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Preface

The thesis project Evaluation of Short Selling Methods and Implicasoffor
Regulators concludes my MSc course in Management, Econorared Consumer
Studies and my Laurea Specialistica in Economia Sistema Agroalimentare. It
represents the final achievement in terms of acadeesearch, methodology and

contents of my Double Degree program shared ig &atl the Netherlands.

During the two years Master period in Wageningerivehsity and three years of
Laurea Specialistica in Universita Cattolica, myemest in issues and problems
belonging to business management has been consilyuesing until focusing on the
financial management. In the huge universe thanhegeo my thirst of knowledge
during the course Corporate Financial Managemeatigimg procedures and risk
management fueled my curiosity herded then by thecas of my supervisor on the

topic | have been dealing with in the last mongimrt selling.

In the broader area of social science the challdagan agricultural back-grounded
student has been to analyze deeply aspects relatiednvestors psychology turning
into prices and values given to securities andnidevstand dynamics related with the

functioning of financial markets that has alwaysrb&ghting the fire of my mind.
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Abstract

Abstract

Purpose

To qualitatively analyze short selling methodsafinial instruments deployed to place
short sales, short selling risk-market effects d@hd current financial authority

organizational level, and to design accordingly amigational suggestions to help
authorities improve the regulatory activity.

Design/Methodology/Approach

A literature study addressed general informationsbaort selling, technical-practical
aspects, the relatioshort selling-efficient market theorgnd short selling-financial
analysesthe short selling risk from the market perspecind the ethical debate on
short selling. Subsequently, reviewing regulatooguinents and interviewing experts
added insights to the theoretical part. Then, dibered information produced general
suggestions for financial authorities and insight®& potential obstacles to
improvements.

Findings

A distinction between short sellifgansactionandstrategy how short selling fit with
the concept of market efficienclgybrid transactions nor classifiable as regular neither
as naked short selling, an exampleuwés bypassing strategyhe authority’s need for
aresearch area dedicatet short selling, for a clear classification aradegorization

of rules, and for an organizati@ontrolling overthe single markets have been the main
findings.

Research Limitations/Implications

The shortage of financial experts willing to giveeitr contribution affected the

generalizationof results, even though the information collechede been more than

expected. The present study provides a valuable floagurther research regarding the
regulatory activity on short selling.

Originality/Value

Notably from the regulatory activity perspectivee tstudy identifiednew concepts
previously not clearly classifiedpew formsof short selling considering the last
regulatory requirements and an example of ruleflamking strategy.

Key words: Short Selling, Financial Authority, Fital Market Regulation.
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Executive Summary

Executive Summary

Short selling consists in a sale of financial se@s that are not owned by the (short)
seller. It is a downward investment, meaning thatgrofit comes along with a loss in
value by the sold security. Such loss in valueejgresented by a drop in the security
market price.

Investors place short sales when they perceive ttietcapability of a company to
produce future profits (i.e. trmmpany valuehas reduced, and accordingly the market
price of the belonging to securities will drop.that case, the short seller, who agreed
with the buyer to postpone the delivery of the sigguwill have the chance to buy the
security later from the market at a lower priceckmiing the difference with what was
already paid by the buyer.

This simple sale concept has been causing trooliterhpanies, because such behavior
can influence the security-holders’ perception &rde them to sell. When security-
holders sell, rising funds from investors becom#gcdit for a company, which can
enter a price-dropping vortex usually ended byitiervention of financial authorities
interrupting the negotiations.

As the price reflects the market perception, inghst the public opinion accused short
sellers of introducing rumors in the market to magly drive down the price of the
securities they had short sold. The impossibilityapidly controlling the veracity of
information and the slowness in communication fleere in fact making that possible.
Nowadays, fast communication channels, interned, #a@ more strict requirements
companies have to comply, make checking informatmarch easier. Therefore, new
methods, exploiting short selling complexity anc tmany financial tools on the
market, replaced illegal behaviors and became thi@ challenge financial authorities
have to cope with, especially when such methodsatinypassing the set of rules.

This research analyzes the different techniquesdas, or involving short selling, the
risk and the effects of short selling on the markat the current organizational level
in the regulatory activity to define concepts rethtwith short selling. Such concepts
are then used to draw organizational suggestionsirag at helping financial
authorities improve short selling regulation.

The central questions driving the research are &RBQi) What are the different
methods and the technical-practical implications stfort selling, the risk-market
effects, and the current organization of shortisgliregulatory activity?GRQIii) How
can regulators improve their regulatory activitygarding short selling, taken account
of the findings iINGRQI? These two general questions produced six spa&fearch
questions$RQ’g, which to answer in order to achieve the reseabgéctive.

The study has been conducted by means of a literatwiew and an empirical data
gathering phase. During the literature review,tdahinical information showed the lack
of arecord of occurrencesomprising the different methods of short sellidge to the

lack of a clear definition of the short selling cept. Such concept was not taking
account of the last investors’ habits: nowadaypléze their investment, investors use

8
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assortedoortfolios to reduce the overall risk; such portfolioembine short and long

positions If the value of short positions exceeds the vabiethe long ones, the

portfolio becomes ahort strategyWithin a short strategy there can be many differe
short positions that can be nam&brt selling transactionsAccordingly a dilemma

arosedo short selling operations involve only one trastgan (in which the seller takes
a short position), or can stock portfolios (comprg at the same time different
strategies for different securities and resulting a short gross balance), also be
considered broader forms of short selling?

The main issue related to short selling is thatetiogr with problems — like the
abovementioned speculation affecting the compacagmbilities to raise funds from
the market — it brings also many advantages. Iy faarket prices develop from the
balance between the amount of sellers and the amwmfubuyers. The will of an
investor to be a “seller” or a “buyer” lies in theove cited perception of the company
value, and it is based on any type of informatistldsed about the company. Hence,
when an investoshort sellsand consequently a security holdsglls moving the
balancesellers-buyersthey both affect the price by incorporating irthé information
regarding their perception, which is a notable fpesieffect.

By contrast, short selling has been always perdeasa form of market inefficiency
both because short sellers were placing short sahkes companies were overvalued,
and due to the countersense gbrafit generated from #&ssin value. In fact, short
sellers ratherexploits market inefficiencies. The point became that tharket can
possibly be not as efficient as it is assumed. Hehg analyzing the correlatiahort
selling-efficient capital market theoffECM), and by studying the relation between
short selling and financial analyses — the funddaleanalysis and the technical
analysis — it has been possible to design the mugeenario, and to find the right
positioning both for financial analyses and forlselling with respect to the different
levels of efficiency in the ECM (Figure 3, p. 43hort selling can exist both in
condition of inefficiency, and also in the two weakforms of efficiencyweak, semi-
strong, because in those conditions there can be infitoma&hat are not incorporated
in the price yet.

The analysis of short selling risk and its effeots the market produced an initial
identification of two types of risk. Theconomic-financial riskies in the possibility
that the perception by the short seller resultediht from the perception by the rest of
the market and, hence, the security gains valueadsof depreciating. Such a risk
causes a loss for the short sellers and a meatiuream be found in thehort interest
ratio: the ratio between the percentage of securitytsswd on the total outstanding,
and the average coverage peri@dvierageis the closure of the short position, by
buying the securities). Theontract-failurerisk instead is a sort of personal risk. It is
the risk that the security delivery fails. In thedse, the risk is that the short seller
defaults and takes with him such negative reputatidhe future financial operations.

To end the literature study on short selling, itsiGal aspects are analyzed. The need
for such analysis arose as in the ethical debateymeonomical issues were found. The
most important ones concern the markeguidity, the marketvolatility and the
possibility that short selling causesmotional exaggerationgble to increase the
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eventual price drop. Such aspects have been subrggquadded of insights in the
empirical phase.

The empirical study conceives two main phases.fifbeis the analysis of documents
regarding the regulatory activity and the regukatorganizational scenario. The main
findings have been the lack afentralization (each country/market has its own
authority), the lack okpecialization(e.g. a dedicated research area for short selling)
the use ofempirical investigation(mainly following episodes of market abuse) and
rules not really clear andategorizedwhich is anachronistic in a current situationhwit
everyone having access to trading).

The second empirical phase is conducted by meassmoiFstructured interviews. This
tool allowed to build an interaction with the intmwee and hence to ask more
confidential information, as short selling is usedisk management and can be part of
confidential company strategies. The type of infation searched igualitative and,
based on the scarcity of indications verified dgtine literature study, the topics which
to ask about arenarket efficiencyshort sellingmethods(especially rules-bypassing
strategies), and theegulatory activity Due to the extreme difficulty in understanding
the main facets of short selling, the subjectsiterview have been chosenfinancial
experts belonging tagovernmentsfinancial authorities banksandhedge fundsin the
end, only three interviews are performed and torame such a shortage of people
willing to give their contribution in the researchn interview improving iterative
processhas been applied. Such process consists in dgrivew concepts in each
interview step and to build on such concepts a setvof more specific questions to
forward to the next expert. In this way thedepth feature of the semi-structured
interviews is taken to extremely high levels.

In order to keep this summary as short and effectis possible, the results of the
interviews are omitted. The main insights from éxperts are hence redirected under
each specific research question providing the n@nclusions of this research.
Thereby, based on the conclusions also the gesegglestions for financial authorities
are presented.

SRQa: What different ways of selling short do appe#he financial literature?

There is onlyone type of short sellingransaction(single short position), consisting in
just selling something that is not owned. On that@y, there arénfinite ways of
building up short selling strategies(broader compounding of financial instruments
resulting in a gross short position), as infinite the ways to combine the investment
tools currently on the market, which can be useolitd an investment portfolio.

SRQb: What are the risks and the effects on fimhmoarkets, associated with short
selling?

Three different forms of risks have been discerniéte financial risk is the loss of
money deriving from a wrong investment (i.e. the@rdoes not drop). It has a very
low influence on the market because of two reastp$nancial authorities have the
chance to interrupt the negotiations and limit ibgses; 2) professional short seller
always know where to find securities to cover thertspositions. The individual risk

is the risk related to contract failures, for whiokestors can default. Such reputation
can affect future investments and it can also ttm asystemidorm of risk affecting
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also other market participants. Such risk has allov influence on the market because
when it turns systemic the “close-out” requirem@ippendix 4) forces the broker to
cover the delivery failure. Thenarket riskis strictly related to illegal behaviors
(manipulative short sellintrying to affect irregularly the price). It hashah influence
on the market but it does not depend on shoringelis a financial practice, but rather
on investors’ correctness.

SRQc: How is the short selling regulatory activtganized?

Regulatory organizations have independently beérnnseach country/market, which
constitutes dack of centralizatiorthat can affect the decision making process aad th
number and clarity of rules to comply worldwide.c8wauthorities are not focused on
short selling but rather on the broader area ofketambuse, which is #ack of
specialization desirable for such a complex topic. There aredteck points: the first
is displaced by brokers, when they ask investorsdonplying tostrict requirements
the second is displaced by the authority by mednsngpirical investigationsThe
intervention by authorities is occasional and fangerous situations potentially
affecting minor investors, and also updating rukesoccasional and based on new
occurrences discovery, which represent a lackpddaned and organized activity.

SRQd: Are there ways of selling short to move adaegulations?

There ardwo different ways to bypass rules: short sellgudpstitutionand short selling
accompanimentThe former consists in a combinations of finahtwals that,without
involving short selling transactionsesults in a short final position, non-detectatye
the authority. The accompaniment is instead a coatioin offinancial tools_andshort
selling transaction(s)able to disguise the resulting short positionfddminately, it is
not possible to give a comprehensive record of weages of bypassing strategies,
because building a short portfolio can be donmiimite waysand it depends only on
investors’ creativity

SRQe: What actions can regulators take in ordentprove the regulatory activity?

The main improving opportunities for the regulat@stivity are:building a specific
research aredor short selling that takes account of its exetiangerousness in case
of uses related to market abuses; providing thekebawvith acategorizationof cases
easily consultable, and settipgriodical updatedoth for rules and for cases; setting a
single financial bodyontrolling over the single markets, in order &vé uniformity of
rules, especially because nowadays investors cgly é@ade everywhere; striving for
transparency for instance, by forcing brokers and investorg@anmunicate theinet
short positionsfrom where the authority will then disclose tgeoss positionsas
information to the market.

SRQf: What does it prevent regulators to take tteoas named in SRQe and how can
discerned obstacles be overtaken?

To build a specific research area for short selhag encountered obstacles due to the
lack of deep studies on the technique whose thetdaare hence difficult and mostly
unknown. Such obstacle can be overtaken thanksetonbre numerous studies that so
far have been performed on the topic. Building diech set of rules has been limited by
the different cultures and laws in force in differecountries/markets. In this sense
paradoxically might be easier to create a uniguanitial authority controlling over the
single markets. Concerning the chance to improgerdmsparency, by communicating

11
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the net positions to authorities, the main obstasleepresented by handling such
sensitive information; in this case a sure strengthnt is represented by the
confidentiality agreements that authorities’ empley already must stick to.

Finally, it comes the discussion on the findingstlos research project from the
methodological point of view. On the positive sitle combination of semi-structured
interviews and the abovementioniederview improving iterative processevealed to
be extremely useful to overcome the shortage oflabla people. The information
collected are very deep and much more than expéddtaaever, only three cases make
the research suffer limitations in generalizing thgults. Hence, increasing the number
of experts is the main tip for going one step faxvavith respect to this research
project. Another suggestion that can be proposet isombine also a quantitative
analysis on price levels in certain short sellimnditions, which can add notable
insights especially on the market effect and onritle However, such improvement
will need the availability of more time to develthge research, which has been the main
constrain in this MSc thesis project.

12
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Chapter 1. Introduction and Research Design

PART I : Theoretical Analysis

Chapter 1. Introduction and Research Design

The first chapter of this report is intended tovide the general introduction on the
treated topic and to draw an overview of the redeatructure. Moreover, also aims,
purposes and plans carried out are clarified. mm,tthe background, the problem
statement, the objective and questions, the framewioe definition of main concepts,

the materials and the strategy followed in thiaesh project are therefore presented.

1.1 Research Objective

1.1.1 Research Background

Short selling is a financial transaction consistofga sale having particular features
different from regular sales. Usually, in a regul@nsaction there are two agents: the
seller and the buyer. The seller owns an objecthendedes the right of property to the
buyer, in exchange of a payment. The amount pagasedly reflects the market value
of the object. In a short sale the peculiarityhattthe seller does not own what he is
going to sell, instead: he just borrows it from some elserégular or after borrowing
short selling), or simply he does not have anythingked short selling). Selling
something not owned puts the seller in what isedahort position meaning that he is
obliged to give something to someone, who can tieeeihe lender or the buyer; in
case of regular short selling the short positiorioward the lender, while in case of
naked short selling the short position is toward Huyer. The seller hopes that the
market price of the object — generally a finan@aturity — will drop, so that later
purchasing the sold security from the market wél dheaper and the price difference

will represent a profit (Figure 1).

Short selling is nowadays practiced by many leguities and for different purposes.
Generally, individual investors apply short sellingth for portfolio hedging strategies
or for speculative reasons, while, for instancempanies make use of it in risk

management (Brent et al., 1990). Other entitiebngethort arehedge fundsmutual
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fundsand lately als@ension fundsalthough less prone to operate in such sensdg whi
the lender is usually laroker-dealey trading the security on behalf of its owner.

Reasons to Short Selling
The driving force of short selling operations ie 8eller's downward expectation on the
security trend, i.e. the security is likely to eXpace a price repositioning downwards.
In fact, the price should normally reflect the \alof the underlying asset, but several
times that is not the case and either under orvalgation can possibly take place. The
latter is then exploited by short sellers waiting the price to be sooner or later herded

down by a market-shared expectation.

Figure 1: Short Selling General Mechanism.

An example of short selling

1 Short seller 2 Short seller
borrows Short immediately sells
100 shares seller the 100 shares
Price: $10 each Price: $10 each
[
£ Short seller
makes profit
_ Amount: $200
:e",:“" Market
o 5 Short seller 3 Shart seller buys
returns shares back the shares
to original owner Price: $8 each
10 Stock rises, you fose
= B. You short
E;g A. You short sell here sell here =
10
5
0 -
Stmh dm#s' Yw win The News & Obsarver

Source: http://www.myinvestmentanalysis.com/wp-eatuploads/2009/07/how-short-selling-

is-done.jpg

Reasons underneath overvaluation lie in the owrctfoming of financial markets:
publicly traded companiego on the market to raise funds and capitals bingeheir
securities (stocks, bonds, etc.). Buyers invest eyoim a company to gain from

securities appreciation, from dividends or othem® of return. The current price of the
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security reflects how the market perceive the cargpaalue, namely the capacity to
generate future cash flows and the risk associaiéidl these cash flows. Investors
expecting a lower capacity to stay on the marked lspmpany, will be willing to sell —

they perceive the security overvalued — while cosely there will be some investors
willing to buy — perceiving hence an undervaluatidhe dynamic balance is reflected
in a certain price level. Short selling is thereftine expression of investors perceiving

an overvaluation, but without any chance to sethay do not possess the security.

Sources of Investors’ Perception
As long as market participants have not got theiengghere, the value of a firm is
perceived by taking account of the company itstdfhistory, what it produces, which
markets it involves and the features of such markehether the company is growing
or not, which competitive forces it faces with, fw@duct life and so on. Moreover, a
company always promotes its products, presentsnsipa plans, influences customers
and press, and it even makes creative accountiitg fimancials, to attract eager and
careless investors. The huge amount of variabbgsniust be considered makes thereby
the perceiving mechanism inaccurate and indivicarad it creates both under and

overvaluations.

Short Sellers Activity
Short sellers’ activity is therefore based on fimgdovervalued companies. They focus
on a few number of businesses — which makes tltivity feasible — analyzing the
history and the management. They perform differgpies of investigations, like
studying deeply financial statements, matching rensjoreading footnotes, they focus
on stock issue prospectuses, they interview empkyer ex-employees; otherwise
stated, they analyze everything they can, to fire@ldause for a future disaster (Staley,
1997). The extreme depth of analysis carried onshgrt sellers, makes them
considered like financial jackals, with all the ietlt implications such consideration

takes along.

Business ethics has to analyze positive and negatbpects of the practice; before
analyzing them deeper, they are briefly anticipagsl completing part of the topic
background in the following tables (Table 1, 2).
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Table 1: Ethical Debate, Positive Features.

Positive Aspects

Short selling provides liquidity to the market Imgcieasing the quantity of securities availgble
for sale and in turn it contributes to lower tragtg&mn costs by reducing the bid-ask spread.

Short selling helps keegerivative prices in line with the underlying cash marketheT
example provided is that if the price of a fund dmel price of its shares differ, the possibility
of arbitrage exists by buying the security at the lower priet¢ (s say, shares) and shorting fhe
security at the higher price (i.e. the fund). TWi drive the lower price up and the higher gne
down, until they match. Hence, the short sellinggeethe price in a proper alignment with fhe
cash equity market.

Short selling is based on exploiting the overvadmabf firms and companies, hence gojng
short helps incorporate negative information inticgs with the effect, ethically valuable, [of
preventing losses for less informed investors.

Table 2: Ethical Debate, Negative Features.

Negative Aspects

Short selling can go along with campaigns to spra@éleading and false information abqut
their targets.

Short selling can cause further price falls.

Short selling can be said to be a bet.

Manipulators can voluntarily depress the price ey can worsen company capabilitieq to
raise the needed capital.

Short selling can increase financial markets vittati

Short sellers can acquire voting rights withoutnlgeowners (for instance, by holding a o
position from one broker and shorting the same riggduom another broker to offset the rish).

~

Naked short selling consisting in selling securities without even rbaing them,
theoretically can give the trader the chance to sell an infinitmber of shares and drive the
price to zero.

Failing to deliver shares takes away the votingtrigom legitimate owners, and in terms|of
gains, it deprives them of profiting from rentirftpses out.

Source: Angel and McCabe, 2009.

Loads of issues hence concern with short selling amade it necessary the
establishment of regulations submitting financiaistitutions to requirements,
restrictions and guidelines, and striving for presw the integrity of the financial
system. Regulatory authorities have thereby beenpsén each country — often more

than one — and they can be either governmentabmigovernmental organizations.

In turn, several examples of organizations missi@nbriefly presented to give the idea
of what they aim at: the FSA (United Kingdom) ssvfor efficiency, fair markets, fair

deals and business capabilities; the SEC (UnitateSt aims at protecting investors

! The sale must not have any delivery time, theeshautstanding must be tending to infinite,
buyers must be always willing to buy.
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and facilitating the capital formation; same ohjpeetfor CONSOB (Italy), pointing
also to transparency and to fair information spiggadThe Dutch AFM acts as a
supervising entity to safeguard investments andigeosame information to market
participants. BaFin (Germany) focuses its missiontrust and credibility of the
financial system, while SFC (Hong Kong) also unded avoiding crimes and frauds
and reducing the “systemic risk”, with the supergwal of keeping the financial
stability of the nation on an even keel. In the émere is no explicit mention about
short selling, as it is considered just a regutahhique that can be applied, like any
other, also in an illegal way flowing into markdiuge, whose the limitation is one of
the authority tasks.

1.1.2 Research Description and Problem Statement
Nowadays the phenomenon of selling short has glpbgportions and many private

funds offer their investors to short on plenty efcwrities. Unfortunately, it is not
possible to have the total accurate amount of gesisold short worldwide, because
of the following reasons: firstly, professional sheellers refuse to disclose their short
positions: in factpther investors’ decisions will be consistentlyeaféd by those Ed
Johnsen safd- which for short sellers might result in beinguased to influence the
market and profit fromad hocgenerated price declines (Angel and McCabe, 2009);
secondly, naked short selling can be performedawitinaving any securities; thirdly,
there is the possibility to take short positionsrbgans of other financial instruments
differing from the simple shortirig lastly, failing to deliver securities, that happe
especially in case ofiard to borrowones (Evans et al., 2009), can invalidate the

transaction and make it difficult to categorize.

