefers to stay out of
the public eye.
Disitribution of short positions: split sample
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We therefore test this theory in greater detail by focusing on
a subgroup of positions that are each at a record high – that
is to say, the investor in question never before had a higher
short position in that particular stock. This subgroup is particularly revealing for the following reason. If a position in the
0.4 interval is at its record high, this means that this position
has never previously exceeded the publication threshold.
These are precisely the positions where we expect to see particularly pronounced avoidance effects. By contrast, there
would presumably be smaller avoidance effects for positions
that have already been published in the past.
Figure 2 presents the distribution of short positions for both
of these subgroups. The brown bars depict the frequency

Various reasons for discretion
Which factors determine the decision to publish a short position? Do specific features of the shorted stocks or investor
characteristics play a role? Our analysis reveals that investors
who have never disclosed short positions in the past are
highly unlikely to publish positions in the future. And it is indeed the case that certain investors did not once exceed the
disclosure threshold during the entire sample period, but
remained just below it. This suggests that investors tend to
decide whether to publish short sales not on a case-by-case
basis but more as a matter of principle.
Another finding is that investors who generally avoid publication earn a superior return on their short sales than investors who do not. This indicates that short sellers who operate under the radar tend to be well-informed investors. This
outcome suggests that the protection of intellectual property, such as private information on companies or newly developed investment strategies, plays an important role in this
context.
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Negative impact on price discovery
How does the behaviour described above affect the pricing of
stocks? The price discovery process, as it is known, represents
an important mechanism in the financial market by means of
which private information is incorporated into stock prices. If,
say, a market participant has private information that a stock
is overvalued, they can exploit this information by selling or
short selling it. The sales adjust the price downwards until the
stock is no longer overvalued. However, if an informed investor remains below the prescribed regulatory publication

Page 3

threshold, the price may take some time to adjust, thus impairing the price discovery process. In our analysis we find
that negative information about a company is not directly
incorporated into the stock price, precisely when a short position turns out to hide just under the publication threshold.
Hence, the strategy of avoiding publication by remaining
below the disclosure threshold appears to have a negative
impact on the price discovery process in the stock market.

Conclusion:
Our analysis shows that a considerable share of short sellers avoid disclosing their positions by remaining below the corresponding statutory threshold. Moreover, our results suggest that investors tend to decide for or against publication as a matter
of principle, rather than on a case-by-case basis. Investors who stay below the radar tend to be well-informed. As a result, the
efficiency of the price discovery process in the stock market is reduced.

(1)

www.bundesanzeiger.de

Disclaimer:
The views expressed here do not necessarily reflect the opinion of the Deutsche Bundesbank or the Eurosystem.
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News from the Research Centre
“On Measuring Aggregate Uncertainty and its Impact on
Investment: Cross-country Evidence from the Euro Area”
by Philipp Meinen und Oke Röhe (both Bundesbank) will be
published in the European Economic Review (92).

12 – 13 June 2017
”Regulating Financial Markets”

