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Short sellers anticipate governments’ fiscal
space during the COVID-19 pandemic
By Stefan Greppmair, Stephan Jank and Esad Smajlbegovic
The outbreak of the COVID-19 pandemic had an unprecedented impact on the global
economy, forcing governments to take rapid fiscal action. However, generous
government support programmes depend on the government having a good credit
rating. How do financial market players take fiscal constraints into account in their
investment decisions? A new study looks into this question by analysing developments
in short positions in the first few months of the COVID-19 pandemic in Europe.
In a short sale, an investor sells an asset that they have previously borrowed for a specific period, with the intention of
buying it back at a later point in time. If the price of that security falls during that period, the investor makes a profit;
otherwise, they suffer a loss. Although short selling is a controversial topic in public debate, several studies suggest that
short sellers are informed investors (Boehmer, Jones and
Zhang, 2008; Wang, Yan and Zheng, 2020). They have an
important role to play in the financial market as they contribute to efficient price discovery. Above all, they ensure that
negative information is reflected in lower prices (Engelberg,
Reed and Ringgenberg, 2012; Ljungqvist and Qian, 2016).
The COVID-19 pandemic is an opportunity to examine how
short sellers behave in an unprecedented “black swan”
event. For our analysis, we use European data on public
short positions reflecting significant short positions above a
threshold of 0.5% of a company’s shares outstanding. Disclosure includes the name of the investor, the amount of
their short position as well as the name and ISIN of the stock
in question. This amount of detail and the daily availability of
the data help us to observe how short sellers acted during

the outbreak of the pandemic and the subsequent stock
market crash. In particular, we analyse how financial market
players incorporated individual governments’ fiscal space as
an important factor in cushioning the plummeting sales at
the affected firms, into their decisions.
In our current working paper (Greppmair, Jank and Smajlbegovic, 2021) we examine the role played by (a country’s)
fiscal space for short sellers during the COVID-19 pandemic.
In doing so, we proceed in two stages. First, we measure
countries’ respective fiscal space based on their credit rating
(Kose, Kurlat, Ohnsorge, and Sugawara, 2017). Second, we
categorise companies by how much liquidity they had at the
beginning of the pandemic (Fahlenbrach, Rageth, and Stulz,
2020). The hypothesis is that firms with little short-term liquidity cannot absorb the revenue shock and are therefore
reliant on generous domestic support programmes. However, if such programmes can be set up only by countries with
sufficient fiscal space, we would expect short sales to occur
primarily in companies with low liquidity that are headquartered in countries with a low credit rating.
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Figures 1 and 2 illustrate the results of our analysis. Figure 1
shows countries with a low rating (lower than “AA”), and
Figure 2 shows countries with a high rating (greater than or
equal to “AA”). In addition, we differentiate between firms
with large and those with small liquidity reserves. Before the
crisis, there was no clear difference in short selling activity
between these two groups of companies (see Figure 1). During the stock market collapse in February 2020 and also
shortly beforehand, we see a clear rise in short positions in
companies with low liquidity headquartered in countries
with a poor credit rating. Many of these short positions were
closed again before the end of the market crash (between
February and March 2020). Nonetheless, the number is elevated as compared with short positions in firms with a large
share of liquid assets. For these, short positions fell significantly in this period. Only in the second market recovery period (between May and June 2020) did short selling activity
in the two groups converge again. In countries with a high
credit rating (see Figure 2), we do not observe this change in
short sellers’ strategy. This finding suggests that short sellers
have incorporated the limited ability of fiscally constrained
governments to support firms with liquidity problems into
their decisions.
Further analyses in the form of detailed panel regression analyses back up this interpretation of the results. We show that
short sellers’ trading behaviour can be explained neither by
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the severity of the COVID-19 pandemic and the measures
taken to contain it nor by the liquidity of the banking system
in the respective countries. Controlling for these alternative
explanations, short sellers appear to have reacted to the heterogeneity of the affected countries’ fiscal space in combination with firms’ liquidity. Further tests suggest that short
sellers have pursued this strategy mainly for firms with a largely local sales market. These firms are particularly reliant on
domestic stimulus programmes.
In the next step, we observe short sellers’ exact timing in
order to answer the following question: in countries with a
low credit rating, how much does the share of short positions change in illiquid as compared to liquid firms? The reference group is composed of short positions in countries with
a high credit rating, and the reference period is from 1 July
2019 to 15 December 2020. Figure 3 shows the propensity
for investors in countries with a low credit rating to hold
short positions in illiquid companies. Comparing the most illiquid company with the most liquid, the relative likelihood of
investors holding a short position at the end of the market
crash phase (between February and March 2020) is up to
60% higher. At the same time, we can also observe an economically and statistically significant increase of 40 percentage points as early as one week before the market crash in
February and March 2020. The results suggest that short
sellers anticipated the importance of fiscal space in terms of
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allowing governments to provide stimulus to particularly atrisk firms during the COVID-19 crisis early on and pursued
appropriate investment strategies.
Timing of short sellers' strategy change

Figure 3
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This anticipation is also evident in the profitability of the
short sales: during the market crash period of the pandemic,
positions with a focus on illiquid firms headquartered in
countries with a weak credit rating generated a risk-adjusted
return of around 15 percent. Relative to the movements of
the overall market, we see no significant decline of this return in the three months following the market crash. In line
with the academic literature (e.g. Boehmer, Jones and Zhang,
2008; Wang, Yan and Zheng, 2020), this evidence suggests
that short sellers have not driven prices below their new fundamental value, but rather that they are actively involved in
the price discovery process as informed financial market participants. In this context, the findings of our work show a
new dimension to short sellers’ abilities: even in an unprecedented global pandemic, short sellers appear to process new
public information quickly and to align their positions correspondingly even before the market crash.
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1 Week × Low country rating × Firm illiquidity. 2 China: first report to WHO.
3 WHO: Public Health Emergency of International Concern. 4 Market crash.
5 Start of shorting bans. 6 End of shorthing bans, Initiative for EU Recovery Fund.
Deutsche Bundesbank

Conclusion:
Our study suggests that during the COVID-19 crisis short sellers anticipated the importance of fiscal space, which is crucial for
allowing governments to provide sufficient stimulus for badly affected firms, and that short sellers reacted to this information
early on. The fact that this short selling strategy produced clear portfolio gains shows that short sellers process information
exceptionally quickly even in an unprecedented crisis.
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News from the Research Centre
“Inflation and Professional Forecast Dynamics: An Evaluation
of Stickiness, Persistence, and Volatility” by Elmar Mertens
(Deutsche Bundesbank) and James M Nason (North Carolina
State University) will be published in Quantitative Economics.

“Equilibrium Asset Pricing in Directed Networks” by Nicole
Branger (Universität Münster), Patrick Konermann (BI Norwegian Business School), Christoph Meinerding (Deutsche Bundesbank) and Christian Schlag (Goethe University Frankfurt)
will be published in the Review of Finance.
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