Short selling can be used for many reasons. The comsmon is to profit from a bear
market, but it can also be used, for instance,efigh long positions, reducing so the
economic risk associated with security trading (@isén, 2005). Generally the short
position can be covered up to the closure of theketaon the same day of the sale
(short sellingintraday), or it can be kept longer (short selliMultiday or Overnighj,

Z http://www.tradersmagazine.com/issues/20_303/@ssgshort-sale-rules-105214-1.html.
% Writing a call option without having the underlgisecurity is @otential short positionthe
concept will be better explained later on.

21

Wageningen University — Universita Cattolica Cremo2010



Chapter 1. Introduction and Research Design

and the coverage deadline depends on the seclasty, on the trader reputation and on
what has been agreed in the sale contract.

Hence, there are different legal entities that skbrt in different ways for different
reasons and moreover on different companies, aicgptd the own market perception;
on the other side, companies sold short can hdferefit reactions. In such a complex
situation many variables influence the short sglimarket and therefore make the job
by regulatory authorities very difficult, considdréhat they strive for guaranteeing the
financial markets efficiency and that short sellegploits exactly inefficiencies.

The main problem detected concerns theréby to improve the organizational
aspects of the authority activity when regulatihgrs$ selling Many regulators, in fact,
intervene with occasional and several times padlabrt selling restrictions, even
though as a matter of fact it also brings advargagethe market. Moreover, the
multitude of financial instruments and the diffdaremays to combine them cause

problems (i.e. rules bypassing) that strike thedpess of regulations.

1.1.3 Research Objective and Intervention Cycle
The research objective is the intended purposéisfresearch indicating the project

contribution to the problem. The objective of tresearch project is:

To help financial authorities improve the organirpaal aspects of short selling
regulation, by analyzing the different methods &l short and the technical and
practical implications of those methods, by ingeing the risk-market effects and the
current organizational aspects, and by providingccading to the findings,

organizational suggestions for financial authorgie

According to the nature of the research, it caddfened as a practice-oriented research
helping so solve a practical problem. In this céisdescends clearly from the research
objective.

Within the so-called intervention cycle the resbaakes two out of its five phases: the
diagnosis phasand thedesignone. In the diagnosis phase one can diagnose tivbat
causes of the problem are. In fact, the causeglfieult regulatory activity have to be

searched within the many methods or ways to ac@usieort position, that also can be
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used by different legal entities and in differeontexts. Hence, to the research will
investigate those ways trying to find what implioas they bring, with respect to
regulations. Later on the research will enter diesign phasen which, accordingly,

general suggestions to help improve the organizaticaspects of short selling

regulation, where needed, will be given.

1.1.4 Research Questions
In order to achieve the research objective asdsiatehe previous paragraph, at least

two general research questionGRQi and GRQIii) are needed. In turn, a table
comprising both the two general and the six deeyemispecific research questions
(SRQ’s) is presented:

Table 3: General and Specific Research Questions.

GRQi (Diagnosis Phase)

What are the different methods and the technicatfical implications of short selling, the
risk-market effects, and the current organizatiéstwort selling regulatory activity?

SRQa: What different ways of selling short do appeahe financial literature?

SRQb: What are the risks and the effects on firrdmearkets, associated with short selling?
SRQc: How is the short selling regulatory actiatganized?

SRQd: Are there ways of selling short to move adowggulations?

GRQii (Design Phase)

How can regulators improve their regulatory actwiegarding short selling, taken account|of
the findings in GRQIi?

SRQe: What actions can regulators take in ordenpoove the regulatory activity?
SRQf: What does it prevent regulators to take tbioms named in SRQe and how dan
discerned obstacles be overtaken?

Representing the steering force of the researdgifsp research questions need to be

explained more specifically.

SRQa: What different ways of selling short do appea the financial literature?
This question aims to describe which are the dfier financial instruments
(representing the many ways of selling short) byamseof which it is possible to sell
short, especially because several of these institsmage difficult to regulate, due to the
nature or the type of transaction involved. Thestjoe is necessary to fully understand
why regulatory organizations apply a lot of diffieteules to regulate the short selling.

SRQb: What are the risks and the effects on finamlomarkets, associated with short
selling? As the short selling is a risk-taking transactitiie purpose of questidnis to
23
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assess the risk associated with short selling ¢swl the effect it brings on financial
markets. By means of this kind of information, theed for regulations will be

clarified.

SRQc: How is the short selling regulatory activitgrganized? The questionc
addresses théow concerning the regulatory action. It aims to ekplaow the
regulatory activity is conceived and organized. Tin@estigation is needed to
understand which are the weakness points in th@atgy activity and how the short
selling methods affect financial authorities at tinganizational level.

SRQd: Are there ways of selling short to move arduregulations? The specific
questiond is intended to analyze if there are possibilitiesbypass regulations, for
instance, by exploiting the many alternatives tqua® a short position. It shoots for

testing the regulatory activity.

SRQe: What actions can regulators take in orderitoprove the regulatory activity?

In light of the insights on short selling practi@apects, on the risk and on the current
regulatory activity emerged from the preceding tjoes, SRQe enters the design
phase of the intervention cycle, during which treakness points identified are turned
into opportunities to improve the regulatory adgiviAnswering such a question is
necessary in order to draw general suggestionsfif@ncial authorities and to
thoroughly realize the research objective.

SRQf: What does it prevent regulators to take thetians named in SRQe and how
can discerned obstacles be overtakehRe previous specific research question will
show how to improve the regulatory activity. Howewgeveral improvements can face
obstacles to their realizatioBRQf, thus, strives to assess if any obstacle exist$jra
what it consists. This question will also addrdss Wway to overcome these obstacles,

which is substantial for the improvements reseatche

1.2 Research Framework
In this section the research framework is preseatedrding to the elaboration made in

the research proposal. The framework is made ®etparts, corresponding to the first

three columns (the last columns contains more fpaity the activity going to be
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carried out) and six phases represented by the.rdtws phases constitute two big
blocks: the input and the output one, the lattetches with the “results part”.

Figure 2: Research Framework.

Research Framework
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The general structure of the research presentsraia parts: the theoretical one and
the empirical one. The first deals with the litgrarformation regarding the topic; the

second consists in gathering qualitative data.

The Theoretical Part
It consists of two phases: 1) literature reviewin2g¢rviews improving. The first aims to
bring the needed knowledge about short selling @albe about the different ways to
sell short. The second phase is based instead iberagive processinvolving the
25
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interviews. During such process, by drawing conedémm each set of answers, a new
more specific set of questions will be forwardedth® next expert, in order to
guarantee a verin-depthinvestigation. This improving process will helpdenstand

the most specific aspect of short selling.

The Empirical Part
It is made by two series of input:

1. Documents and financial press review concerningegalatory activity;

2. Interviews with experts on the topic.

The first phase of data gathering will be perfornbgdsearching the main information
regarding the regulatory activity directly on Authies’ websites. Moreover, reviewing
the financial press will constantly be carried aming all the path of the research, to
keep regulatory issues up-to-date. The second pisagdgended to deepen instead
practical aspects, like the type of assets mossgduor the financial reasons lying

underneath short selling.

The Results Part
In the results part all the information collectedl we integrated and analyzed to
understand what the common problem brought by sedling are, from the practical
perspective, from the market-effect perspective askl perspective. Furthermore, it
will be also drawn why it causes those problemsy tieey affect the regulatory activity
and which the main weakness points in the regulatyganizations are. Finally,
conclusions and general suggestions on how to weptioe regulatory activity will be
drawn, especially whereas they want to preserveptisitive effects taken by short
selling. In the last column the main activities casated with each step are also
presented. Those activities are not going to beveha this report, as they are more

concerning with the initial planning of the resdeatdressed in the research proposal.

1.3 Research Material
This section addresses what the researcher needadwering the research questions.

In turn the material itself, the respective sousoe how it will be analyzed are thus

presented. Each research object is associatechvgithurce. The objects are inside each
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specific research question, hence a table contath@SRQs and other information is

presented below.

Table 4: Information Sources.

Research Questions

| Source

| Access

GRQIi: What are the different methods and the texipractical implications of short selling, theisk-
market effects, and the current organization ofrskelling regulatory activity?

SRQa: What different ways of selling short Paiterature : Books on short selling, financigl Content
appear in the financial literature? Media 1 articles, experts. analysis,
Individuals : Interviews
SRQb: What are the risks and the effects op Literature : Articles, books, financial press] Content
financial markets, associated with short Media i websites, experts. analysis,
selling? Individuals Interviews
SRQc: How is the short selling regulatory | Literature : Articles, regulatory authority | Content
activity organized? Documents: reports, financial press, analysis,
Media . websites, experts. Interviews
Individuals |
SRQd: Are there ways of selling short to Media i Financial press, websites, Content
move around regulations? Individuals | experts. analysis,
Interviews
GRQIii: How can regulators improve their regulatoagtivity regarding short selling, taken accounttoé
findings in GRQIi?
SRQe: What actions can regulators take in| Documents: Financial press, websites, Content
order to improve the regulation? Media experts. analysis,
Individuals Interviews
SRQf: What does it prevent regulators to tak&edia . Financial press, websites. Conten
the actions named in SRQe and how can : analysis

discerned obstacles be overtaken?

1.4 Definition of concepts

This paragraph deals with the main concepts tleagamg to be used in the course of

the research. Many of these concepts have be@duded in the background aiming to

explain the context of the topic object of the exsh:

+ Short position (short exposure): Situation wherdealer or investor (called

short seller) sells commodities, financial instrumise shares, etc., which are to

be delivered on a future date at a certain pricé which he, or she, does not

own at the time of sale

* http://www.businessdictionary.com/definition/shpdsition.html.
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4+ Long position (long exposure): situation where avestor purchases (or
contracts to purchase) commodities, financial umegnts, and shares, etc., with

the intention of holding them in anticipation opdce increase

+ Bid-ask spread: the bid-ask spread is the diffexdratween the price to which a
seller is willing to sell something and the pricdoayer is willing to pay for

buying it;

+ Hedge fund: an aggressively managed portfolio ofestments that uses
advanced investment strategies such as leveraged, short and derivative
positions in both domestic and international markeith the goal of generating

high return§

+ Mutual fund: a mutual fund is a company that paotsey from many investors
and invests the money in stocks, bonds, short-teoney-market instruments,

or other securiti€s

+ Pension fund: pooled-contributions from pensiomglaet up by employers,
unions, or other organizations to provide for thepkyees' or members'

retirement benefifs

+ Brokerage house: a broker is a mediator betweenuyerband a seller
(O’Sullivan and Shreffin, 2003);

+ Derivatives: a derivative is a financial instrumerttose payoffs and values are
derived from, or depend on, something else. Thisetbing else is called the

primitive or the underlying (Ross et al., 2008);

+ Arbitrage: it generates profit from the simultansopurchase and sale of

different, but substitute, securities (Ross et241(Q8);

> http://www.businessdictionary.com/definition/lopgsition.html.
® http://www.investopedia.com/terms/h/hedgefund.asp.

" www.sec.com.

® http://www.businessdictionary.com/definition/persifund.html.
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4+ Bull market: securities or commodities market ihieh prices are rising, bulls
are trading in high volumes, investment interestigh, and the public views the

economy as strong and getting strofiger

+ Bear market: period in which prices of securitiescommodities fall by 20

percent or morg;

+ Short interest: the total number of shares of ar#gcthat have been sold short
by customers and securities firms that have nonhbepurchased to settle

outstanding short positions in the mafket

+ Naked short selling: in a "naked" short sale, tees does not borrow or
arrange to borrow the securities in time to makiveig to the buyer;

4+ Hedging: hedging is the risk exposure reductiomt®ans of derivatives (Ross
et al., 2008).

£ Short interest ratio: the ratio between the numdfeshares that are sold short
and the average daily trading volutheThe figure is linearly proportional to the
amount of short sales, hence, it is an indicatomweéstors’ expectation in a

bear market

1.5 Research Strategy
The research strategy is part of what is calledté@hnical design”, that is made by the

practical steps behind the research concept. Tadye specific, in this section tihew
concerning the sources of information will be addesl; that practically means that the
research strategy deals with the way by means a¢hwbne is going to obtain the
information (i.e. how to analyze the informationrfr the research material mentioned
in section 1.3) required for achieving the reseaiojective. The strategy is composed
by methodology and methods and the preliminarydfsinterviews performed in the

data gathering phase.

® http://www.businessdictionary.com/definition/butiarket.htm.
19 hitp://www.businessdictionary.com/definition/beaarket. htm.
1 www.nasdag.com.

12 www.sec.com.

13 http://www.investopedia.com/terms/s/shortinteiirasp.
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1.5.1 Methodology and methods
The methodology is the decision path of the reseaftis research is deepening,

gualitative and empirical: deepening, because fagusn a specific topic within the
finance universe which it intends to improve theowiedge about; qualitative, as a
guantitative analysis, assessing short sellingceffen financial markets and the need
for regulations, would have on the one hand thélpro of isolating those effects from
the many other variables influencing the market andhe other hand would be too

much time consuming for a MSc thesis.

The literature analysis along with the empiricaladgathering are intended to provide
information on the alternative ways of selling shand on the risk the short selling
brings, in order to explain the need for regulatioAuthority interventions and the
organizational level of financial authorities wide thereby investigated to understand
iffhow different financial instruments affect thegulatory activity. Interviewing
experts and key-players will help get better thacpcal aspects of short selling and

possibilities for regulation improvements.

The different types of sources involved and differeollecting methods will contribute
to keep the triangulation, both of sources and efhmds, continuously applied. The
gualitative content analysiss the chosen data accessing method. It is basettheo
assumption that words and phrases mentioned mtae afe those reflecting important
concerns in every communication. However, it wibt rconsist in a simple word
counting, but more widely in a content categoraatand classification, aiming at
catching the main issues helping answer the resequestions. Besides, also an
interview improving iterative process will be usaldng with interviews: after starting
from a very general set of questions in the fintliview, main concepts and examples
will be identified in the answers, in order to mavrdown on those the subsequent set,
with the purpose to make each interview more speaid to obtain more specific

answers.

All these steps guarantee having different persgeston the topic, needed for
achieving information depth in the research project
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1.5.2 Preliminary interview list
The section provides a preliminary interview list suitable candidates for the

empirical data gathering. According to common semgeria, to the nature of the topic
and to make data sources as assorted and relsipesaible, five different categories

have been detected. The candidates are preserttesifiilowing table.

Table 5: Preliminary Interview Candidates.

Governments

Dutch Ministry of Finance
Italian Ministry of Finance

Financial Authorities

The Dutch National Bank
AFM — the Netherlands
Consob — ltaly

Banks

TEB — The Economy Bank
Deutsche Bank
Insinger de Beaufort
ING Bank

Kempen & Co.
Staalbankiers

ABN AMRO

Fortis Bank

Aegon

AT Bank

Rabobank

KAS Bank

Insurance Companies and Pension Funds*

Achmea Groene Land
Achmea Zilveren Kruis

Hedge Funds

DV Trading
PMA

* Most of the banks also comprise insurance andipearservices or independent branches.
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Chapter 2. Theoretical Framework

According to the research framework presented @ fitst chapter (Figure 2), the

theoretical framework of the research is split iteo phases. The first aims at
presenting the wide universe of short selling (8),2the second introduces several
techniques applied by short sellers and as contriéistprice predictability also the so-

called random walk hypothesis (8§ 2.2). In turn, rilsk taken along with such a practice
is presented (8§ 2.3) and finally the ethical delatiebe deepened (§ 2.4).

2.1 The Short Selling Universe
Short selling is an unusual financial transactitwattbecame very popular lately,

because of last crisis speculation trends. Reguastments see an investor buying an
asset which he expects to rise in value to pockefitp under form of interests, or
dividends, or afterward sales. With short selligg, explained in the introductory
chapter, investors make money from a fall in valilgs is possible because the asset is
borrowed with the promise of giving it back latence the loan has been granted the
investor sells the asset immediately and waitsHerprice dropping. After the drop the
short seller buys back the asset at the new lowiee,preturns it to the lender and
pockets the price difference. When the price risstead, the short seller loses money,
which is basically the seller's own risk in sucheagtion. Unfortunately, the amount of
money that can be lost is even greater, becaugbegwice increases and short sellers
rush to cover, most likely there will be lacking mditural sellers, which can force the

short seller to stay short — and in case of furttsémg, to lose more.

Beside the simple explanation of the mechanism nmedeh short selling, lacking of
clarity has been detected instead when short gellioncepts are broadened. For
instance, it is not clear if a short selling opem@tmust imply only one or can also
involve more transactions ending up in a short tpwsi especially taken account that
nowadays all market participants have multi-stoaktfplios comprising different
investment strategies for each security. Hencejleantha arises, for which more

information need to be collected in the empiridahge:
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Do short selling operations involve only one tractgan (in which the seller takes a
short position), or can stock portfolios (comprigiat the same time different strategies
for different securities and resulting in a shorbgs balance), also be considered forms

of short selling?

During the last financial crisis, when the markebtllence has been really strong, short
selling has seemed to be a one-way betting ampgjfyhe downward tendency, with
everyone pointing on it as the main cause of cmsissening; however, even though
short selling can be numbered among speculatids,ttere is no evidence proving it
worsened the crisis, but only investors’ feeliffgBeside this, short sales should
supposedly end when the fair price is achievedalmse of no price-value spread which

to speculate upon.

Naked Short Selling’
A patrticular form of short selling is theakedone, whereby investors manage to sell an
asset without even borrowing it. Naked sales cabeatetected, unless the seller has to
provide a borrowing agreement; that is why nakeartskelling is illegal in most of
countries or heavily restricted. The two transadiare deeply different. In the first the
short seller borrows the shares and then he sellsdelivers them, and the short
position covering is giving the shares back to ldmder. In the naked one the first
action by the seller is trading something thatezithe does not own and he also does
not have with the promise to deliver it, and thersiposition in such a case is toward
the buyer instead.

Actors, Technical Requirements and Securities Invedl
Short selling is a form of investment based on stwes’ beliefs but taken account of its
extreme complexity — for which examples will bead®d in the course of the research

— it is practiced only by professional parties.ded, as stated by Vayanos and Woolley

% http://www.reuters.com/article/idUSTRE54C651200985

> Naked short selling is nowadays totally forbidd®nthe US market by SEC since 2005,
while in EU markets the discussion is still operd atebated. Lately (19 May, 2010),
Germany has also completely forbidden naked salbie other member countries are still
discussing.

33

Wageningen University — Universita Cattolica Cremo2010



Chapter 2. Theoretical Framework

(2009)°, “investors delegate virtually all their involvement financial matters to
professional intermediaries banks, fund managers, brokers...

Hence, in regular short selling shares come froanitkientory of brokerage houses. If
professional intermediaries are not consideredirdmer is generally a member of the
brokerage house, having an account by them witifetysamount of cash to guarantee
the salé’. Moreover, there can possibly be limitations dfedent money thresholds for

different securities. Borrowing makes the tradeuimin interest expenses — generally
around four to eight percent — calculated on thaber of days elapsing since the sale

to the position closure.

According to the nature of the transaction shdiingecan focus on heavy price falling
or on trend reversals; the earlier the short sajddced, the higher the chance to profit
in both cases. Particularly, weaker industriestlageones having the highest chances to
keep the negative trend for longer and resultingceemore profitable or less risky.
Ease of borrowing the stock also influences shalléss choices. Normally an easy-to-
borrow stock is highly priced (i.e. around 20€) dllodting. The higher the fluctuations,
the higher the potential gains and losses, theehitiie risk associated with the security.
The security risk also affects broker’'s margin iegments, which translates into cash
balance on the account. It appears clear thatldyhiggky security is easier to borrow,
as the reward for lending is used by the owneratdigdly cover the risk, while lowly

floating securities usually belong to the strongest less risky companies.

A particular type of security that short sellers aware to avoid is the so callgenny
stock Those shares are traded at a really low priegy(thdicate a rule of thumb with a
price below 5€) and in really small volumes and thyothey have fallen from pretty
higher prices. Penny stocks are generally usediyoablarge amount of shares with a
limited amount of money, with the hope that thee@mwill go up. However, when the
trading volumes are that low the security is néelly to be listed on the major
exchanges and that means the capital invested tigonatected by the competent
authority. Furthermore, penny stocks are charadrbyshort squeezesmall periods

in which the price of the stock increases. Shouesges are typical in stocks affected

18 http://www.voxeu.org/index.php?g=node/4052.
" Figures are pretty much varying from one broketamese to another.
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by downtrend and they take a curious technical nalead cat bounceThey are seen

like the last life expression of a dying securityie most important effect of dead cat
bounces is that short sellers wait for them as enem to add on their short position.
The phenomenon is due to the increasing numbehnat sales, that at a certain point
causes an imbalance between the supply and thendertine constant selling, indeed,
causes bid shortage. Then some initial buying f@lkee and the high short interest
leads to short covering, that is the squ&tzelore details regarding the securities
mostly used for short selling purposes will be skad during the empirical data

gathering.

Short Selling and Financial/Technical Development
Short selling evolved along with financial marketsvelopment and with existing
communication tools. The spread of new technologiade transactions and financial
operations faster and faster. Many historical eXamwf short selling consist in
transactions that went on for months, meaningith#ite past it has been more difficult

to profit from bear trends, because of two mairsoea:

+ To discover mispricing going on for months or ye@aguires a lot of effort: the
higher the mispricing, the better the job to higléhie higher the effort needed to
discover it;

+ To keep a short position for months requires gpeditence and capitals, in
terms both of checking constantly the market trand of covering or adding

according to price fluctuations.

This has probably led to look at short sellers hkdtures on dying preys, basically
because when those months-lasting short saleptake, the company shorted is most

likely to go bankrupt. Conversely, today the siiais quite different:

Intraday Short Selling Currently, market floats are instantaneous, thatik an

extremely fast information flow. This allows shs#les to happen more frequently and
on shorter trends, like in caseinfraday short selling. It consists in short selling with
coverage in the same day. Such a trade is nowaguagsible and particularly easy

thanks to market makers and to extremely evolvedneonication channels. When an

18 http://www.investorwords.com/4559/short_squeenal.ht
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investor wants to trade, he simply tells the brokbat kind of operation he wants to
perform; the broker acts as a market maker: a timhrentity that follows the day
trading constantly and keeps the spread betweearfuidhsk prices; market makers buy
the security from a seller (at the ask price), eN@ugh there is no buyer yet, and they
find a buyer willing to pay the bid price. Bid pe& are higher than the ask ones so that
market makers realize their profit.

Overnight Short SellingWhen the position stays open after the day céosinort

selling intraday automatically evolves in shortlisgl overnight In some cases the
closure may be compulsorily on the day after, wirleseveral others it is free. It
depends on the security traded: for instance, ssadasecurity is free-closure and the
broker gets only the daily remuneration rate, wfoleother classes beside compulsory

closures also penalties and a higher chargingaratepplied.

Supports to short selling overnight can be foundwno works related to each other:
according to Miller (1977), the dispersion of opimé due to information surpluses
could bring to higher opening prices, especiallystotks inclined to overpricing; about
thirty years later, Berkman et al. (2008) provedttthe opening price is relatively
higher than both the intraday price and the clogirige by studying an eight years
trend from 1996 to 2004. The reason lies in thehtnigegime of the market,

characterized by a reduced liquidity and an ovelitegaof information not incorporated

in the price yet. Thereby, after investors reatize opening overpricing, the price is
likely to fall down through the closing price ofetlprevious day, with gains for short
positions held open. Hence, profiting from overnigiort sales depends on two

important conditions:

1. Finding which securities are prone to overpriciaggording to Miller (1977)
those stocks have the following features:
a. great dispersion of opinions throughout the tradiay;
b. limited arbitrage due to more binding short salestints;
c. high transaction costs;
2. Stocks must be listed in the major exchanges, wisictot obvious considered

that the features listed in the first point, arpi¢gl for weaker stocks usually
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overcharged by brokers and limitedly traded, otlegvthe investment is out of
the authority protection.

The Short Sellers’ Buying Power
One of the main constrains limiting both the inapdnd the overnight short selling is
the buying power It would be better defined by “shorting powergdause it is the
maximum amount of capital, in form of securitidgttthe trader can short. The amount
varies with the type of short selling. Intraday shselling has a threshold placed by the
broker at four times the account balance: so,rfstance, a 10'000 € account can short
at most securities for 40’000 €. For overnight slseiling the buying leverage is driven
by a 2 to 1 ratio: so, with a 10’000 € account beéathe maximum amount that can be
short is equal to 20'000 €. Furthermore, to opeiateaday in the US market the
account balance must be over 25,000 USD.

The Opposite of Short Selling
To complete the glance on short selling in thisageaiph the opposite transaction to
short selling, namenhargining is described. The operation consists in buyingising
liquidity provided at a certain interest rate, bydinancial institution. As being the
opposite of short selling the investor believesiinsing price. When it happens, the

trader resells the security and realizes more tteshhe borrowed:

Cash borrowed + Interest < Cash from resale

The margining can be closed within the dayraday margining or not pvernight
margining. In the latter case the conditions are more icdste with respect to the
former: 1)ad hocauthorization provided by the broker; 2) liquidékle to cover 100%

of the position, to avoid incurring in higher ingst payments.

Short Selling Profitability
In order to complete the comprehensive glance ont sklling provided in this chapter,
some information concerning its profitability netm be mentioned. The scenario is
presented from the short seller’s point of viewrg®se of this section is not to draw
rigorous profitability laws, but rather to give argral idea on the factors that can be

involved in a short selling operation. As explainethematically in Figure 1.1, the
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borrower pays a fee to the lender, that is constti@ot negligible, while transaction
costs are not taken into account. Figures to bsidered in the whole operation are the

short selling price (%, the future repurchasing priceYBnd the borrowing fee
Ps—Ts> By (1)

When the reasons why a trader should buy secufroes the short seller rather than
from the market are introduced, the (1) becomeghtyi more accurate. The first reason
is that natural sellers, i.e. physically owning #teck, are less numerous than short
sellers, because holding a security — that is b&inglong position— serves to profit
from its rise in value or other abovementioned wgy2.1), hence, most likely share-
holders are not willing to sell. The second ondasling that the price will drop in the
near future makes the short seller able to disctlumtcurrent price of the security,
“narrowing thebid-ask spread (Angel and McCabe, 2009). Taken account of the

discount (), equation (1) becomes thereby:
Ps— Ts— Ds > P (2)

Rearranging figures in inequality (2) makes theegahprofitability overview more

clear:

Ps— P > Ts + Ds (3)

Inequality (3) means that in order to make thedaation profitable, the short seller
must wait at least until the price fall is highkan the lending fees plus the discount he

practiced,_provided the falling takes pladdis amount of time delivery time— can

vary according to the type of securities involvexdthe broker, to the market where the
operation is placed or to other private agreemedtsvever the main point to be
highlighted after this paragraph is tmaking short selling profitable is fundamentally

' The lending is done in exchange of what is caflefiateral The collateral guarantees the
borrower will give securities back. It can be eitteash or financial instruments. If the
collateral is represented by cash, the lender pagsests to the borrower at an interest rate
lower than the market one, while when the collateya financial instrument, the borrower
pays acommissionto the lender. In the latter case, the borrowieg, fis exactly the
commission, while in case of cash, it is represthiethe difference betwedhe interests the
borrower would receive at the market interest raiel, the lower interests the borrower receives
from the lender (CONSOB, 2009).
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based on the short seller’s ability to set the tiggreements and use the right financial
operations at the right time

2.2 Financial Analyses and Short Selling
The general overview on short selling presented iB.1, provided already several

indications on the role short selling plays in finel markets and the effects it causes.
One of the aspects that though needs to be baitestigated is the relationship that
short selling has with the concept of efficiencyfar some reasons it adds efficiency to
the market, while for other reasons it exploits vasely inefficiencies. Thereby, a
further investigation both on the market efficientsgelf and on related arguments, like
the relationships between short selling and diffetypes of financial analysis will
provide valuable information helping understand rghand how short selling find

room to exist in such a complex scenario, likefthancial market.

2.2.1 Introduction: the Efficient Capital Market Hypothesis (ECM)
The Efficient Capital Market hypothesis — since nom ECM — was introduced by

Fama (1965, 1969, 1970), stating the capital markdbrmational efficiency the
efficiency lies in securities prices reflecting ahy moment all the information
available. The study pointed out three efficieneyels (weak, semi-strong, strong),
according to the type of information built in theige (price historical series, other
publicly disclosed information, insider or privileg informatioR®). After the
introduction of such theory a lot of evidencesdulleach other either supporting and
against that: for instance, according to Khan (198& ongoing form of efficiency is
the semi-strong one, while evidences from the Blrknarket are not consistent with
the same efficiency level (Yalama and Celik, 2008pwever, the purpose of this
section is understanding the kind of relationshigteng between market efficiency and
short selling, rather than merely presenting akthevidences.

The points to be underlined are then: 1) efficiemegans that of all the available

information are incorporated in the price, andfAtiency goes along with the absence

% Information not publicly disclosed, but possesbgdsomeone who, by means of that, can
affect the price.
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of so-calledabnormal return$'. Before assessing the existence of abnormal ttha

three levels of efficiency need to be deepened:

1. Weak Efficiency the past prices are already incorporated in tineeat price, so
they cannot be used to predict future prices, aoatance to the “random walk”
hypothesis (changes in the price do not follow e patterns, which Aga and
Kokaman in 2008 provided evidence for, by invediigp an index on the
Istanbul Stock Exchange); on the other hand, tkarebe cases in which the
findings are not consistent with this efficiencydé (Abeysekera, 2003). The
weakness allows securities to be under or overdalaéhough randomfy,
which, according to Hu (2007), might be detectedntgans of fundamental
analysié>;

2. SemiStrong Efficiency besides the past prices, also all the publicrmédion
are built in the price; this means efficiency irages and chances of mispricing
decrease. Inefficiencies find room in the differeinterpretation of the
information. However, still there can be chanceBritd mispricing by means of
fundamental analyses (Hu, 2007);

3. Strong Efficiency in the case of strong efficiency, the non-pullidisclosed
information, namely thénside information are in the price as well; in such a
market there is no room for inefficiency, meanihgttthere are no chances to

gain abnormal returns by means of timing stratégies

Evidences against the ECM hypothesis and provingorbal returns, have been
provided though in many cases (Brickley and Sclealth 1985; Alexander et al., 1988;

Sanders and Zdanowicz, 1992; Firth, 1996), meathagin some way inefficiencies

2L Abnormal return is the difference between the etambreturn (estimated on an asset pricing
model) and the actual return (http://www.investdpambm/terms/a/abnormalreturn.asp). The
market efficiency theory confutes the possibility“beat the market”, namely to gain higher
returns by trading assets with the right timing,.ewdas higher returns should take place only
along with riskier investments (http://www.answeosn/topic/efficient-market-hypothesis).

2 In cases of mispricing, the “efficiency” is guateed by the assumption those cases take
place randomly and are normally distributed.

23 Fundamental analysis is the study of everythirfgctihg the value of a security, from
macroeconomic indicators, like the economy and sirguconditions, to factors belonging to
the company, like financial conditions and the camps management
(http://www.investopedia.com/terms/f/fundamentalgsia.asp).

% http://www.econlib.org/library/Enc/EfficientCapiMarkets.html.
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still find space. In fact, inefficiency is due tmamalies, namely empirical results
proved to be not consistent with the general thedryut asset-pricing behavior. The
latter is indeed based on the assumption that rsaalet according to a rational and
logical behavio?. But, that is not always the case and the sodaileory of
behavioral finance(BF) has therefore risen, based on the countethgps that
investors act irrationally. Surprisingly, Brav akigaton 11l (2001) though stated that
from a mathematical perspective the two theorieEMEand BF) are difficult to
distinguish. Hence, the irrational behavior cause®malies in the market and
decreases its efficiency. In this controversialdsrape findings going in the opposite
direction could not miss. For instance, Malkiel @3D asserts thatotr market is more
efficient and less predictable than many recentdacaic papers would have us to
believeé, while Schwert (2003) pointed out that anomalieshe financial market are
more apparent than real. His findings say thatnaar@maly is detected supposedly the
market react and it disappears.

Short selling relies on the trader's belief that tprice will drop, because of
overpricing. This scenario is not consistent with gtrong efficiency levehs the latter
does not admit any mispricing. By contrast, it fitish the other two levelsémi-strong
andweal that still are forms of efficiency (Figure 2.Hence, besides in conditions
of inefficiency, short selling can exist also in nditions of weak and semi-strong
efficiency. In fact short selling, rather than being itselfamomaly, exploits the markets
anomalies — caused by irrational behaviors andgbirgnto overvaluation. That is why
market anomalies cyclically appear and disappeehv®rt, 2003), while short selling
is overall present. On the other hand, the prieciplthe same of taking long positions
to exploit underestimations. In both cases thereoimterbalance of irrationality that

adds information to the price and hence efficietacthe market.

2.2.2 Short Selling and Fundamental Analysis
In the previous paragraph it has been explained $twavt selling, as investment, can

exist even in conditions of efficiency. In the samay, but as instrument to study an
investment (e.g. short selling), also thadamental analysis can exist in conditions of

efficiency. indeed, when efficiency is not at the strongestel, the fundamental

%5 http://www.investopedia.com/university/behaviofalance/behavioral3.asp.
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analysis can be used either to find public infororanot yet built in the price (in case
of weak efficiency), or to find misunderstanding in receigi information among

investors (in case ademi-strongefficiency). However, the fundamental analysisl wil
detect again both over and undervaluation, that el prey respectively of (short)
sellers and (short) buyers, which makes the fundéhanalysis a reliable instrument
for all the traders and for any strategy (short/antbng). Findings of this paragraph

are hence:

+ Statement on the positioning of fundamental anslysith respect to the
efficiency concept of the ECM,;
+ Statement on the similarities with short sellingsiioning with respect to the

same concept.

The meaning of these findings will be better untierd with the more information
provided in the next section and in Figure 3 whitie all scenario is schematically

presented.

2.2.3 Short Selling and Technical Analysis
Technical analysis is the study of price and volureads in order to detect the future

market activity®. In this section, the same investigation perforni@dfundamental

analysis will be carried out for the technical oiga, the positioning of technical
analysis with respect to the market efficiency @adelation with short selling will be
addressed. These information will complete the agerpartially drawn in the previous

two sections.

Differently from the fundamental analysis and frehort selling, the ECM hypothesis
does not allow the technical analysis to live imdaitions of efficiency. In factthe
ECM theory does not allow any price predictabiliased on the analysis of previous
price series, not even in the weakest form of eéficcy. Likewise to the ECM theory,
also in this case, there are evidences supportinggainst the technical analysis:
according to Hsu et al., (2010) this kind of invgation has a statistically significant
predictive power in case of emerging markets, whaeerally speaking, it is proved

being more accurate in the short run (Marshall.e2808), and objectively more used

%6 http://www.investopedia.com/terms/t/technicalasiyasp.
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by fund managers especially for weeks-run (Menkh2®10). However, despite such
evidences of reliability, the technical analysigl dbses its validitywhen the ECM
theory is assumed. Therefore, it can be stated téainical analysis can be an
investment-studyingpol exploitable only in conditions aharket inefficiencyFigure
2.1 presents the efficiency scenario, in accordateceECM hypothesis, and the
positioning of the financial analyses and shortirgglwith respect to the efficiency

concept.

Figure 3: Market Efficiency and Financial Analyses.

|
I Market Efficiency Scenario

Inefficiency Efficiency

Semi-Strong

Positioning
Short Selling

Fundamental Analysis

Technical Analysis

From this reasoning process, the technical ana{y#i$ can be annvestment-studying
tool, helping short selling, only if the market iisefficient, or if its validity in

understanding market trends is proved also in ¢mmdi of efficiency (Table 6):

Table 6: Technical Analysis as Short Selling Tool.

Market Efficiency/ TA Validity TA as Short Selling Tool
YES YES/NO (??)/INO
NO YES (2?2

2" No matter which level of efficiency, as even theak one denies the price predictability by
mean of historical series.
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Once proved the technical analysis validity, aHertstep will be to understarfdand
eventually how the it can help short sellers. According to Jamesrekyk — a
commodity trading advisor with the National Futufessociation — using the technical
analysis for purposes of short selling has a pdggical reason: as the technical
analysis is based on detecting trend reversalst shlters can generate a trend reversal
by creating conditions unfavorable to long pos#iglke, for instance, a short interest
increase). Security holders — i.e. long positiongl-sell the security due to the fear of

a possible price drop and in such way short sesfens the downtrerfdl

A part from the psychological reason, the use ohnéal analysis for short selling

purposes implies the use of two typesashnical indicators™

1. Overbought Indicator it makes the short seller understand when therggc
runs out of buyers and, so, is ready to reversérémef’;
2. Trend Indicator. it acts as a confirmation that the trend has begersed, by

means of, for instance,saipport” violation.

According to Pring (2002), there are three typemafket trend acting simultaneously:
primary trends (lasting since 9 months to 2 yeandgrmediate trends (6 weeks to 9
months), short-term trends (2 to 6 weeks). The nddftult to identify are the last

ones, because they are influenced by random nearsg®Vvlhe randomness of short-
term trends clashes with the finding that technaalysis is more used in the short
runs (Marshall et al, 2008; Menkhoff, 2010). By tast, two types of investors are
detected: the long and the short ones. The lateem®re interested in small price
movements, which is consistent with a possible afséhe technique for short selling

purposes. These findings can be taken as confomdtiat technical analysis, even if

not properly used in the service of short selliag,least has some to do with it.

28 http://www.investopedia.com/articles/stocks/08fsiselling-analysis.asp.

29 «“A technical indicator is any class of metrics wheséue is derived from generic price
activity in a stock or asset. Technical indicattosk to predict the future price levels, or simply
the general price direction, of a security by louki at past patterris
(http://www.investopedia.com/terms/t/technicaliratiar.asp)

% http://www.investopedia.com/terms/o/overbought.asp

L A support leveis a price which at that moment is difficult to geneath, because there are
supposed to be a lot of buyers that would enterstbek and make bounce the price back
(http://www.investopedia.com/terms/s/support.asp).
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Accordingly, question marks in Table 6 are theraxplained. What still remains
guestionable is whether technical analysis carn @xisfficiency conditions, which is a
possibility excluded by the ECM hypothesis; howewelving this issue is beyond the

scope of this research.

2.2.4 Short Selling and “Random Walks”
To complete section 2.2, this paragraph analyzesedtation between short selling and

the so-called theory of “random walks”. Alreadytire 1964, Godfrey et al. stated that
the random walks is the only price-determining nagcém consistent with profit-
oriented market participants. They spoke abadaptive nature of the marKeso that
no rules capable of price prediction may existesithey can turn into general rules
known by everyone, and producing a generally sppzafit. Such profit by definition
cannot be positive, because in every market whareesne profits, naturally someone
else loses. The concept is consistent with shdmgethat from the seller perspective
is a profit-oriented operation, even though baseddoss in value. Furthermore, the
abovementioned adaptive nature of the market carsdmm also as an intrinsic
mechanism clashing with the short selling negatfeatures, like for instance

exaggerations of feelings that might cause heaviee falls.

Fama (1965) pointed out the principal differenceistang between the two classical
theories oftechnical analysisand fundamental analysisompared taandom walks
The technical analysis uses time series to tryrtdetstand the prices, on the main
concept that History tends to repeat itselfOn the contrary, the fundamental analysis
is based on the company financials, based on twwiciions: 1) the asset price
incorporates all the publicly disclosed informati@garding the company, which the
asset belongs to; and 2) in tleeg run any asset reflects precisely its intrinsic value.
The random walk theory takes its strength fromabsumption of market efficiency (8
2.2.1), saying that the real price floaasdomlyaround the intrinsic value of the asset,
according tchow andwhenthe information reaches all the investor8y contrast, it
can possibly be observed that in the assumptionnfmirmational efficiency, all

investors should get the same information at theesime.

%2 http://www.sostrader.it/sostrader/didattica2.cfiri14.
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In light of what emerged, we can consider the funelatal analysis like a random walk
in which the analyst has some information still mabrporated in the current price. On
the contrary, the technical analysts must provettier price forecasting is statistically
“better-than-chance prediction” (Fama, 1965). Ag @an notice, the border between
the random walk theory and the other two theosesithin that several authors tried to
confute the random walk model, by presenting tpee predicting mechanisms: for
instance, Lo and MacKinlay (1988) rejected the aandvalk hypothesis for weekly
stock market returns, by means of a simple vaigtilased specification test, pointing
out that the price evolution depends directly oa pinofit process associated with the

underlying asset.

The random walk theory seems not really linked wsthort selling, and actually
because of basing the price floats on randomnéssjould reduce any form of
investment, both the upward and the downward, betaBy contrast, it must be taken
into account that the price is the expression efrttarket vision; on one side there are
investors willing to sell, and on the other, someanlling to buy instead. The amount
of people standing on the two sides determinespti@e. Saying thaprices form
randomlyequals saying thatvestors have random feelingbout securities. However,
since securities reflect the company value percebseinvestors, such feelings do not
seem to be that random, but rather they shouldviglinore or less rigorously, a certain
path in investors’ mind. Based on the literary mfation collected, it is still not clear
how to conceive a possible relation between shalting and random walk. Hence,

more insights on the topic will be looked for dwyithe empirical phase.

2.3 The Risk

The research on short selling cannot be exhausiitteut information concerning the

risk involved in such practice. This section isrdi®y organized in two parts: firstly

very general information on the financial risk gpitogether with any security will be

presented and then the discussion will deepen tspeictly related with short selling.

The aim of this section is to present the relabetween risk and short selling from a
qualitative and descriptive perspective. Hencecaloulations on risk coefficients and

the like are given.
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2.3.1 The General Concept of Risk
Therisk associated with a security is strictly connecteith whe generatedeturn. The

return has two components: tegpected returrand therisky return The former is
predicted by means of all the information alreadggessed by shareholders, while the
latter is unexpected and affected by new infornrmatiiisclosures. The risky return,
when positive, is the premium for investors takadpigher risk. Similarly, also two
types of risk can be detecteslystematicrisk and unsystematiaisk. The first one
influences a large number of securities, even thadifferently, whereas the second
one only a small group or a single asset. The gyaie risk can be referred to also as
market risk meaning it involves a great amount of securifiesss et al., 2008), even
though there are proofs that it is also stronglgrabterized by randomness (Bos and
Newbold, 1984).

Figure 4: Risk versus Return in Diversified Poiigs| the Investment Efficient Frontier.

Expected return
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] 1 1 1

0.002
1
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Source: http://www.amstat.org/publications/jse/Nahristou_fig6.gif.

Miller (1977) showed that the risk of a securityailso related to thdivergenceof

opinions among investors. Hence, the more assatedtraders’ expectation on a
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security, the more risky is the investment. In fas$orted expectationmseans that the
value perception is not stable and hence the panehave greater floats.

In order to reduce the risk, nowadays investorstasmmbine different securities and
different financial instruments to build complexriiolios. This kind of strategy is
calleddiversification In this procedure they can involve either lond ahort positions.
Diversification allows investors to achieve higheturns, on equal risks, by moving on
the portfolio efficient frontier (Figure 2.2). Hence, with respect to the geneisid r
associated with securities, short selling is atrumsent to reduce the overall risk of the

portfolio.

2.3.2 Short Selling and Risk
After having introduced general concepts relatetheorisk pending on securities and

more generally on the market, hereby the concepiséfrelated to short selling is

deepened. However, very scarce information have bekected on this argument, so
reasoning will be the main source for understantiegrelation between risk and short
selling.

Short Selling Evolution and Risk
As already observed in section 2.1, short selliag évolved from rare and clamorous
cases (Staley, 1997) into an easy and fast finbop&ration (e.gintraday). In the past,
short sellers went against dominant trends, thel,teo, a really high risk and they got
accordingly high rewards. Nowadays, short sellsipecome a quite common practice
and it gained a lot of popularity particularly angandividual investors. The difference
is due to the use of complex financial strategi@s. instance, by using a combination
of derivativesone can hedge the risk (i.e. the volatility) ofiamestment (Fok et al.,
1997), even though, according to Guay and Kotl2008), hedging is not one of the
primary tools in the corporate risk management. ddenshort selling has been
transformed from a highly speculative and riskyragien, into a common betting on
daily price fluctuations, frequently hedged by otfieancial positions (Guay, 1999;
Petersen and Thiagarajan, 2000).

This trend is confirmed, for instance, by Warread$rear, vice president and Memphis
branch manager of Charles Schwab, that said, imgkspecially individual investors:
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“...in a bear market, many investors use short setiingell high, then buy low. In a
bull market, the process in reversed. In a marleevalatile as it has been lately, some

investors employ both strategi&$

Thus, nowadays individual investors have more ta@dlswing them to hedge. The
increasing awareness of the chance to reduceskenade them more willing to invest
even indangerousshort positions, than they were in the near masictly because the
risk is to some extent offset. Such awareness tegkutherefore, in a higher trading
frequency. However, the situation is not as homeges as it can appear, because
while individual investors trade their shares qiiegjuently, the same does not hold for
multinational assets. In this case in fact the égggets of shares are mostly held by
large institutions that avoid so frequent traddse Eurrent situation is therefore more

assorted and this can cause more problems frometjudatory perspective.

Short Selling Indicators and Risk

Many investors use the short interest ratio to &l a stock purchasing. Hence, it is
clear that from that figure they draw some indmatregarding the risk going along
with such investment. How3hort interesis the amount of shares short sold, divided
by the total shares outstanding, otherwise saids ithe percentage of total shares
outstanding sold short and still not covered. Therisinterest is not a completely
indicative figure: for instance, if the 95% of sbsrare sold short, but the coverage is
tomorrow, the situation is not dangerous. To haweideea about the risk taken by
investors, that is actually related to the charfqarice dropping, thehort interest ratio
needs to be introduced: it is the ratio betweensti@t interest and the average daily
trading volume. The figure means how long it wake, in days, by short sellers to

cover their open positions, if the asset pricetstasing”.

But why does the short interest ratio constitutmeasure of the risk taken by short
sellers? A high short interest ratio — usually stees think that five is the break value
over which the chance to have a bull market ar&éyphegh — means that short sellers

take a high risk: in fact, the higher the coverpgeod, the higher the loss in case of

3 http://www.commercialappeal.com/news/2010/feb/@lifgy-short-gains-popularity-as-

stock-trading/.
% http://www.investopedia.com/articles/01/082201.asp
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bull market short squeeze§ 2.1), and the higher the potential loss, tlyhda the risk
underneath the operation.

Hence, when looking at short selling as a singtaricial operation, thask taken by
short sellers consists in losing money, caused figean the price of the security short
sold. In fact, very simply, if the price rises ieatl of falling, the short seller is forced to
buy from the market at a higher price. An additigrablem in this case, might be the
shortage of natural sellers previously explained — from whom to buy the s#guo
cover the short position; such shortage could cabset sellers to staghort longer

than wanted, increasing the loss, when the priepken rising.

Contract Failures
As mentioned in the first chaptdajl to deliverthe security is a negative aspect related
with the ethics of short selling, as it can possidad to swap favors and adopt
collusive behaviors. From the risk perspective| tai deliver can also happen
involuntarily, which in the end makes the shortessldefault. A sort of risk can hence
be represented bgefaulting because is a personal feature that can be reiatdte

seller and can affect his futufiemancial life.

As previously explained, the description of theuaiion risk-short sellingdescends
from a reasoning process, due to the scarcity fofrnmation traced. Therefore, more
insights on the risk involved in the technique vio# researched during the empirical

phase.

2.4 The Ethical debate on Short Selling
A very deep debate is continuously kept open orethies of short selling. The concept

is central because based on several of the cnitio®ved to short sellers in the past,
while nowadays there are rules controlling anddme extent limiting the technique.

Furthermore, such arguments are incident to thearel, because many ethical insights
deal with technical-practical aspects that havebéoinvestigated according to the

research objective.

In the first chapter a brief overview of ethicalsgmns has already been presented.

Hereby, issues are analyzed deeper, starting framirtformation presented before.
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Within the next two sections, both the negative #redpositive positions are presented;
the purpose is to deepen ethical features relatdtiae technical and economical ones

rather than to reach a final judgment on the subjec

2.4.1 Positive Issues
One of the major and probably the most importaitp@ aspect of the technique is to

provide liquidity to the market (Woolridge and Die&on, 1994; Angel and McCabe,
2009). Short sellers can offer a discounted priith vespect to natural sellers, because

of two main reasons:

1. Once the overvaluation is detected, the short ipositas to be acquired as soon
as possible to profit as much as possible — pravitde price drops;
2. When the seller is nak&dthe delivery is delayed and the buyer's positisn i

therefore riskier.

By doing so, the bid-ask spread narrows down aaistiction costs decrease, which
provides liquidity to investors. Accordingly, Chaadet al. (2007) have linked the so
called post-earnings-announcement drifteavily affecting the market efficiency, with

the liquidity level of the market. They found obetdrift occurs especially in illiquid

market and the main reason behind it is represdntadansaction costs. The result is
consistent with the findings above and it relatasgaction costs and illiquid markets to
the drift representing the inefficiency. That isywhort selling, reducing transaction

costs and providing in turn liquidity, helps impeothe market efficiency.

Short selling is crucial also for another issuesetihg financial markets. Derivatives
are a financial instrument whose value depend$ienriderlier, usually an asset or an
index. They are basically used to hedge the risineoted with the possible change in
value of the underlying asset, even though sometitmey are also used to specufate

The main problem in derivatives market is the lagkof regulation like, for instance, a

loss reserve requirement The issue is very important in the evaluationsbbrt

% The delay takes place also when the trader omlgités the securities, without borrowing
them, yet. In this case technically he is not naked likewise he cannot deliver the security.
36

http://culturechange.org/cms/index.php?option=cantent&task=view&id=329&Itemid=1.
37

http://www.mass.gov/?pagelD=ocaterminal&L=7&L0=Hofd =Business&L2=Banking+In
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selling, seen that it helps keep the price of @iwes in line with the underlying assets,
avoiding hence the possibility of arbitrage (Anged McCabe, 2009). In such a case
the support by short selling is determinant, beealexivatives were born as a tool to
spread the risk, but they are also used to specuaich scenario is made possible by
the type of transaction involved, generally invalyiprivate entities and one-to-one
contract®®. The advantage taken by short selling is drivimg derivative price and the
underlyer price to opposite directions and keemiogstanly an alignment between the
two of them. However, it is not only in the mereoeomic sphere that short selling
carries advantages: in fact, all transactions tataybased on price levels representing
the point where the willingness to buy by partloé traders matches the inclination to
sell by another part, consistently with the perfeatmpetition theory (Nicholson and
Snyder, 2008). The linkage in this case is reptesehy the price level: both sellers
and investors are strongly affected on one sidtheyntrinsic value of what they own,
and on the other side also by rumors, news and gemerally by all the information
turning around firms and companies. When the pasiéind negative information are
known they are automatically incorporated in theent price. Particularly, when short
selling causes price drops, it helps incorporatgatiee information (Bris et al., 2007)
in the price and hence less informed investorseratise not aware of overpricing,
benefit. Accordingly, Woolridge and Dickinson (19%howed that short sellers do not
profit to the detriment of the less-informed inwst To deepen the concept, Boehmer
et al. (2010) investigated how differently positiaad negative information are
incorporated in the price: they refute the thedrgttpositive information are more
hardly comprised into the price (i.e. short sellisgunbiased), but they showed that
both types are unfortunately only slowly incorperhtwhich can have actually two
opposite meanings: on the one hand, short selligsg cot carry that much advantage

and, on the other hand, it does not affect the atahat heavily.

2.4.2 Negative Issues
On the other side of the coin, negative aspectiseofechnique are standing. The ethical

debate is very topical: there are authors thinkhreg short selling is ethically correct

dustry+Services&L3=Banking+Legal+Resources&L4=La¥26+Regulations&L5=Division
+of+Banks+Regulatory+Bulletins&L 6=Credit+Unions+®&kid=Eoca&b=terminalcontent&f
=dob_4 2-101&csid=E.

% http://www.nytimes.com/2010/03/05/opinion/05fritti?hp.
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provided short sellers do not cause troubles (&vi2002); there are several others
thinking that everything involving speculation, laast to some extent, is not fair
(Naughton and Naughton, 2000). The main criticismesed to short sellers follow.

Information Spreading and Manipulative Short Sellm
The most frequent critisism is the spread over rotheestors of false and deviant
information by short sellers. The aim of sus&d newss depressing voluntarily the
price of securities short sold. The practice iggédl and, before that, uncorrect.
However, it seems more a task for organisms ingeh&éor controlling the veracity of
information rather than the ones guaranteeing theectness of short selling as
financial tool. In fact, it may be easily objectéwht buying and spreading falgeod
newsis exaclty the same, but buying itself is not edly debated conversely to short
selling. Oppositely, it has to be taken into acddine fastness in the communication
flow playing in favour of uncorrect traders: indebéfore anyone can check the source
of information, a lot is likely to have already oced, without any chance to intervene
in time. Consistenlty, Aiken et al. (1998) investigd on a intraday basis the reaction of
the market to short sales, pointing out that tHeesaf the analyzed securities realigns
within fifteen minutes or twenty trades, which mganformation flow pretty fast.
However, as professional short sellers are proeethe among the most informed
investors in the financial landscape (Xu and Sing@b5), misleading information are
more likely to affect short sellers themselves eatlihan “weaker” (from the

informational point of view) investors.

On one side, Miller (1977) says that a proper arhofimell-informed investors avoids
the existence of consistent quantity of undervalmalrities, even though there can be
overvalued securities due to badly-informed minordn the other side, there are
evidences that short sellers not only are morermnéal (Xu and Singal, 2005) but also
they benefit from that information (Cohen et aD0Z). The situation therefore leads to
a trade off between the benefit short sellers biintpe market, by building in the price

the information they hav®@ and the disadvantage coming from exploiting same

%9 When a trader shorts the security (no matter & thuspeculative or hedging reasons) according to
certain information, the short interest and thershioterest ratio increase; as those indicators are
disclosed also other investors become aware ofrif@mation indirectly and by means of those figgir
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information for purposes crossing the border of ketirabuse, like, for instance,
manipulative short sellif§ Even though those purposes represent a heavat thure

the market efficiency, in its assumption of infotroa parity, Xu and Singal (2005)
found no evidence consistent with manipulative sheelling. Hence, at least
apparently, problems caused by insiders are limitedxploit their own information

rather than to affect the market behavior.

Other than manipulating the price by means of mimron spreading, it is also possible
to identify adirect manipulation, by means of short selling itself. fact, traded
quantities, when big enough, can affect or evenamidlde market themselves. As,
according to Chordia et al. (2008), liquidity enbes market efficiency and contributes
to a better price-info incorporation and, henceg thigher is the informational
efficiency, the lower must be the influencing powviogr other investors, the effect of
traded quantities grows when the security is légsid and when the total volume
exchanged is smaller. Short sellers can therefdoptacollusive behaviors, in order to
reach significant amounts and can use those togeftte false information to obtain a
comprehensive effect. By contrast, according to ¢bhacept of market functioning
previously stated, when a great amount of sharehasted and the price is falling,
short sellers with different expectations will ruatd cover their short positions, which
will make the security bounce back to higher le\slsort squeeze). Based on such
considerations a direct price manipulation seemsédéardly feasible, consistently

with findings from Woolridge and Dickinson (1994).

Short Selling Risk: Gambling and Volatility
Economically thinking, another criticism concerhe trisk connected to short selling.
However, Angel and McCabe (2009) argued that evaergncial tool and every
financial transaction involve a certain risk anarstselling is mostly used to hedge
risky positions rather than as simple speculatharument. As a matter of fact, the

higher risk makes short selling seem a sort of diaugbbut both important differences

they don’t know the information itself, but theydw that the information caused an increase in short
selling and that supposedly there is one more triaelgeving that the security price can drop.

40 Manipulative short selling can be used to inflertbe price level. It belongs to market abuse
behaviors, because purposely depressing the miteecluce investors’ trust (psychological influenoe
other investors) and, so, the company capabilitaige capital on the market.
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and similarities though need to be underlined.tFofsall, gambling is just betting on
odds, while short selling is based on investorsiebéhat the price will drop, implying
thereby expectation of part of the market. Secqnatgler certain conditions, gambling
is allowed and so does the short selling, becausandial products must be in
accordance to strict requirements. Lastly therecases of gamblers and speculators
bringing also benefits, like, for instance, theeca$ market makers or several types of

futures™.

Still connected with the risk but more related be tmarket and particularly to its
volatility, is the conviction that the more the ditg level, the more the market
volatility. However, there is evidence proving ibfks exactly in the other way around
(Bris et al., 2003, 2007) and, hence, the markiésvimg short selling have in fact a
lower volatility.

Hard-to-Borrow Stocks and the Fail-to-Deliver Optio
Lastly, a sure point of interest needs to be maetip especially concerning the naked
short selling, and a particular strategy that skelters adopt in case the stockad-
to-borrow. In fact, they simply fail to deliver the shardscause the fine to pay is
cheaper than the borrowing fee. Boni (2006) ingeséid the delivery failures. A
previous research by Evans et al. (2003) showeshaliitle number of “buy-in” (i.e. a
buyer forcing the delivery by the short seller),amiag that also the “fail to receiver”,
namely the entity that does not receive, is ndtititarested in call the delivery because
of several reasons presented. The findings in Bawisearch are that the failure takes
place strategically both at an individual level asda corporate level. The former
happens when investors and market makers find Worgotoo expensive. The latter
occurs when firms do not claim the buy-in, becatsg hope to exploit future counter-
favors, especially when they also use to fail paghyp The reason behind mentioning

such technique in this section regards therefagebttse which the failure is conceived

“1 Market makers are basically speculators that bliingdity to the market. They help investors trade
quickly, always and at a reasonable price. The daiiving from keeping the bid-ask spread on ameve
keel repays the risk plausible that the price asofdenly move away. Sometimes future contracts can
carry out socially valuable functions: an invediag. a gambler in this case) can buy wheat in adeat

a price ensuring the farmer to cover his costschviie might not be sure to realize. Of course the
gambler hopes the price at that point will be highe profit from the transaction, but he also wkiee

risk that it will be lower and makes it possible foe farmer to grow it, which he probably would do.
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on. Indeed, swapping of private favors that to aertextent can also be agreed
previously, might be considered unethical.

2.5 Conclusion

The chapter provided general and specific inforamatibout short selling. By starting
from practical aspects, like the distinction betw@#raday and multiday short selling,
or the broker requirements, also more deep infaomahave been presented. For
instance, it has been mentioned the type of seésirinostly used, which will be
deepened in the empirical part; it has been shawnghort selling evolved along with
the communication system and also specific comstydike, for instance, thbuying
power. In turn, profitability laws have been identifiedefore going deeper in the
relation between short selling and market efficigerar short selling and the different
types of financial analysis. Crucial concepts edato understand how to intend the
short selling risk have been reported, by introdgcalso ratios that can help get the
investors’ point of view. In section 2.5 the mostprtant issues related with the
ethical debate on short selling have been undeklina one side the positive effects
taken by the practice, compared on the other tondgative ones. Strong evidences
have been provided in favor and against both, thpegcept the fact that the naked

short selling appears to be ethically harder tadmepted, the positions keep open.
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PART II : EMPIRICAL DATA COLLECTION AND ANALYSIS

Chapter 3. Regulation Documents Review & Interview Methodology

Chapter 3 opens the empirical part with gatheringlitative data on the regulatory
activity. Then, it also acts like linking chaptestlveen the theoretical framework and
interviews. In the first part it provides informati on how the short selling regulatory
activity is conceived from the organizational pedpe (8 3.1), while in the second

part, the methodology applied in the interview ghissdeeply explained (8 3.2).

3.1 The Financial Authority Organizational Structure

By seeking information regarding the organizatiomainception of the financial
authority, the first point detectable has beenl#o& of acentralized organizatianin
fact, as already mentioned in the first Chaptecheaountry has a different financial
authority — several times more than one. This sedaon the simple reason that each
country has its own stock exchange, and besidewts legislative system. The legal
aspect becomes substantial when public traded cuegpaet money from other
investors that must be somehow protected. Histibyjoa is well known that laws are
the product of the history and culture of a countrgnce, the differences between
countries, or markets, or laws are not negligibid well-rooted in the different social

realities.

The coexistence of economical and financial aspeutd legal ones, brings us to
considerations. Financial authorities can Bbevernmental or non-governmental
organizations. However, no information have beeuantb on the advantages and
disadvantages of both the possibilities, neitherwdry to choose between the two
structures; one guess that can be done is thatrgoeatal organizations have been set
whereas the government was more powerful and/oe mafficient, politically speaking.

Besides, also no information have been found on howegulate governmental
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interventions in financial issues, even though dhesre examples of such

intervention&?.

As investigated previously the aims of financiatheuities are well-assorted (Chapter
1). Having multiple tasks provides financial authies with a comprehensive view of
the many issues affecting the market, but at theesiime there is also k&ck of
specialization For instance, short selling is not specificallentioned, within the
general regulatory activity. By contrast, the ladka centralized authority clashes with
some directives emitted by the European Parliantleait are supposed to become

effective for the member countries.

With respect to the technical aspect, the overaftiegal perception has been that the
regulatory activity is very disorganized. The ruke® too many, and too confusing.
Some of them cannot be known unless one consuteetative directive(s) and several
rules are applied only for certain securities ocentain conditions. Generally speaking,
the regulatory activity lacks a well-defined pléor, instance with periodical disclosure,
aiming at keeping the market up-to-date. The maay % cope with market abuses is
the empirical investigation carried out in case of fraud discoveries, orngeaand
complicated financial structures, or in case of t@wt failures or denunciations.

Hereby, an example of confusing rules is provided:

+ Directive 2003/6/EC of The European Parliament ahdhe Council of 28
January 2003pn insider dealing and market manipulation (marébtise) it's
a directive that defines basic concepts likeside information market
manipulation financial instrumentregulated marke(already defined in the
Directive 93/22/EEQ, and so on;

+ Directive 2004/109/EC of the European Parliament ahthe Council of 15
December 2004n the harmonization dfansparencyrequirements in relation
to information about issuers whose securities adgenitted to trading on a
regulated market and amending Directive 2001/34/Etbis directive
“establishes requirements in relation to the dsate of periodic and ongoing

information about issuers, whose securities are itbebnto trading on a

“2 http:/lwww.finanzalive.com/strumenti-finanziariftgeania-vendite-scoperto-borse-crollo/.
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regulated market”. The main point is thagulated markets “defined in
Article 4(1), point 14, of Directive 2004/39/EC

The two directives refer to different directivesr fdefining the same concept of
regulated marketHowever, to judge how directives are issued aediecision making
process underpinning the regulatory activity are/ whead the purpose of this thesis.
The aim of this paragraph was to show that theem&chronism between the difficulty
in understanding even the basic rules of finangiarkets, and the fact that anyone can
nowadays freely tradethanks to a huge amount of financial instrumentaning
directly into investors’ house via internet. Suctaehronism makes both the regulatory
activity more difficult, and investors’ complyingare complicated. Hence, during the
interviews some questions will be aimed at invesingy the current organizational

aspects of short selling regulation, through theeets’ perception.

3.2 Interviews Methodology
The second part of Chapter 3 deals with explaidiegply what methodology has been

applied in the interview phase. In turn, a genéedcription ofwhich data gathering
method has been used awtly (8 3.2.1), for achievingvhat kindof information (8
3.2.2) concerningvhich topics(8 3.2.3) and fronwho (83.2.4), is provided. Then, the
problems encountered will be enumerated and evintih@ solutions that have been
used (83.2.5) and finally, a deepening paragraphitaheinterview improving iterative

processwith the explanation on how it has been applf8.2.6), is presented

3.2.1 The Data Gathering Method: Semi-Structured Interviews
The data collection method chosen are the intewiegcause of the nature of the topic.

Short selling is indeed quite rare among the migjasf investors and is deployed
mostly by professional intermediaries. The reasmnamplying such data gathering
instrument lie hence in the delicacy level that gassibly be touched by some
guestions. Several topics might belong to compamtegies and be therefore too

confidential.
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Although structured interviews can be used as ditgtiee research methodology
(Kvale and Brinkmann, 2009), the type of interviemployed is the semi-structured

one. This kind of tool brings many advantdges

1. a constructive interaction with the intervieweetttgallowed to discuss with
the interviewer, rather than merely answer the tpes,

2. starting with more general questions about thectdpi get more specific
according to the answers;

3. getting acquainted with the interviewee to be dblebtain more confidential
information (Lindlof and Taylor, 2002).

3.2.2 What Kind of Information to Gather?
As already mentioned in chapter 1, the type ofrmiation searched is the qualitative

one, for three main reasons. The first two haveaaly been treated in the research
design: a quantitative analysis would have, onae hand, the problem (1) to isolate
the effect of short selling, because of loads ofaldes influencing the financial market
and, on the other hand, the more constraining prol{P) of being too time consuming
for a MSc thesis, like this. The third has beeroaficmation from the literature study:
according to findings on the concept of marketcedficy (Figure 3) — lately much
debated — (3) analyzing the effect of short selbimgassumptions both supporting the
ECM hypothesis, or going oppositely, could bringutareliable results. For instance,
under the assumption of market efficiency a quativi analysis could lose validity if
the recent happenings related to the last finarmials — that charged many other
doubts on the market efficiency and re-opened tieerttical discussion — brought to
the development of a new asset pricing theory.

3.2.3 Interview Topics
The general orientation of the interviews is toambtinformation that are difficult to

find in the studies where financial markets, inwemtit decisions, price trends and
correlated arguments are faced with from a themakperspective. Understanding the
dynamics underneath short selling, issues conneutbdborrowing securities, finding

buyers or coping with trends, bring practical hampg- that from an academic
perspective are difficult to get. However, at treme time also some theoretical

“3 http://www.fao.org/docrep/x5307e/x5307e08.htm.
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information will be asked for, in order to relateetm with the literature study and

eventually get some confirmation.
The main areas which are going to be touched are:

+ Market efficiency according to the theoretical findings about theneyal
perception and financial bases of short sellingg tjuestion mark arisen
concerns the coexistence of efficiency and shoitinge The historical
perception about short selling is negative, as fasw by clamorous bankruptcy
episodes. Furthermore, short selling is a “bet’aoralue loss that can possibly
flow into speculative excesses, but one cannotetotigat also a frenzy buying
process can bring to the same effect (i.e. speealaubblé’. This negative
perception has made short selling be retained &eharefficiency. By contrast,
during the interviews it will be investigated if @h selling can instead be
included in a broader concept of efficiency conside practical market
contingencies. Related to this topic also questmngechnical and fundamental
analyses will be asked for. The aim is fully untemsgling how short selling fits
in the financial landscape;

+ Short selling methodsthe initial belief was the existence of a recaf
occurrences on different methods of short sellihgwever, the literature study
gave birth to the feeling that the argument iseqadntroversial, as no mentions
have been found on it. Thereby, a deepening promedsis topic during the
empirical phase is surely needed;

+ Regulatory activity according to the objective of the research, thgict is
necessary to pinpoint the relation between shdlihgeand regulations, short
sellers and regulations, methods and regulatiorts tanunderstand to what
extent and how the regulatory activity has beefasintervening. Furthermore,
it can defineif andwherethere is room for improvements and which direction

those improvements to regulatory activity must@o t

“ http://www.investopedia.com/terms/s/speculativéelasp.
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3.2.4 Interviewees’ Choice
Targeting people to interview did not offer manyoide opportunities. Short selling

seemed from the very beginning a selective topimrination regarding short sales and
operative techniques implied, have always beertéuathy-disclosed and unknown to the
majority of investors, especially due to professiointermediaries taking care of such
investments. Their presence is needed by the hgghof this trading for which an
unaware trader can suffer great losses. Those meastay underneath the choice of
financial expertsas first subjects of the interviews.

If the preliminary interview list presented in thast chapter is taking into
consideration it can possibly be observed thatrarste and pension industries are not
that far from the bank one. Hence, it has beenarhast to consider those categories as

separate. In conclusion, the financial entitiegtakto consideration are:

Governments;
Financial Authorities;
Banks:;

P wbd PR

Hedge Funds.

In such way the chances to get different perspeaid different insights on the topic

are believed to be high enough.

3.2.5 Problems and Issues
The main problem encountered during the initialgghaf the data gathering process

has been to find people available and above allngilto participate and give their
contribution. The principal feeling during the cacit process has been, on the one
hand, that short selling is a really specific aadlly selective topic within the financial
universe and, on the other hand, that it is sudeleate argument. Its application as
investment tool or, more generally, as financiakrapion belongs to the confidential
sphere of the investment strategy, which is rehtttadisclosed, unless some sort of
official confidentiality agreement has been statadtually, in the case of financial
authorities, the willingness to take action in teeearch was thought to be higher, as

they are supposed to aim at being transparent @opkcative.
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In the shortage of time typical of a MSc thesigs tbbstacle revealed being really
tough, as competing with the loads of informati@mmg out constantly from the
academic world, since when short selling has beawnl close to the last financial
crisis. The tradeoff between the time to spendHerinterviews and the time to save for

keeping the research up-to-date has been veryecigatig.

Finally, only three interviews will be performed. positive aspect that must be
underlined is that two out of the four categoriesntioned in the previous paragraph
will be covered (financial authorities and bankahile the third expert has been
involved in the past in investment funds, not realbssifiable as hedge funds, but very
close to them. The only category that will not bedhed isGovernmentHowever, the

feeling is that this category is less acquainteth whe topic, taken account that the
controlling activity is in the hands of separatganizations, at least in the major

financial markets.

The strategy that will be applied to make the dffeness of such scarce number of
interviews as high as possible is the strict comtom of interviews with a grounded

theory approach, in the way explained in the negtisn.

3.2.6 The “Interview Improving Iterative Process”
As explained in the research design, along with itiierview phase, ainterview

improving iterative proceswill be applied in the following way: by startingoin very
general questions in the first interview, step tgpghe main concepts indicated in the
answers will be taken as tenets to deepen theignegor the next expert. The series of
general questions will allow the first interviewé® bring in the answers as many
concepts as possible, both to include somethingadtald possibly be missing and to
contemporary define sort of borders limiting thee&ch area. The reason for this was
that also from the literature study came out tHahfy of arguments are related with
short selling and the possibility to lose someh#& aspects is pretty much real; at the
same time, leaving the first questions quite fréle make the interviewee also free to
bring only issues that he retained inherent withttipic, setting, hence, the boundaries.
By this kind of approach the characteristic of miewing to be a deepening tool for

any subject will be taken to a very high level.
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3.3 Conclusions

Concluding this chapter, a summary of features h&f tlata gathering process is
presented. The method use to collect data wilsdmi-structurednterviews to get to
know with the interviewee and to be allowed to &skmore confidential information.
The typology of information to research will Qaalitative because of problems related
to the validity of a quantitative analysis in suklilebated period and because of time
shortage. The topics to investigate are three: ntaket efficiency, short selling
methods and the regulatory activity, according he tesearch objective, and the
subjects to undertake to interviews are financigpeets belonging to the four
abovementioned category of financial institutioascording to reasons explained in

section 3.2.4.

The main problems to face with are related to tbefidentiality of information
researched and, hence, to the willingness of petiplprovide those information.
Finally the number of available interviewees isethrThe strategy to provide for this
scarcity has been found in improving to higher Isvéthe effectiveness of the
interviews, by combining also the abovementionedative improving process in the
way explained in section 3.2.6. The results willdokelressed, explained and elaborated

in the next chapters.
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Chapter 4. Interviews Summary and Empirical Results

Chapter 4 is the core of the empirical part of tegearch. It contains the thorough
explanation on how the interviews have been comdlucthe analysis of the results
goes along with the interviews as several resuisuaed like a ground which to build
more specific questions upon. In turn, the all pescis presented, because in each step
valuable information have been collected. Besides, to the large amount of insights
an independent reflection section is reported &mheof the interviews. At a first glance

it might seem that some concepts have been repdabvecver by seeing carefully,
more details are always added. Purposely, theosehtis been organized as follows to

show the sequential evolvement of the conceptseaedarios presented.

4.1 Interview I (Appendix 1)
The first interview involves an expert in micro-demtial analysis of the Dutch

National Bank, one of the two financial authorit@serating in the Netherlands. The

other organization is the AFM (Authority for FinaalcMarkets).

4.1.1 Interview Outline
The first interview is the most general accordiaghe reasons explained in chapter 3.

Following the main arguments which the first expexs been asked for are listed.

Interviewee Introduction(Q1)

The first question is just an introductory one ihiet the interviewee presents himself.

Misleading Short Selling-Short Positio(Q2)
In principle, the first doubt arisen from the la&ure study regards what goes under the
definition of short selling. The dilemma has beeaspnted and explained in § 2.1: on
the one hand, short selling has been defined Asgsbmething that is not owned and,
because of that, in taking a short position; ondatieer hand it has also been stated that
many alternative combinations of financial instrumisecan result in a short position,
where the short sale itself can be just a parhefwhole financial structure. Asking for

giving a definition of short selling will help sawthis misleading that might be crucial
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from the regulatory perspective, especially whesyttecide what financial operations

are allowed and what not.

Short Selling and Disclosure Issug®3)
Then, is important to know which reasons are beltivedlack of detailed disclosures
about short selling and why, for instance, suclhrepe jumped on the top of the
agenda of all governmental organizations as thex raaiworsening cause in the last
financial crisis. Demanding this will help undersfaf the lack of information among
other investors might be the reason why such tecenhas always been seen in a

negative light.

Short Selling and RisKQ4)
Q4 is intended to improve the knowledge about tble of short selling. The aim is to
check for other forms of practical risk beside fimancial risk already addressed in the
literature study, that goes along with any formirofestment. For instance, there can
possibly be risk in finding securities to borrowadase of shortage of natural sellers, or

in case of rush to cover.

Mispricing: the Short Selling GroundQ5, Q6)
Investigating the reasons beneath short sellingdiroto analyze the relation existing
between short selling and market efficiency. Inotlye market efficiency assumptions
are that prices reflect all the information avdigabnd all the market participants act
according to a rational behavior. If all the inf@ton are already in the price and the
whole market behave the same, all the investonsdeil and will expect the others to
do, the same. The question in this case is: isttbatthat in case of market efficiency
there would not be price variation? Does the rafidehavior imply always constant
prices or even in an efficient market can the raticexpectations of the market be
bear? Beside the assumption of informational efficy another and even more
difficult assumption seems to be necessary: noy atil the market has the same
information, but also it has to be at the same tisi¢his feasible? It must imply that all
the participants, in the end individuals, use tAme information channels and do the
same things in order to be there wrearerynew information is disclosed; practically

speaking, they should live the same life, is ismr®ble? Q5 and Q6 therefore ask for
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reasons leading to security mispricing; it has bleénreasonably open on purpose to
see whether the interviewee would have taken tfeenrational inefficiency direction

or rather the pricing inefficiency offe
Short Selling and Derivative§Q7)

Q2 on the misleading short selling-short positimeg along with another dilemma:
what relation does exist between short selling dedvatives? As we learnt in the
literature study, also financial operations invaolyiderivatives can result in short
positions. Hence, Q7 is aimed at defining if seveexivatives are a sort of short
selling themselves, or rather they usually joineotforms of short selling for any

reason.

Short Selling Method4Q8, Q9, Q10)
According to the aim of the research, Q8 and Q®&in, were necessary for ti&RQi
and SRQa(Chapter 1), and striving for providing indicatitimt are basically lacking
after the literature study: in the latter, in fattdoes not seem to exist any record of
occurrences on different possible methods of séelling, neither on how they affect
the regulatory activity. The reason lies probalvlythe mistakable concepts of short
selling and short position; that is why this wikst from the expert's practical
perspective, whether there can be “ways” of shalting or just “ways” of taking short
positions. Q10 is then a control question.

Deepening the Market EfficiencyQ11, Q12, Q13)
Since now on, a sort of deepening process willdreiedd on. In fact, Q11 and 12 go
back on the market efficiency topic, to explore wbpinions the expert has on the
three main theories around the financial marketien: the random walk theory, that
in the end tempts to provide an explanation ofefloating under the assumption of

market efficiency, the fundamental analysis andtdohnical analysis. The questions

> The mispricing can be due to two different reasqmicing inefficiency or informational
inefficiency. The informational inefficiency tak@éace when the information are not received
or perceived in the same way by market participartte pricing inefficiency lies instead in the
back trip that information do when incorporatedl@mand and supply levels (after reaching the
market), combine to form the price.
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are left voluntarily open to give the interviewée tchance to bring into the answer the

concepts he believes appropriate. Q13 is a smbmiol question on the previous two.

Short Selling, Derivatives and Regulatiq@14, Q15)
The deepening process continues with re-investigathe relation between short
selling and derivatives. In this particular case fincus is how regulatory organizations
look at derivatives going along with short selliogshort position, how they perceive
them and how they adapt the regulation.

Regulation and Selling Entitie$Q16, Q17)
Q16 will investigate the regulatory activity as Bu€he objective is to understand how
the regulatory activity strikes short sellers afdhiere are specific rules to apply
according to the entity involved. Knowing those exgp regarding the regulatory
activity is helpful to detect the room available fegulation improvements. In turn,
Q17 provides other suggestions for improvementexploring if any difference exists

instead in the practical requirements set by baker

The Regulatory Activity Conceivin(Q18, Q19)
Q18 and Q19 deepen how the regulatory activity rigamized and conceived with
concern on relations among different regulatoryiedndications in this direction can
stimulate the design of a regulatory network, f@mtance as basic idea of improvement.

Regulators Issues: Information Disclosure and In®ds (Q20, Q21)
According to findings in the literature study, tmain issue related with short selling is
the mispricing of securities caused by incorrecorporation of information in the
price. By contrast, several investors and markekemsacan have and even share
privileged information to exploit. Several regutaits aim at avoiding such private
information could be used by anyone, especiallyabse that would represent a threat
to market efficiency. Asking for this helps undarsgl how regulatory bodies already
cope with those threats to supposedly take suggekr further improvements in other

cases.
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Regulatory Activity and Banks (Q22)
Banks can also provide to investors services oftg®dling. In this case they also have
to follow some rules. This question is intendednieestigate if there can be different
rules applied for different cases, based on thekdanvolved, as there has been

evidence on some privileging behaviors adoptedoyesinstituté®,

Regulation “ad personam’(Q23, Q24)
Deepening the issues concerning the regulatoryigctbrings to the concept of
“regulation ad personarfh namely individuals’ regulation. According to orimation
found out in the Dutch National Bank web8ftethe regulatory activity strives also
financial institutions for having a clean managemémthis case the assessment ways
and the compulsoriness of complying with such judgta are explored. Hence, Q23
and Q24 are strictly connected with the risk of leimg inside information by

fraudulent managers.

Final Assessment on Short Sellers’ Activit@25)
Q25 deepens the knowledge about the tools shddrsalse to discover the main
mispricing and then act on them with their finahsitaategies. The question closes the
interview and is related with the short sellergiaty at different levels: one is the use
of particular types of financial analysis, usefal understand which strategies short
sellers carry on and where those can be hit bylaégo improvements; another level is
the mispricing itself, in order to get if short Iset are able to cause directly the
mispricing instead of only finding and exploitirtg by means of collusive behaviors. In
the latter case improvements could hit the problgstream, for instance by using the

same analyses as short sellers do.

4.1.2 Results Summary
The results of the first interview are here summgetdiin Table 7. It has one row for

each argument, which one or more questions camgpdlm The complete interview

text is provided in Appendix 1.

“% http://www.finra.org/Newsroom/NewsReleases/2010/RB2
T www.dnb.nl.
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Table 7: Interview |, Results.

Area® | Argument Question(s) | Result
5 Definition 02 Short selling is any position that profits from tteeluction in
Misleading value of the assets involved.
. Short selling is well known as element whditional risk
1 Popularity Q3
management
Generally short selling makes the risk managemeotem
2 Risk Q4 problematic, while in case ofakedshort selling the financid
risk is represented bgqueezeituations.
1 Mispricing 05, Q6 The market is not really inefficient but seveiaational

behaviorscan take place.
2 Derivatives Q7 Several derivatives are a sort of short selling.
Short selling methods are infinite, as the comlmest of

2 Practical Q8, Q9, financial instruments resulting in a short positene infinite
Methods Q10 o o
(short selling = short position).
. . Markets follow the random walk theory, although the
1 Financial Q11, Q12, fundamental research may make the random walk itss

Analyses Q13 validity. Prices are unpredictable unless one igsigle info.

Derivatives & All the positions economically equivalent to takiagnaked
3 Q14, Q15 - . X
short position are under regulatory interventions.

Regulations
Entities & None remarkable difference according to the shelling
3 Q16, Q17 | entity from the regulatory perspective; possibléedénces in

Regulations : . . i
collateral requirements in favor of professionaties.
Requlators Close cooperation with the AFMand parties from othdr
3 gu’ Q18, Q19 | countries. The two financial authorities in the MNetands
Relations !
have complementary functions.
. Agreement on public disclosures and prohibition [for
Disclosure & . R S e
3 Insiders Q20, Q21 | employees to invest in financial institutions ap#mm

particular index not allowed to enter the free ¢rad

3 Banking Q22 None banking institute gets any privileged treatmen

All the “decision making positions” are evaluateg h
Q23, Q24 | specialized department with respect to experiencagk
record and justice issues. Judgments are constgaini

“The market can stay irrational longer than you caay
solvent” (explanation provided in the reflectiod 8.3).

Regulation &
People

1,2,3 | Techniques Q25

Area Legend:

1. Market Efficiency;

2: Short Selling Methods;
3: Regulation.

4.1.3 Analysis and Reflection
According to the answers provided and also torth@mation collected in the literature

study the difference between short selling andtghasition is not completely clear, as
stated in thelilemmapresented in Section 2.1. The weakness poinirlidse lacking of
distinction between short sellingtrategy and short sellingtransaction and gross

position andchetposition, so that the concepts are mixed up. Atdelling strategy can

“8 According to the three main areas of investigatietected in § 3.4.
“9 The AFM (Autoriteit Financiéle Marktenis the other financial regulatory authority ireth
Netherlands, beside The Dutch National Bank.
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be defined as a broader financial operation inngvdifferent transactions. The all
operation ends up with grossshort position, while every single transaction involved
represents aetposition, that can be either long or short.

In figure 4.1 the two short selling transactionamely net short positiongNSP), on
security 1 and 3 are combined with threst long positiongNLP) on security 1, 2 and
3. The strategy final balanceskort— which makes it a short selling strategy — beeaus
the whole value of short positions exceeds the a/halue of long ones. However,
other opinions to confirm the scenario drawn areded, hence Q2 will be forwarded to

the next expert.

Figure 5: Short Selling Strategy and Transactions.
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Q3 has provided an indication on what short sellisgused for:traditional risk
managementin the next interview, so, other uses of shaltirgeare going to be asked
for. Furthermore, according to the expert the teplm is really well known, even
though the interviewee belongs to a financial adtyy@nd this can make the answer
biased: by searching in the news and in the firsrmiess, in fact, the technique is
almost always let to professional intermediariescéy all its intimate aspects are not

really well-known and sometimes even understoothbymajority.

From Q4 it appears that different types of risk areolved in short selling. The
financial risk to get squeezed in case of nakedtgbmsition confirms what has been
found in the literature study. It is not clear witys does not represent a risk in case of
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regular short selling as well; in fact also in thtter the seller can be in the condition to

rush and cover if the price rises and there casiplysbe shortage of natural sellers.

Investigating on the assumption of market efficiehoought a very important concept:
the behavior of the market sometimes moves away frationality, which instead is
important to remind being one of the assumptionsthe ECM theory. Further
investigation in such direction can involve the glenousness of short selling for the
market and the role it plays within that, to untlengl better which benefits it takes, as

they appear in some literature.

On the front of derivatives, their relation with osh selling needs to be more
investigated. To be more specific, the knowledggarding their function has to be
deepened and patrticularly if they can be considariedm of short selling themselves —

at least several of them — and how they are usbdader short selling strategies.

Searching on the practical aspects of short selagybrought a controversial indication
on the methods used in such technique. While initdmture no record of occurrences
has been found, the expert says that the methaslsodf selling aranfinite, with all the
probability referring to an infinite number of pdss short selling strategyFurther

exploration in this sense will be asked for to rleet experts.

The market efficiency concept is touched againhie question on the random walk
theory. Apparently, the fundamental analysis setmmove against that, making it
“lose its validity. The effects by financial analyses have to beebpeg¢xplored to

understand where different analyses fit in the mafkinctioning (Figure 2.1) and
which implications for short selling they carry dvientioning the influence that inside
information have on the market is another importargight moving toward the
regulation topic, as investors might improve thecerprediction getting so the

abnormalreturns explained in the literature study.

The regulation also has been investigated fronp#repective of which relations it has
with different elements of the financial systemttban be related with short selling: in
this case, with derivatives. The Dutch National B&asued a regulation that considers

illegal all the financial combinations economicadlgjuivalent to a naked short selling,
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thereby involving also derivatives. However, the a$ derivatives needs to be better
investigated especially when they are used alortg ather financial transactions to

build up broader investment strategies. Askingefaamples will fit this purpose.

The regulatory action does not make any distinciotording to the entity involved in

the transaction, whereas from a practical perspectiupposedly professional parties
have more advantage in term of collateral requirdmeconfirming the statement that
the practice is mostly performed by profession&srther investigation is though

required.

The financial regulation in the Netherlands, isriear out by two organizations: the
Dutch National Bank and the AFM. They have différand complementary tasks and
the fastness in communication flow helps them wgiatly also with financial
authorities from other EU countries. According teege information a network of
organizations working together at least at the geiam level might be feasible.

Within the authority, security issues are guarahtae agreements submitted by all the
employees that are also prevented to invest infribe trade market, to avoid the
exploitation ofprivileged information Sort of misunderstanding happened in this case,
as the intention was to ask abgiderswithin the public traded companies, while the
interviewee intended insiders from the financiathauaties. Further investigation in

such direction, hence, is needed.

From the regulatory perspective, banking institugge treated in the same way
according to the European Treaty, even though ipedist speaking there may be leaks
in the system: in fact, banking institutes andtegticarrying on short selling are both
professional parties among which information careag faster and easier, and there
can be shared interests, bringing to collusive oasti Obtaining more precise
information regarding this topic is very complichtebecause the involvement of

European Laws and the strategic nature of somegiranake the argument sensitive.

The regulation also hits at the individual levelamdgers and people at the decision
making level are constantly monitored on their perfances, relations with justice and
behaviors. If they are retained inappropriate, itusdons which they belong to are
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forced to send them away and are prevented to tinmethe market. In this case the
ideas brought by the interviewee are totally clead they no longer need any further

investigation.

The last question was intended to bring as manynaegts as possible on the
connection between market efficiency, short sélletivity and regulation. The
question stated that short sellers perform sewaralysis according to which they are
able to discover mispricing and thus profit fromiit such way short sellers’ strategies,
market efficiency issues and possible targets ler regulatory organization are all
touched. The aim was to better understaruch short selling methods are used to
exploitwhich market inefficiencies, if any, in order to make tlgulatory organization
take advantage from such information. Unfortunatalymisleading occurred and the
interviewee referred the analysis to the companyopaing short selling instead of
suffering short selling. The expert said that thealgsis gives some solvency
indications (most probably referred to a certametiduring which they could stay
short) that were overtaken by the market behawoce again definegrational. Such
guestion will thus be carried on.

4.2 Interview II (Appendix 2)
The second interview involves a financial expeotriran European bank. The bank is

active in the short selling sector, therefore idest are held confidential.

4.2.1 Interview Outline
The second interview outline will be treated lassdetail than the first for two main

reasons:

1. There is no need to explain all the questions, imxghe first interview already
indicated approximately the path to follow;
2. Several insights on the direction the second imarwvill take have already

been presented in the first interview reflectior(8.3).

The survey starts with asking the expert for ardidin of short selling (Q1) to confirm
what has been previously stated concerning to tieeading short selling-short
position In turn, the short selling scopes will be invgated (Q2, Q3) based on the

suggestion thashort selling is an element of traditional risk nagement Q4 is
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intended to understand the short selling evolutimough time. The awareness of such
financial technique probably increased, which me#mst different modalities or
entities could had followed each other. Then, tléation with the market is
investigated (Q5, Q6), with particular regards wgative aspects and the eventual
positive role short selling plays there; in Q7 therviewee will be asked for giving
example of consequences that short selling brimgBnancial markets, in order to get

tips for the next interviewing step.

The Press investigations have also brought to |ginticular situations involving short

selling. Hence, for instance, the decision on Mag®by the German government to
forbid short selling will be submitted to the expepinion (Q8), as related to the
previous answer. Thereby, the discussion turns magket efficiency (Q9) and on the
function of short selling from the market perspeet{(Q10). Question 11 pointed very
clearly on the relation between speculation andketagfficiency, to understand if and
to what extent efficiency can coexist with shottisg. Turning onto practical aspects
and following the research objective, the differemdthods short selling involves will

be asked for (Q12) and then the discussion wilttgough the regulatory activity, by

investigating why such technique needs to be réegmiléQ13) and how the regulatory
activity works (Q14).

The most frequent form of regulation is the temppnarohibition of short selling,
whose the reasons underneath need to be furthésredpQ15, Q16). Q17 and Q18
ask for the confirmation that the decision makiexgl in the regulatory activity focuses
only on the short selling itself rather than the¢oes involved, while the following
questions (Q19, Q20, Q21) aim at better investigatvhether outflanking the rules is
feasible and by means of which tools. Afterwartle, discussion, moved onto the risk
related to short selling (Q22) and on practicaleasp concerning both regular and
naked short selling (Q23, Q24, Q25), in order tidvaget their differences.

The final part of the interview focuses on the aoiiity of financial analyses to short
selling (Q26), on the broader concepts of mispgand market efficiency (Q27, Q28)
and on differences between the analysis perfornyeshbrt sellers and the one carried

out by other analysts (Q29, Q30). Subsequently,emexplicit questions on the
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technical analysis and its role with respect torskelling (Q31, Q32) will be asked,
and also an example of its involvement with shetliregy will be provided in Q33 to
deeper investigate if there can be any relatiod,iarwhich sense, with the topic. The

interview ends with the expert’'s opinion on thecpripredictability and the random

walk theory (Q34).

4.2.2 Result Summary
The second interview results are hereby presemiefable 8. The interview text is

provided in Appendix 2.

Table 8: Interview Il, Results.
Area | Argument Question(s) | Result
Definition Short selling is selling not owned instruments tg/ bthem
2 ) : Q1
Misleading later at a lower level.
Short selling serves to make money or hedge lorsitipns
1,2 Reasons Q2,Q3 (e.g. hedging bonds by selling futures, in casmtefrest rate
rising).
> Evolution Q4 IQIZ hedge funds have probably increased the qigansibort
Short selling may be dangerous, but it is an imsé&uot in
1 Consequences Q5, Q6, Q7nvestors’ hands to punish misleading companiesalse of
low liquidity can accelerate the negative effecttom price.
13 Extraordinary 08 The sudden decision by Germany was a good decisigrit
' Measures had to be applied to all markets.
Efficiency “They say market are always efficient”.
1 Q9
Judgment
Lately short selling is more a speculation toolf liuforces
2 Usage Q10 companies to say the truth otherwise they are sodalt
1,2 Existence 011 Shor_t _sellin_g_ is just a way to trade instrumentd &n that
way it is efficient.
Practical There is only one way to short sell: taking a slpogition.
2 Q12
Methods
Regulation Short selling probably o!oes_ not ne_ed regulatiori_t 'gssjust a
3 Need Q13 tool to translate a certain view on investmentst s more
for professional parties.
3 Regulation Q14, Q15, | Lately they stop short selling almost on a regblasis. They|
Working Q16 do it otherwise companies will be bankrupt.
3 Entities & 017, Q18 None remarkable difference according to the shelting
Regulations ' entity: regulation focuses more on the technigselfit
. Selling a call option or buying a put option giveetsame
2 cR)eguIatlpn Q19, Q20, exposure, even though selling a call is much cléseshort
utflanking | Q21 selling
5 Risk 022 The risk is pure price risk: the trader has to gayjnstance,
the bonds he is selling also when he can't delivem.
, Naked Short | Q23, 024, Short selling and naked short selling are the.sairl_ae,the
Selling Q25 trader does not have any collateral. qurowmg lisags
before, as the buyer may want the underlying dedide
1 Financial Q26 Fundamental analysis is more important for shdlinge
Analyses
1 Mispricing & | Q27, Q28 | Some downward and upward exaggeration are alwagedi
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Psychology away, until the right pricing is achieved. Mispngiis due to
investors’ psychology.

There is no point of difference between short seléad other
1,2,3 | Techniques Q29, Q30| analysts, because everybody has the same informattithe
same time. The evolution brings to higher efficignc
Technical Technical analysis is only an extra tool in investdhands

1.2 Analysis Q31, Q32 beside fundamental analysis.
Analvsis Technical analysis is a good tool is you stick tnsignals
1,2 y Q33 and you do not look at fundamentals at all and wpoe
Usage ; . X
consistent with the signals.
1 Random Walk Q34 Random walk theory is valid, no one knows whereqwigo.

Area Legend:

1: Market Efficiency;

2: Short Selling Methods;
3: Regulation.

4.2.3 Analysis and Reflection
The reflection and analysis of the second interviesults will start from adding bricks

to the landscape drawn after the first.

Misleading Short Selling-Short Position
In section 2.1, a dilemma regarding the shortrsgliis transaction or strategy has been
presented and linked in the first interview to eslemding between short selling and
short position. Here other insights have been fednth the first answer (Q1) the short
position is not mentioned and short selling isla sdsomething not owned that will be
bought later at a lower level; by contrast, whea ithiterviewee has been asked about
the different ways of short selling (Q12), the aesWwas been:chly one: taking a short
positiort. According to the scheme in Figure 5, those tweveers are not contradicting
each other. In fact, the definition in Q1 referswbat has been indicated akort
selling transaction without taking account of any broader investm&mnategy, while
the answer in Q12 can indifferently be applied tdhbshort selling transactions and
strategy, no matter if the short position belormsa single piecengt short positiopor
is the final balance of the entire strategyo§s short position

Short Selling Reasons
The answers to Q2 and Q3 give more precise indgsiiegarding the reasons beneath
such technique. Q3 has been improvised to askpkecifying the answer provided in
Q2: as a result, the expert gave an example comgewhat he was talking about. The

expert asserts there are mainly two causes:

+ Hedging long positions;
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+ Make money.

The second reason is definitely vague, even thaugian be brought back to the
concept of speculation. To better define this asfhexquestion will be forwarded also

to the next interviewee.

Evolution

Short selling evolution has been investigated tovgeat features changed and which
could have taken more problems to the regulatotiyigc for instance, the fastness in
communication on one side has guaranteed a betf@mmational efficiency of the
market, but on the other also could have been mi@tant for someone to trade faster
and take advantage from that. The finding is thegly there has been a rapid growth of
hedge funds that could have increased the exchamggatities as well (Q4), as they
deploy investment strategies particularly aggressihe concept to deepen in the next
step regards which implications this brings at tbgulatory level. Sort of evolution
feature also resides in the answer to Q10: hetébyinterviewee states that lately short
selling has become more a speculative tool. Monedwe also underlines its role as
instrument to judge the correctness of companidsharhighlightgrust as bidirectional
relationship between companies and investors, wimai be considered as foundation

of an utopian market of fair prices.

Negative and Positive Consequences
In the answer to Q5, short selling is said to begeéaous but no examples are provided
in that sense. On the contrary, it is also beliewedeful instrument in investors’ hands,
to “punisif companies lying on their financials (the concispharrowly connected with
the abovementioneust): companies that present or claim false informmgtfor which
they are consequently overvalued, do not desemasiars’ trust and the market reacts
by short selling their securities. Investors catgese companies troubles by means of
the only tool they have: taking the price at a Inpvemparently fair, level; that from
the company perspective constitutes a loss in vdlis effect, according to the expert,

is accelerated in case of low liquidity (Q7), exkaugh he still considers short selling

* According to the negative aspects regarding sbedling, taking down the price could also
result in a decrease beyond the fair price, duntoverstated speculative activity.
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part of the financial system (Q6) reflecting inwest feeling (Q13), which will be

asked for, more precisely, to the next interviewee.

German Ban and Governance Implications
The answer to Q8 is very important for the reseaiaipose. The decision by Germany
to sudden forbid short selling is not completelgrela. The reason is that doing so only
for one market in a time in which investors canilgagade in other markets is
meaningless. The point underlined by the expetthas regulatory authorities must act
at once and be cooperative, by taking same desisiorat least the same behavioral

line. The idea is to be confirmed by the next ekper

Market Efficiency, Investors’ Psychology and Shdelling
Although short selling can possibly cause emotiaaggerations among investors
(Q27) — which can bring to price drops beyond figvels, very dangerous for
companies involved — the interviewee does not eechoexistence of short selling and

efficiency, which a double concept of efficiencyndae developed from:

+ Absolute efficiencyit is the short selling efficiency itself, thaes in being
expression of a certain lawful investment visiondayeral market participants
(i.e. the downward vision) (Q11);

+ Relative efficiencyis the contribution to the global efficiency betmarket, that
lies in incorporating more information in the prid®y means of short interest

level disclosure — which other market participdrsome aware of.

The contribution to global efficiency finds reastnexist in the matter that, although
market are said to be efficieff@Q9), in reality one cannot be hundred-percent-sure
about it (Q30), especially if taking account of papings like financial crisis or heavy
price falls. The lacking of mathematical certaiatyd investors’ psychological bounces
cause mispricing (Q28), which is also consisterihherandom walkvalidity (Q34),

to explain unpredictable price trends. Based ortredl information collected on the

ECM theory and from the first two interviews, aaiiima arises:

To what extent can emotional exaggerations be cdesed a form of inefficiency?
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It is possible to design a scheme (Figure 6) mdatnvestors’ psychology, security
mispricing and short selling. The elaboration pneselso the overall market efficiency
level and the positioning of the random walk hygsik. The two abovementioned
concepts ofbsolute efficiencyandrelative efficiencyare schematically explained and
the emotional exaggeration is explained.

Figure 6: The Relationship Investors’ PsychologMispricing — Short Selling.

Investors’ Psychology Random Walk
Hypothesis

Mispricing

Efficiency

Information Short Selling: Downward
Upload (Relative Investment Vision (Absolute
Efficiency) Efficiency)
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If it is supposed that aavervaluationdue to investors’ psychology is followed by a
higher level of short selling, the information bgh by the higher short interest will be

incorporated into the priceglative efficiency. In such a case it is possible to have two
courses of actions:

1. Normal Emotions other investors become aware of new informatiod aell

regularly until the security achieve its fair price
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2. Abnormal Emotionsthe so-calleghanic sell-off during which investors rush to sell
and the price goes down through the fair price.

The second course of action is not a form inefficiebrought by short selling, but it is
more related to investors’ psychology, that insteaduld berational and stop on the
fair price. Moreover, there can also be some lagikteasons for going through the fair
price (for instance, selling orders arriving late miscommunication). Besides, the
excess in the other direction will provoke andervaluation for which at a certain
point there will be buyers able to redirect the@rupward (Q27). Thus, in the end the
mechanism involving short selling and excesseselwith it is swinging around the

fair price level and self-adjusting, which can loesidered durther form of efficiency

Regulation Reasons and Features
Q13 relates the concept of short selling to theessity to take regulation along with it.
The assertion by the expert is quite strong andchisiction is that because of being
the reflection of some investors’ perspective, tiehnique does not really need to be
regulated, unless the technique leads to the pfygical exaggerations mentioned in
Q27. The regulation target in this case would eatly be short selling itself but, more
generally, behaviors flowing into market abuse. 8avh them can be recognized in
collusion, rumor spreading or more broadly in iefiging the investment view of other

market participants. Deepening information willdearched in the next empirical step.

Regarding regulations, the findings are that latbl/ ordinary prohibitions are applied
almost on a regular basis (Q14). The underpinningciple detectable is that short
selling is used like &uffer. it is allowed for a certain time to add on eféiecy, but
supposedly if it is not regulated at a certain paiso its negative functions become to
be exploited and here the financial authority readgth the prohibition (Q15, Q16). By
contrast, in case of extraordinary prohibition® thain reason is to preserve the short
sold companies from the risk of bankruptcy. Inddki, risk can be very feasible when,
as said, exaggerations cause the price to go dawwngh the fair level, that is the level

where the price reflects the underlying value.

The answers to Q17 and Q18 have confirmed the abs#rparticular rules applicable

to different entities, while a clear indication hasen provided again in Q13 on the
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main users of short selling; they have been idextiin professional parties, which can
be added as one reason why no distinction basedtdres exists.

Short Selling and Naked Short Selling
Surprisingly, no distinction has been made betwskart selling and naked short
selling (Q23, Q24, Q25), even though in the literatthere is a pretty clear difference.
However, when the investor’s perspective is takepant of view, the answer can in
fact reflect the reality: the buyer may want toeqconly a real time delivery, without
giving the possibility to deliver the security lathan the transaction is formalized. In

this case, the short seller cannonb&ed

Financial Analyses and Short Selling
The second expert has confirmed what stated irittbteinterview. The most suitable
tool for purposes of short selling is the fundarakanalysis (Q26): it allows the short
seller to base his downward investment view onds&diundations, like company
financial misleading, troubles related to fraudtilananagement or inconsistent
financial structure, or creative accounting. Regaydhe technical analysis instead,
there are contrasting answers (Q31, Q32, Q33).t Rive technical analysis is
considered a gooextra-tool to go along with the fundamental one, but then, its
validity is identified in getting consistent withe signals it providesif'you don’t look
at fundamentals at dl- which means that technical analysis must be& atene This
contradiction gives the chance to investigate béttéhe next interview, whether or not
the two types can go together and help each other.

Short Sellers’ Activity
Likewise to the first expert, also the second eipelieves that there is no difference
between short sellers’ activity and analysts’ agtivHowever, he also takes into
consideration the hypothesis that short sellers laare developed some model that
helps identify trends and moments in which to pldeer investments. The interviewee
underlined once again (Q29) thafficially everybody has the same information and
that is why the differentate of succesgannot be related to exploiting privileged

information.
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4.3 Interview III (Appendix 3)
The last interview involves an ltalian financialpext. He has been working with

obligations in a Bank Institute for thirty yearsdaafterwards he collaborated with
CONSOB (the ltalian financial authority). Currenthe is professor at “Universita
Cattolica del Sacro Cuore” in Rome that makes Is® alell-acquainted with the

security market.

4.3.1 Interview Outline
The interview will start with the presentation bktinterviewee (Q1) to turn very soon

in the core of the argument. As in the first tweemiews, in the third Q2 asks for the
definition of short selling as well, to confirm thesights collected and the suitability of
the scheme presented in Figure 5. According toipusvfindings a more precise
classification of short selling scopes will be asKer in Q3, to move then on the
technical modalities to deploy such investment (Q8, Q6). As come up from the
previous step, the opinion on the sudden Germahilptmn of short selling will be
demanded in Q7; it will help understand how thosed& of measures are seen by
experts, in terms ofjovernance Q8 is intended to investigate the evolution abrsh
selling, to get confirmations on some indicatiomevpusly obtained. Afterwards, the
expert’'s opinion on the negative consequencesmaméial markets will be explored, in
order to get more information to enclose in Fig@reAccording to the principles of
semi-structured interviews, Q10 comes up from dnt® answers given before: it is
about threat of rumors that short sellers couluhice in the market to influence other
investors. In Q11 an example of negative consequenshort selling is provided to
the interviewee to get his opinion on it and toestigate if that can be related also to
other effects. The following question is about éfiect of the technique on the market
volatility, as the results founded in the litera&yAngel and McCabe, 2009) apparently
could have different meaning based on the perspettiey are looked at; that is why a
clarification in that sense is asked for. Likewiakso short sellers’ power to voluntarily
depress the price is investigated (Q13). In Ql4ebknique feature of beiriguidity-
provider has been examined in order to move the discussitmthe relation between
short selling and market efficiency (Q15), but akeo understand to what extent
financial markets are retained efficient indepenigefrom the financial tool under
investigation (Q16).
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Thereby, the relatioruses-evolutionof short selling is explored (Q17), to see if
improvements in the regulatory activity can focastigularly on certain activities more
than others. Then, Q18 looks for a confirmatiorttancoexistence of market efficiency
and short selling. The next question (Q19) is ideghto give again some indication
regarding possible regulation improvements: it dekgpractical aspects and especially
about the assets most used in short selling, wdachact as base of a selective process,
exploitable by regulators. After having collectd tdoubt of the second expert about
the real need for regulation (Appendix 2, Q13), $hene question is also forwarded to
the third expert, but making a distinction betwegod short sellingand bad short
selling according to previous answers (Q20). The follgM@21 aims at obtaining the
assertion that both short selling market abuseadgdes linked to upward transactions
are equally considered, because investors’ psygiatught be biased, differently from
laws. In light of what emerged in the previous imiew about the partial prohibition, in
this case Q22 searches for other reasons, if arogrmplete the scenario, while the next
(Q23) regards regulatory distinction based on iestit Investigating regulation
outflanking chances is one of the main objectiveshe research, but meantime it is
also a controversial argument because this kindinafings should be notified to
regulators. If someone provides then examplegntpossibly be on the one hand that
it is something new, or on the other hand that leegts do not consider such
investment strategy as outflanking. In any case 6 be admitted that the interviewee
could be not so comfortable in answering Q24 an&,®2nce the answers may be
vague. Directly connected with those, Q26 is expficntended to examine how the
regulatory activity can cope with outflanking. Q23728 and Q29 investigate what are
the risks associated with short selling: here, ating to the information previously
collected, the risk has been divided relativelydifferent perspectives. In Q30 the
reasons beneath choosing short selling or naked séling are explored, to possibly
identify some criteria of distinction that might beeful for regulation improvements.
Afterwards, the relation between fundamental anchriwal analysis (Q31), their
effectiveness (Q32) and the techniques deploye®)®$ short sellers are canvassed
with the same modalities already applied in thetftwo interviews. The discussion
ends with asking for the role of random walks wiltle financial market landscape, to

better understand if and how the theory can fihenscenario outlined in Figure 4.2.
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4.3.2 Result Summary
This section summarizes the third interview resumt$able 9. However, the expert has

given loads of information that due to logisticseas will not be enclosed in the table,
which in that case could lose its visual and sunmimay efficacy. The most important
information not enclosed will be treated in theldwling reflection section (8§ 4.3.3).

The interview text is provided in Appendix 3.

Table 9: Interview lll, Results.

Area | Argument Question(s) | Result
Short selling is a downward financial operatiort tten exist
> Definition Q2 both in a normal context and in a market abuseestnin
Misleading the first case they bring a higher efficiency te tmarket,

otherwise they are to be condemned.
The reasons behind short selling are three: sp@cila
1,2 Reasons Q3 arbitrage and hedging and those add efficienche¢aarket,
for instance, by bridging price depressions andrso

The most common is short selling with a hedgingrmans
Technical of derivatives. More difficult is to hedge the shppsition

2 Modalities Q4, Q5 by means of borrowing, which is more frequent irmthe-
counter (OTC) markel§
Short Sellin Short selling not always can hedge a long positir,also
2 9 Q6 can be part of a broader strategy made by morsdcdions
Strategy o - o
aiming at hiding the short position.
According to the financial press the case of sudden
13 Extraordinary Q7 prohibition of short selling in Germany was relatedthe

Measures fear that the downward wave could heavily hit sdmaeks
and insurance companies.

2 Evolution Q8 No data to evaluate it.

Short selling (limited to cases not going into nerabuses
is not dangerous, as representative of a diffeapptaisal of
1 Dangerousness Q9 the security profitability, by some investors. |ts
dangerousness lies in the possibility of usingoitoperate
market abuses like any other tool.

The threat of introducing rumors to drive the pramwn is

1,2 R.umo.rs Q10 real, like also the threat of investors followingher
Diffusion . . S
investors for reasons unrelated to expectationssigpning.
It can happen to just follow the expectation ofestlshort
> Price Drop Q11 sellers, but along with a higher risk; price movetsere not
Exaggeration the key of success, which is more understandingrtaeket
expectations on the security.
Short selling can increase the market volatilityttie short
Market run as concurring in cregting abnormal behavioiijenin t_he
1 Volatility Q12 middle and long run it decreases the market vdaiatil
because it avoids downward expectations to takeepathe
same time.
2 Voluntarily Q13 The effect depends on the security liquidity. Tlghbr the

>t Over-the-counter or more easily OTC market areedialized market of securities that are
not listed on an exchange. It is mostly done bydagtions between two private parties that do
not trade through regulated markets (http://wwwestepedia.com/terms/o/over-the-

countermarket.asp).
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Price Drop

outstanding, the less the chances to heavily afftedty
means of short selling transactions or strategies.

Market
Liquidity

Q14

Good forms of short selling (according also to CQ¥3
add liquidity on the market (as increase the exghamand
reduce the market volatility. The more the tradithgg more
the repositioning, the more the information buiito the
price.

Efficiency
Improving

Q15

Short selling helps to better identify the mostreot price
for the security.

Market
Efficiency

Q16

Market are always efficient. What is inefficient the
investors’ way of thinking. The right one is to @nstand
what the expectation of the market will be on teeusity
rather than his own expectation.

Short Selling
Evolution

Q17

No elements to judge if speculative reasons overtdsk
management ones, but today with derivatives thegingd
tools are much more than before.

1,3

Coexistence
Short Selling-
Efficiency

Q18

Markets are not efficient. Speculation and arb#ragist in
the continuous tending to efficiency by the marktet is
never achieved. Efficient market assumptions do enast,
that is why there is room of inefficiency for lawfu
speculative behaviors to live.

Most Common
Assets

Q19

The most used along with hedging purposes are ifesur
with higher outstanding. Short selling related tarket
abuse is more done on lower outstanding.

Regulation
Need

Q20, Q21

Short selling needs to be regulated only in thenfoithat
flow into market abuses. In the forms that represery a
repositioning of the profit expectation on the ségut does
not need any regulation. CONSOB does not want tbido
short selling unless it is related with market a&sus
Investors’ perception of short selling should netlinked to
the downward feature of the transaction but onlpdssible
market abuses related with short selling.

Extraordinary
Measures

Q22, Q23

The short selling partial prohibition is often bght back to
being negative, but actually it serves to protdwt tnore
jeopardized categories. Here the problem is theratesof an
independent discipline and all the regulators takdy
temporary decisions while waiting for the creatioh a
higher authority. There should not be any distorctbased
on the entity, but maybe in all the bylaws thereamething
at the security level.

2,3

Regulation
Outflanking

Q24, Q25

It is possible to buy a call option and short thme security;
the seller is not really short because he can avexgrcise
the call and have the security. But if the calhdd exercised
then in the end the whole strategy is a shortrgethat could
avoid regulations. The same might be built withufes, it
only takes time to think about the financial tom<ombine.

Outflanking
Controlling

Q26

There is a double check point: the compliance fonct
within the intermediaries’ controls for the attenda of
financial operations to regulation. Then, therearsother
check by authorities. If the same operation (like bne
mentioned in Q24 and Q25) is repeated, the authgoiés to
investigate and could built some record of occuesnto
block those strategies, when retained not complying

Risks

Q27, Q28,
Q29

The risk for the market is thmarket abuseFor individuals
there is aregulation riskthat can turn into ahain riskfrom
seller to seller, unless the authority intervenggioviding
the undelivered security. The chain risk can bellyea
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problematic for the market. On the security its#ig risk is
re-buyingat higher prices. Furthermore Jiquidity risk can
also happen because when the seller does not dakvées
also not paid. However, those are border casesmtger
risk related with short selling is the exploitatiohprivileged
information that can influence the market and ctafine
assumption of informational efficiency.

Naked or regular short selling depends on the alviitly of
securities. Professional short sellers always kmdwere to
trace a security. There can be quantity issues. chizéce
between the two types is by comparing transactiostsc
Q30 With security borrowing is more profitable, whiléhet
intraday, even though almost for free, does not bring gpod
results unless the trend is really good. Takingisges from
other positions is very dangerous. Generally spegpkihe
comparison is between the lending costs and prbféctive.
The security trend depends more on the profit etgpien by
5 Financial 031, Q32 investors then on the economic trend. Hence, steliihg is
Analyses ' more based on indications furnished by fundamemalysis
then technical analysis.

Analysts and intermediaries (short sellers) wornkasately.
Sometimes short sellers sell securities that atesuggested
on sale by analysts because they have a diffeagahility
to stay on the market and to perceive tendencies.
Furthermore, it is not possible to avoid shortesslitalking
to each other and adopting lightly collusive bebasii
Prices are not casual. They reflect investors’ etqiions. A
good trader has to get what the market expectappdn on
the security. The capability to stay in the markaist be
untied from the own expectation and linked to pieing
1 Random Walks Q34 what the market thinks. Rather than “prices araalisin
the end one can say that “the market behaves ¢tgsupl
however, actually the market can be interpreted [and
understood, by being present and by exchangingnretion
with other market participants.

Short Selling
and Naked

1 Mispricing Q33

Area Legend:

1: Market Efficiency;

2: Short Selling Methods;
3: Regulation.

4.3.3 Analysis and Reflection
This section provides the reflection on the thinderview results. According to the

amount of information gathered, the reflection wié addressed for each topic

separately.

Short Selling Definition and Reasons
The misleading on the short selling definition hexeadded of information regarding
the context in which the sale takes place: thenfirel operation is just defined as
“‘downward”, and the context of threarket abusés also mentioned. Hence, in the end

the tool is considered like any other downward streent tool, meaning that the expert
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does not consider it a particular operation thastmhe treated differently from any
other; the only indication in such sense is relaté the possibility that the instrument
is used with illegal aims. Figure 5 can thus besatgred as a final concept defining
short selling and the possibility to use it both sasgle transaction and as broader

strategy.

The reasons for short selling have been clariftegh ¥y step in each interview. The
final assessment states short selling is carrigfdiothree main reasons:

+ Speculation;
+ Arbitrage;
+ Hedging.

What stays questionable is which of these reaselmgs to the risk management area
and which are merely profit instruments. A cleadégstinction can help regulatory
authorities give more cares to the more dangeesecially when crossing the border
of market abuse.

Short Selling-Naked Short Selling
The distinction between short selling and nakedtsbelling needs also to be better
clarified, as another misleading situation has btsmed: in the literature the only
distinction between the two types regards the lbarrg and particularly whether it
happens or not. By contrast, according to the st@xpert, there is no distinction at
all, and according to the third there can possiadydifferent occurrences. The features

therefore needed to construct a scenario of mealgplations are:

1. Presence/Absence of security loan;
2. The loan moment;

3. Presence/Absence of security “locafe”

2« ocate” is one of the requirements containedRiegulation SHOThe “locate” requirement
forces brokers to have reasonable beliefs thasdioarity can be borrowed, while the “close-
out” requirement imposes brokers to purchase ahdedan eventually failed-to-deliver short-
sold security (http://financial-dictionary.thefréetibnary.com/Regulation+SHO).
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Other considerations that must be done are asaitp

+ The borrowing can take place before or after tlwtdale;
+ The locate can take place together with borrowingaod.

By combining these sort of constrains it is possibol identify four different scenarios,
explained in Figure 7. The four scenarios are @dldrom the classic oneeQgular

short selling to the most dangerousgked short selling

Figure 7: Short Selling and Naked Short Selling ®led

1
Lender rummmd S.Seller

2

Borrowing;
Shorting;
Repurchasing;

Giving back.
Market

Locating;
Shorting;
Borrowing;
Delivery;
Repurchasing;
Giving back.

S.Seller

Locating;
Shorting;
Repurchasing;
Delivery.

S. Seller

Shorting;
Repurchasing;
Delivery.

S.Seller

Market

Scenario 1 is the classical definition of what bagen previously defineshort selling

transaction It involves a lender, the short sale, the repasoiy and the security

Thelocaterequirement was mentioned by the last intervieame important elements of such
regulation have also been used later in the teler&fore a review of Regulation SHO is
presented in Appendix 4.
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rendering. Purposely, the delivery is not mentiobedause it happens at the same time
of the short sale; introducing another passage dvoohke the difference between

scenario 1 and scenario 2 less visible at thedlesice.

Scenario 4 is the riskiest and less likely to tpkace. It is the theoretical definition of
naked short sellingas it has been found in the literature study. Adicg to the
information gathered such scenario is hardly adbpecause there is no risk coverage
and there are no underlying securities. These ffeatocan easily turn the transaction
into a failure, unless the trader has no doubt e drice dropping. Hence, such
scenario is most likely going along with exploitimpgivileged information or with

behaviors flowing into market abuse; that is whig iforbidden almost everywhere.

Scenario 2 and 3 are sort of hybrids due to theahaf locating securities instead of
going directly with the loan (scenario 1) or witletsale (scenario 4). Each scenario is
explained in the figure with the sequence of adtiamnvolved and indicated by the
numbers. However, some explanation and improvemargsto be added to the
theoretical landscape drawn: in fact, the two hddiiscenario 2 and 3) differ only in
borrowing the security or not, after locating it.cbuld be easily observed than when
the security is located, adding another transacftbe loan) will reduce the profit
margin. This means that if the security is locatednario 2 is less likely to take place,
provided the locate is guaranteed. The locate eppdn by means ofsale promiseor,
more officially, by means abther financial toolsThese tools can give the short seller
the chance, at the same time, to hedge part afigken the transaction: for instance,

buying a call (more explanation provided in thetnqaragraph) can fit this purpose.

The main principle underneath the choice betwegunlae and naked short selling lies
in the comparison between profit objective and iegdees. Conversely, the security
availability does not represent a pitfall as pfrofessional traders always know where to
find securities On the one hand, naked short selling — when @ece by the
counterpat— is more expensive, as it exposes the buyer tglaehrisk which he

claims a higher reward for; on the other hand, dpe&iaked is so dangerous that it is

*3 According to the first interviewee, all positioagquivalent to a naked short position are not
allowed by the regulation, while it can happen ithaDTC market several agreements directly
held by private parties might fall in that category
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likely to be done only on heavy price falls, white more profitable. Furthermore, the
interviewee dreads the hypothesis that severakoafsgetting positions from unaware
investors can possibly take place. The purposespeaally to avoid being naked,

which is no longer allowed since the Regulation SAPpendix 4) was disclosed in

2005, to curb the potential for manipulative nak&drt selling (GAO-09-483, 2009).

Short Selling Hedging Function and Derivatives
According to Figure 7 and to the reasoning abowppsasedly scenario 2 is not likely to
happen, when the security is already located aadd#iivery is guaranteed, as in the
same condition scenario 3 is more profitable. Havethe warranty cannot only be a
sale promise, but it must be supported by offiageements, because if the price of the

security rises, the stock source could refuse doige it.

Taking account of what stated first in the literat@nd then in the interviews — that
selling a callor evenbuying a puis a form of short selling and so, oppositélyying a
call or selling a putcan hedge short selliti- it is possible to draw a more up-to-date
scheme involving two different courses of actiomeTscenario involves also issues
emerged from the whole analysis, likedgingpart of the risk, or usingther financial
instrumentsalong with short selling to build uproader strategiesor having the
warranty to be able to deliver the security, inesrtb avoid dangerous failures (Figure
8).

Figure 8: Short Selling Hedging Strategy.

Dropping Price 2L Rising Price
a. Locating; 1. Locating;
b. Buyinga Call; 2. Buyinga Call;
¢. Shorting; 3. Shorting;
d. Repurchasing; Retivalives i 4. Repurchasing;
e. Delivery. 5. Delivery;
6. Exercising the Call.

The scenario provided in Figure 8 strives for nmldtipurposes. Firstly, it underlines

the distinction between short sellitrgnsactionandstrategy if the derivative market is

> The case is referred to having shares as settaitgd.
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not considered, it reduces to scenario 3 in Fighyaepresenting a short selling
transaction while when derivatives are involved, the scendnms out to be a
strategy Secondly, it contains the concept of short sglas transaction hedging other
transactions to form a broader financial structinexiging has been indeed mentioned
as one of the aims related with short selling amelby the purpose and its working is
clear®. Thirdly, the final position concerns also regatgtissues: on the one hand, the
seller is indeed short, while on the other handjshpotentially covered by the call,
which can always be exercised; regulatory autlesriprobably consider such strategy
as complying with rules, because the seller hashla@ce to hold the security he sold.
However, he does not need to call the security wihenprice drops, as it will be
cheaper to buy the security back from the markaa #xercise the option, which makes
the all strategy to certain extent profitable inttb@ases, according to the seller

capability to stay on the market and make the mgbves.

The call option does not dismiss the need for lngad natural seller. The latter in fact
is necessary both in case of price rising and s& @d price dropping. In the first (price
rising), a natural seller helps the short sell@esaoney. In the second (price dropping)
he is needed as stock provider for the short salevedty (position closure). An
important condition is having the call exercisecpras close as possible to the current

price. In turn, the two cases of price rising aaltlrfg are described.
Rising Price The rising price can be linked to two differentiations:

1. Trend reversalthe price trend reverts and a bull market staupposed that the
short seller is able to identify the reversal, fisfit goes along with how soon
the short position is covered and how much the réggcuses above the call
exercise price.

2. Dead cat bouncethe security keeps its downward trend but a spotease
happens; the short seller can even add on the gbsition and his profit goes
along with waiting for the price to drop after theunce while the call option

will not be exercised.

*> Hedging reduces the risk associated with singlastctions: in this case buying a call and
short selling the same security are two oppos#ssactions: if there is a loss from the short
sale (rising price), there is a profit from thel @ald vice versa.
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Dropping Price In case of price dropping short selling realigesim. The short seller

will buy the security back at a cheaper price tivée it and the call option will not be

exercised.

Short Selling Profitability Equation Updat®©n the thorough scenario presented, it is

also possible to improve some profitability equiagigoresented in section 2.1. The
nature of the call option forces to have two dgfarscenarios according to the trend

followed by the price:

1. Downward trend The figures to be taken account of are the ggllince (R
and the repurchasing price;XPthe call option payment (C), the discount)(D
on the short sale, and eventually some locating fieg:

2. Upward trend Conversely, in case of upward trend, the caliooptioes not fall
and other figures, as the option exercise prige dRd the current value of the
security at the expiration date (V) need to be nalktecount of; the difference
between the repurchasing price and the short gefince, goes now on the
other side of the equation as it becomes a loss:

V-_P.>P —P+C+ D+ Lg

Making such operation as profitable as possibls ire short seller’s capabilities to

maximize the positive part and minimize the negatwe.

Short Selling Regulation

The interviewee provided loads of insights regagdiegulatory activities and issues.
The temporary prohibition of short selling, occasilly taking place, is a protective
tool in Authority’s hands to prevent higher damatgesompanies. Besides professional
parties, in fact, public traded companies involueal investors that are not usuatip
the marketlike the first do. However, the decision procassglerneath the prohibition
is still questionable and not clear. It is stilltnoossible, indeed, to detect which
downward repositioning are really due to changehénsecurity profitability appraisal
and which are the ones occasionally linked witheptimformation or with focused

collusive behaviors adopted by clusters of traders.
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The landscape is worsened by methodologies apphlbdse an example has been
described in the previous paragraph (Figure 8). lgommg different financial
instruments makes short selling regulation very giazated. It is possible however to
make a general distinction, based on the informatiollected, between two main
categories of rules violation: 1) there can berumaentssimulatingshort positions, that
can possibly be outside the regulating hand; 2)etltan be instrumentging along
with short selling (which could be used to construciader strategies), capable to
disguise the real nature of the whole financialrappen. Thereby, from the regulatory
perspective, the first category constitutesibstitutionproblem, while the second is an
accompanimentssue. Controlling is more difficult in the latterase, as traders’
creativeness might always be able to build up neantial structures enlarging the
record of occurrences. These strategies are igatst afterward to check their

compliance with rules and hence before they aregaily definable as violations.

The toughest challenge for the regulatory authdstyhe usual exploitation of OTC
markets for short selling operations, mentionedHhsy interviewee. In their Economic
Commentary of July 2009, Cherny K. and Craig Bs&y “...derivatives are used by
financial institutions and corporations to adjusietr exposure to particular financial
risks..”, to specify in the same document of July 20Ithé lack of transparent
reporting of trades and exposures leaves both etgtd and investors uninformed
about where risks are concentrated within the syst&Vithout this information,
regulators cannot monitor banks’ exposure to paic risks, and investors cannot use
market prices to discipline the unbalanced risk asypes of their peetg’.
Accordingly, the lacking of awareness about the Qie@ivatives market functioning
by regulators is also mentioned in the literatiaf(ie et al., 2010; Scott, 2010).

The main pitfall related with short selling and erlthed by the expert has been the
lacking of a commonly spreadiscipline As an independent research area is still
missing, regulators try to be as effective as fdsddy means of a double check point.
The first is directly within the compliance funati@f brokers and banks allowing short
selling: they check indeed for investors’ requiraemseneeded to carry on such trade; the
second one is entrusted to the regulatory authosibych has the task to recheck the

%% http://www.clevelandfed.org/research/commentaryf22010-6.cfm.
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regularity of all investments. However, this doubtmtrol does not exclude the need
for establish apecific research arédiscipline of short selling, as there are examples
proving that might be not enough to ensure an divearectness: on the T'3f May
2010 for instance, Deutsche Bank Security (New Yarid National Financial Service
(NFS, Boston) have been fined for “systemic shate sviolation”, by FINRA
(Financial Industry Regulatory Authority); they weeallowinglocate-freeshort selling
by some privileged investors, therefore not obserthe latest regulations issdéd-or
the purpose, the pre-borrow requirements can leasilfle solution for avoiding such
troubles (GAO-09-483, 2009). Other proposals tacklithe aggressive investment
strategies deployed by hedge funds have been alssidered. Currently institutional
investment managers are obliged to disclose slositipns every quarter; the proposals
under consideration are: reducing to one week disttlosure; making illegal to effect
manipulative short selling adny security or instruct investors on having the right
refuse lending stocks for short selling purpd$e8onsistently, the expert reported also
the position held by CONSOB - the lItalian regulatauthority — striving above all for

transparencyas main route to follow.

Economic Issues and Short Selling

Market Volatility. Surprisingly, the expert stated short selling réases market

volatility only in the short run, whereas in theddllie-long run that is lowered. The
reason lies in the possibility, held by investots, act according to their real
profitability expectation. Short selling avoids @stors’ bad feelings to take place all at
the same moment and hence to cause bigger priselfathis sense short selling once
again contributes to build in the price more infaton and more smoothly, adding

efficiency to the market.

Security Liquidity By comparing information provided in paragrapt.2.with the ones

from the expert, a distinction between two différeguidity concepts has to be made.

In Section 2.4.1 liquidity is intended in its geamlemeaning of cash in investors’ hands,

> http://www.finra.org/Newsroom/NewsReleases/2010/PB2.
%8 http://lwww.tradersmagazine.com/issues/20_303/@swgshort-sale-rules-105214-
1.html?zkPrintable=true.
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while the expert intended liquidity in itsnvesting meanirg®, namely the ability to
convert a stock portfolio in cash with little or hoss in valugé Consistent with the
latter concept, short selling is confirmed to adylidity to the market, because it
enhances exchanges and thus information circulatiorsuch way the price reflects
more fairly the underlying value and the loss itugagoing along with the conversion
decreases.

Moreover, manipulative short selling operations avere likely to happen on less
liquid securities. Therefore, by increasing ligtydishort selling prevents its own
negative feature of being manipulative on illigsiecurities. The concept bears out the
thesis, previously explained (8 4.2.3), that sisetting is a self-adjusting mechanism.
Accordingly, it is possible to relate the markequidity of a security to the shares
outstanding mentioned by the expert. Indeed, tlyhdri the share outstanding, the
higher the capacity of converting a portfolio witlhdoss. That is whgpeculative short
sellingis performed on less liquid securities, whikedging short sellingpts for more

liquid ones.

Market Efficiency and Financial Analyses
Diverse insights have been collected on the rotetdelling plays in financial markets.
The main doubt concerns the possibility that a slagize tool exists in condition of
efficiency. Generally speaking, the market is irdeensidered efficient, but its own
functioning is based on inefficiency. The countasge lies in the efficiency
assumptions, as previously explained: if all ingestbehaved rationally, there would
not be any exchange, but just a list of securitiéh a certain price reflecting exactly
the underlying value. In fact, the need to tradeusges is based on the different
perception on the traded object, which can be daned a form of irrationality inside
the investors. Therefore, it is possible to consile market as efficient, and investors

as inefficient.

The continuous trading represents an ongoing psoadsefficiency researching
characterized by different security appraisalsdHhgy investors. Short selling exists

exactly in the efficiency-seeking process, becatiseepresents one of the market

* http://www.businessdictionary.com/definition/ligiity. html.
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expectations, i.e. the negative expectation byrggamon-holders When short selling
is seen from this perspective, it is questionalihetiver or not to consider it lawful. In
fact, in case of upward expectation, an investorshshares only if he has money,
otherwise he has to ask for a money-loan to be tabfellow his investment view. If
the price increases, he sells the shares and teesioney back, pocketing the profit
(margining 8§ 2.1). In the end, short selling is based onstéi@e principle: when the
investor has a downward expectation, he can s&lwhen having shares; if not, he
has to ask for a shares-loan and by contrast waithfe price to drop. The slight
difference is that the money-loan takes place adwagfore the transaction, while the
stock lending can be also subsequent. If thatasctse, the operation flows into being
naked short sellingnd that is why regulators issued the “locate” #rel “close-out”
requirement®. As a result, the expert believes the currentepiicbe the most efficient
one, even if not fairly reflecting the underlyinglve, because it reflects investors’
expectations on securities profitability, that he fprinciple which the market is based
upon. Hence, short selling exists in this condittdrmarket efficiency and inefficient
investors, where inefficient means “having diffdreprofitability perspectives,
expectations and behaving sometimes irrationalli?tofitability appraisals and
expectations are strictly related to company funelatads, and so, consistently, short
selling is based on fundamental analysis much rtinaie on the technical one.

The financial analysis performed by short sellergvidently the same performed by
any other analyst, with the only difference tehort sellers have a different capability
to stay on the markeind to perceive what the market wants. Understgndiarket

trends allows them to anticipate the negative (deard) expectations of other
investors. Unfortunately, sometimes this capabitizn flow into market abuses, like
for instance when short sellers exchange informapavately and adopt collusive

behaviors.

In light of these findings it is possible to propas slight adjustment for the theory of

random walk. The expert asserts tisahot true that prices follow a random walk but

® The “locate” must be made and documented befazestiort sale, clearly to avoid being
naked, whereas the “close-out” states that in o&sailure is the broker that must deliver the
shares in place of the failing short seller (hifpnvw.sec.gov/spotlight/keyregshoissues.htm).
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rather the market expectations are randamderlining once again investors’ irrational
behavior — mentioned by the other two experts al. wae all situation matches
perfectly with the scenario drawn in Figure 6 wsthme differences. The first is that the
random walk hypothesis does not enter the flowhatihvestors’ psychology level; it
rather concretizes in the price floating processiad the fair price line, as symptom of
market efficiency reacting to investors’ inefficen

Figure 9: Random Walk Revised.

Inefficient Investors’
Psychology

Mispricing

Infermation Short Selling: Downward
Upload [Relative Investment Vision (Abselute
Efficiency) Efficiency)

Random
el Gl et Expectation -
Floating

Fair Price Line

Emotional
Exaggeration

Panic Sell-Off

The second is that investors’ exaggerations arlemger indicated as inefficiency — as
in Figure 6 — but as thefficient reactionby the market. Such exaggerations will be, in
fact, subsequently counterbalanced by an undemtwatuand, hence, by new upward
investment perspectives that will re-drive the @nip (Figure 9).

Short Selling Risk
Differently from the previous interviews, in thettexr short selling risk has been
analyzed according to different perspectives whbeensights are, in turn, presented.
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Individual Risk The risk narrowly connected with individuals islated with the

transaction failure: when a trader short sells,slgns a contract which contains a
postponed delivefy. In case of failure, the seller defaults and takéth him being
unfulfilling, which can seriously affect his fututeading. Furthermore, this risk can
turn into a systemic risk if the buyer has alreatlgrt sold as well to another investor
and so on. The starting insolvency transfers ugaoh trader downstream and the
individual risk becomes what the expert nameldain risk. This eventuality is though

pretty low, thanks to the “close-out” requiremerg\pously explained.

Economic Riskit is the risk strictly connected with the setwand shows up when the
price rises after the short sale. The economicigskctually the financial risk, which
hedging strategies are intended to lower. This typeask is also a low-impact risk,
thanks to the many hedging strategies (Figure 8gstors can turn in practice, by

means of all the financial instruments nowadaythemarket.

Market Risk The market risk is the more general one and itjieelst-impact one at the
same time. According to its nature it concerns dtitade of investors and it is
dangerous for the regular functioning of the martsstlf. The market risk is connected
with the use by a privileged few of undisclosedmiation and it flows therefore into
market abuses. However, two different degrees ofadge can be identified: the lower
one consists in (collusive) short sellers explgitihose information only to gain
abnormal returns; the higher one consists in (sbl) short sellers voluntarily
influencing other investors to cause problems andldamage a certain company or
industry — that is namedianipulative short sellingand it is the main task which

regulatory authorities face with.

Concluding, it is possible thus to classify thrafedent types of risk: the economic
risk, partially reduced by the short seller's dbilto constructad hoc hedging
strategies; the individual risk that can possibiyntinto being systemic (thehain risi),
tackled by the close-out rule; and finally, the kedrrisk which is the main target of

®L Currently the delivery is fixed at a maximum of 3rdays, where T is the transaction
moment. The Regulation SHO in its “close-out” regment gives the possibility to the broker-
dealer to close the position in place of the faiin-deliver short seller within T+6 days.
Proposal to reduce this time to T+4 days has bsenpaesented.
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financial authorities. The latter also has nothdifferent from any other behavior
flowing into market abuse, and hence it is onlyoselarily related with short selling.

4.4 Conclusions

The empirical part carried out by interviewing #rénancial experts belonging to
different types of organization, provided loads ioformation. Combining the
application of the grounded theory approach andutage of semi-structured and very
focused and precise interviews has revealed to fioeitbul tool to overcome shortage
of people willing to participate in such a surveyeed, initially it had been selected a
sample of more than twenty organizations. The @dmthase has been characterized by
a high shortage of people available; in the eng tiedused to answer on such topic
most probably due to the highly confidential infation that could possibly be
requested. However, despite the low rate of resptres amount of insights collected is
considerable and much more than expected.

All concepts defined especially in the last intewireflection paragraph (8 4.3.3) are
the final product of a reasoning process entwin@&tl wformation collected in each

empirical step. The findings will be addressedha tast chapter in order to provide
answers to the specific research questions (SR)iarnurn, thorough answers also to

the general ones (GRQ) to accomplish the resedjelctove.
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PART III : RESEARCH RESULTS

Chapter 5. Conclusions, Suggestions and Discussion

In this chapter all information collected both dhgrithe literature study and during the
interviews, are redirected under each specificarebequestion (SRQ) to provide in
turn answers to the general ones (GRQ) and ackirevieesearch objective. The chapter
is conceived in two main parts corresponding to tihe phases of the intervention
cycle touched by this researctiiagnosisand design The product of the diagnosis
phase areonclusionsintended to improve knowledge on the problem. €afer the
design phase will draw organizational suggestioalpihg improve the activity of
financial authorities in light of what emerged dgrithe diagnosis. The two phases will
be treated in two different sections. Finally acdssion on the results is presented, to
give some indications for further research andxjglan the main weakness points in

this research project.

5.1 Conclusions (Diagnosis Phase)
In section 5.1 the main products of the diagnogiasp, namely conclusions, are
treated. They aim at answering the first genesdaiech questioGRQ::

What are the different methods and the technicatiical implications of short selling, the

risk-market effects, and the current organizatidésiwort selling regulatory activity?

Many issues are contained in it and hence therbetg to thoroughly address all of

these issues is by answering separately each speséarch questiolsRQ.

5.1.1 SRQa: What different ways of selling short do appear in the financial literature?
From the very beginning identifying different wagkshort selling put in practice by

investors and professional sellers appeared todmntmoversial issue. Indeed, none of
the consulted literature sources had any recomtafirrences regarding this topic. The
picture was even complicated by a not really clbefinition of short selling — often
mixed up withshort positionor confused witldownward investmer{tvhich is a more

general concept that can be put in practice by me&rshort selling as well as other
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financial instruments). This was confirmed, by agkexperts for giving a definition of
the technique. Step by step, the information ct#l@ccontributed to clarify two
different meanings that needed to be discerned.

Thereby, in Figure 5 (p. 71) we defined the diffexe between short selliigansaction

and short sellingtrategy It is possible hence to use this concept to anSR&a

There is onlyone type of short selling transactiofsingle short position), consisting in

just selling something that is not owned. On thetreoy there areinfinite ways of

building short selling strategiesnamely broader compounding of financial instrutsen

resulting in a gross short position, because itdirare the combinations of investment
tools currently on the market, which can be usebluitd a portfolio.

Figure 10: Short Portfolio.
Short Selling Strategy = Short Portfolio
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A strategy combining long and short positions isrently namedong/short equity
strategy”. The abovementioned short selling strategy is @emtong/short equity
strategy in which the value of short positions erds the value of long oneSuch a

portfolio can be nameshort portfolio(Figure 10).

5.1.2 SRQb: What are the risks and the effects on financial markets, associated with
short selling?
Short selling, both as financial transaction andbesader strategy, involves many

entities in different ways. Some parties are inedldirectly in the transaction and/or in
the strategies, like the seller, the broker, thgebuseveral other parties are related in a
partially direct way: investors purchasing from the direct buyecémdary buyers);

%2 http://www.finanzaonline.com/education/hedge _fimi#x.php.
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finally there are also parties involv@adirectly, as other investors just standing in the

market, whose decisions are affected by the sketimg level. Information collected to

answerSRQbidentify different types of risk associated witifferent actors. In Table

10 the detectedsk scenariois presented along with theeiring/preventing measur®s

applied by financial authorities. In the last columiso an evaluation on how different

risk typologies influence the market is reported.

Table 10: Short Selling Risk Scenario and Influemicd-inancial Markets.

Risk Type

Economic
Financial

Target(s)

Short Seller

Involvement

Direct

Negotiation
Interruption

Preventing

Method Influence

Individual
(Contract
Failure)

Short Seller

Broker

Direct

Locate

Secondary
Buyer

Partially
Direct

Close-out

Market

Market

Indirect

Empirical

Investigation

Based on the information presented in section 4the8two types of risk having effects
on the financial market are thadividual risk and thenarketrisk. The former has an
effect because it is related with the short selfaityre; such failure indeed can transfer
from the short sellers to the first buyer — wherhhs short sold the security as well —
and so on to next buyers. This process has beefopsty namedchain riskand it
involves many investors. Thmarket riskinstead can flow into market abuse, when

short sales are purposely placed to influence otivexstors’ risk perception.

The individual/chainrisk has not much influence on the market. Inigact a kind of
risk very well-handled by thicate and close-outrequirements. The locate acts as a
preventing measure placed upstream the sale. Dlse-olut is used both aseventing
measure, when one takes the secondary buyers ptvspas point of view, and as

curing measure, when the directly-involved-actors’ pectipe is instead considered.

® Preventing measureare measures applied priori, while curing measuresare applieda
posteriorito cure ongoing or occurred situations that hasenbable to escape the preventing
ones.

103

Wageningen University — Universita Cattolica Creaa2010



Chapter 5. Conclusions, Suggestions and Discussion

Locate and close-out can interrupt tad-to-deliver chainwith the intervention of the
broker that is forced to deliver the stock in sheeller's place. The market can

therefore easily absorb the individual/chain risk.

Much more attention has to be paid to tharket riskthat involves other investors

indirectly. This kind of risk takes place when short selimgxploited to carry out price

manipulations or to influence other investors’ dem. There are no preventing rules
able to tackle such behavior, as it is due to #rsgnal free will. Financial authorities
however perform an empirical investigation dowrestne for cases that could have
aimed at influencing the market. In any case, thanipulative behavior must not
qualify short selling itself, both because any offreancial instrument can be used with
market abuse purposes, and because, when regutety, short selling brings many
advantages to the market in terms of efficiencyiaf@mation.

5.1.3 SRQc: How is the short selling regulatory activity organized?
The regulatory activity carried out by financialtlaerities is not totally focused on

short selling itself. Such activity deals with tveder category of market abuse, which
short selling can flow into, like any other finaalciool. Controlling is conceived with a
double check pointhe first is exercised before the transactionthgybroker itself, that

must guarantee its customers to comply with ruled equirements; the appropriate
Authority performs then a second check point inresasf contract failures or disputes,

by means oémpirical investigationconfirmed by the last expert.

Accordingly, although the technique has alreadyvemo its danger and to be
controversial and not easily understandable intalfacets by the majority of market
participantsthe system lacks a research area specifically dedited to short selling

In the end, the absence of a unified financial madoes not allow uniformity of rules
and to set a unique financial Authority. Regulat@myganizations in fact persist
separately and they exchange information “if nemsss as reported by the first

interviewee. Hence, they exchange information beyto not really act together.

From the rules perspective, it has been reallyiddiff to find information on the

requirements, the deadlines and the like investax® to comply with. The issues are

104

Wageningen University — Universita Cattolica Cremao2010



Chapter 5. Conclusions, Suggestions and Discussion

too many and too different for each organizatiod aach market, thereby not all the

market participants are completely aware of whatasind them.

Summarizing, it is possible to list the main featurcharacterizing the current
regulatory activity to provide a comprehensive kEoape useful to define where

improvements might be more useful:

+ Different financial authorities for each market/atny exchanging information
when needed

+ Broader discipline regarding every forrof market abuse, short selling
comprised;

+ First compliancdunction operated by the brokers: investors casetitshort if

they do not comply with certain requirements, fi@einstance théocate

+ Second control done directly by the Authority by ame of _empirical
investigation

+ Occasionaland not coordinated intervention in case of damgersituations
likely to heavily affect companies and indirectlynmr investors;

+ Occasionalissues for updating rules and requirements, coatisly facing
problems caused by new occurrence$ten brought to light by market

participants themselves during discussions andaress presented to the

Authority.

5.1.4 SRQd: Are there ways of selling short to move around regulations?
Financial strategies trying to bypass regulatiamsthe main challenge faced by every

financial authority. The use of different financtabls combined with different entities
acting both in the regulated market and in the Ofi&ket, makes to avoid bypassing
very complicated. As stated in the previous panagr#here are two different types of
measures applied by regulators to cope with omersti threatening the market
correctness: preventing measures appéigoriori and curing measures carried @ut

posteriori Likewise, during the research two different tym#srule bypassing have

been identified:

1. Substitution/Simulation it happens when an investor useshort portfolio
(Figure 10, p. 102), that might not be detectedh®yproper authority. Several
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times short portfolios involve operations carriaat partially in the regulated
market and partially in the OTC market — as condidnby the last expert — so in
the end to draw the complete portfolio strategyasy tough. According to the
first expert, ‘all forms of positions that are economically eqléve to taking a
direct nakedshort positiofi are objective of the Authority intervention. Base
on this sentence some questions can be draftecswery a) What does the term
“direct” mean? b) Does it refer toshort selling transactiorr also to ashort
selling strategy(short portfolio)? c) According to the definitiqprovided in
Section 5.1.1, what kind of position isshort portfoliq direct, or indirect? d)
And, provided the short portfolio is considered iadirect position does it
comply with rules? e) And, if conversely it is séidbe instead direct position
does it bypass the rules? These questions notoljide an example of the
many issues regulators cope with, but also thegsaenple of why short selling
needs to be studied carefully;

2. Accompanimentit takes place if a trader uses financial todtsg with short
selling transaction(s) with the purpose to disguiséng short or naked. A
valuable example of accompaniment strategy is dugimg provided in Figure
8 (p. 91).

In both cases the challenge for financial authesits to prevent and/or sometimes even
to understand investorsteativity. Thereby, the answer 8RQdcan be summarized as

follows:

There aretwo different categoriesof bypassing: short sellingubstitution and short
selling accompaniment The former consists in a combinations of finahtwals that,
without involving short selling transactionsresults in a short final position, non-
detectable by the authority. The accompanimemstead a combination dihancial
tools and short selling transaction(s) to disguise the resulting short position.
Unfortunately, it is not possible to give a commesive record of occurrences of
bypassing strategies, because building short plioaan be done imfinite waysand

it depends only omvestors’ creativity
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5.2 Conclusions Summary
By starting from a very general definition of shedlling a clear distinction between

short sellingtransactionandstrategyhas been definea short selling transaction is a
single financial operationhaving the sellershort on the securitya short selling
strategy is amix of operations in which the value of the short positions excebds
value of the long one3 o underline that a short selling strategy cammase different
securities in addition to different financial topishas also been namstiort portfolio
(Figure 10, p. 102). Accordingly, the dilemma camueg the different ways of short
selling, arisen in section 2.1, is clarifigle way to perform a short selling transaction
is onlyone, namely selling something not owndle ways to build up a short selling

strategy aranfinite and depending on the financial structure constdiby the trader.

Diverse types of risk, accompanying short sellingerations, have also been
distinguished. Thesconomic/financial risk strictly related with the seller and the
security, has a verlpw influenceon the market (Table 10), thanks to many hedging
possibilities. Theindividual risk mainly connected with contract failures, has been
detected to be slightly more dangerous than thexao@ risk, as it can possibly
involve many market participants and turn into whas been definedhain risk (8
4.3.3). However, the requirements issued wathulation SHOIn 2005 and updated in
2009, easily hold in check its effects and makalsb have dow-influenceon the
market. Finally, thenarket riskshows up when short sellers’ behavior influendégro
investors, not directly involved in the operatiar, when privileged information are
used. This type of risk hashagh influence because it belongs to the illegal sphere,
rather than because it is related with short sgllindeed, as such, the market risk is not
more hazardous than any other financial instrumesg#td with purposes of market

abuse.

The regulatory activity is conceived approximatalty the same way in each
market/country. Some measures ainpt@ventingwrong behaviors and some other at
curing ongoing situations. Authorities belonging to diéfet realities use texchange
informationif necessary and for non-complying episodeseimpirical investigations
still the main instrument applied. Sure pitfalle aepresented by the lack of a specific

short selling research area regulators mainly focus on the more general afea
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market abuse — the lack of aase historyand Authority interventionthat is just
occasional and related to contingency, rather glanned and organized. For instance,
with respect to short selling, the regulatory attiis based ometecting new empirical
occurrences which to build proper rules upon, rather thandgiog deeply the

technique to obtain general guidelines.

Two different typologies of rules bypassing haverbginpointed:substitutionand
accompanimentProviding more information on strategies outflagkrules has not
been possible, because of the abovementioned dmiadgj of the regulatory activity: in
fact, as soon alBypassingfinancial structures are discovered, new rulesisseed to
avoid the case. What can be clearly stated, instisathatthe main challenge for
financial authorities is coping with investors’ atévity in constructing more new
combinations of instrument8esides, as underlined by the last expert, thie td a
unified organization, controlling over the singleankets allows investors to bypass
rules also by trading in different markets at thens time, and hence by exploiting the

different rules that are in force.

5.3 General Suggestions for Financial Authorities (Design Phase)
Following the diagnosis phase during which variqueblems are identified and

deepened, the research path enters the design.pbaseg this phase general
suggestions will be provide to help improve the utatpry activity, based on
indications springing out from the previous phadee core of section 5.3 is the second

general research questidBRQii):

How can regulators improve their regulatory actyitegarding short selling, taken

account of the findings IBRQI?

Likewise to GRQ)I, also in this case the same methodology will beliegp and the

answers to the two specific research questiSRQ)eandSRQJ are, in turn, given.

5.3.1 SRQe: What actions can regulators take in order to improve the regulation?
The pitfalls pinpointed during the diagnosis phpsavide the main directions toward

which it is possible to give regulators severalgasgions to improve their activity. The

lacking of a specific research area for short sglinakes authorities activity more
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difficult, due to the large amount of financial insnents that can possibly flow under
the wider umbrella ofmarket abuseHence, the first suggestion that can be drawn is:

Building an independent and specifesearch area for short sellingthat has to be
separate from other cases of market abuse, takeouat of the many, various and

difficult-to-understand facets the technique hasven to have.

In such a way, it will be possible to focus ontak aspects of short selling, like the
contemporary use of different financial tools aniffedent markets, the types of

transactions involved, the results of differenatggies applied by investors and so on.

Strictly connected with the lacking of independatiscipline, the research also
identified a lack of clarity on cases of short isgllstrategies not complying with the
rules in force. The bylaws issued by the differanthorities are too many and
sometimes too old and/or subject to updating alaiitpy new discoveries and new
cases. Furthermore, based on the information ¢etleshort selling still does not seem
to be treated with the proper care, with respectsalanger (when used for illegal
purposes). The regulatory system gives the impyadsi lack rationality: for instance,

a clear categorization or classification of cased activities would be very helpful.

Therefore, in order to improve the regulatory scenfiom this perspective, it can be

useful:

To draft alist of casesinvolving short selling. A cleacategorizationwould make
easier theconsultationfor all traders and investors having doubts orlwwg to learn
about short selling. Moreover, the regulatory aityivshould be betteplanned and
organized for instance,periodical disclosurescan inform the market on eventyal

changes or updates of rules.

Another problem encountered is represented byable of decisional uniformity As

observed, each market/country has different firraiithorities — often more than one
— exchanging information only when needed by theation and just occasionally
cooperating. That means not only different rules b® known and thoroughly

understood by the market, but also that partiangatin different markets allows
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investors to take advantage from different rulepliaptions. Hence, a valuable
suggestion in this sense, would be:

Setting a single organization controlling over timain markets (at least), and possibly
reducing the current authorities to branches oktbentral organization would be the

proper countermeasure to the possibility by traddes use all the market

[72)

contemporary. This reorganization would guarantee application of same rules |n
the same way and the new regulatory body would kawge legal status and tasks|as
the current separate authorities.

According to one of the experts, the project ialty under consideration at the
European Union level, even though other importaartkets, like the US market and the
major Asian markets, should be taken into accodotvever, two different solutions

can be detected: 1) comprising all the authoriigsrating in each market; 2) building
directly a unified market. The former solution wallow to keep separated different
realities and, above all, different cultures belaggo different countries — that must be
taken account of. The latter would instead repriettenhighest level of coordination. In

any case both the solutions are a step forwardpaosd to the current situation.

Beside the organizational aspect, also technica@ranements are possible. Surely
helpful for the case is the clear distinction thas been made between short selling
transactionand strategies Nowadays, short selling is used particularly ggr@ssive
investment strategies blyedge fundswhose managers are forced to communicate
quarterly their short positions to the proper authority.alriast trading reality as the
current one, a period of three months seems amaistitowhen the vast majority of
transactions takes place daily and in a few minutésreover, due to the plenty of
ways to combine financial instruments and, henedyuild ashort portfoliq it can be
suggested:

O

To reduce the disclosure period, and to make istbs for the regulatory authority t
know portfolio net positions in order to keep under control the entire stragsg

adopted by investors. The controlling organizatwifi thereafter disclose the gros

U)

positions(Figure 10, p. 102) to the market as general watyaoftransparency
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In this way financial authorities would know howestors’ strategies are constructed
and they would check better the compliance of sichtegies with the rules in force.
Then, the information can be redirected to the miarko keep a certain level of
transparency. However, amet positionswould influence investors’ perceptions, the
suggestion is to disclose only theoss positionthat is the final balance of investors’

portfolios (Figure 10, p. 102).

5.3.2 SRQf: What does it prevent requlators to take the actions named in SRQe and
how can discerned obstacles be overtaken?
Answering toSRQfis subordinated to the suggestions provide8R@Qe Taken account

that such suggestions have been drawn from reagomnithe pitfalls discovered in the
regulatory activity, also the indications giventims section are based on the same

logical process.

Historical information say that short selling isad as the market itself, meaning that
it has always been used. However, despite its ‘agjedrt selling is a practice that only
lately came to lights, thanks to deeper studiethertopic and especially because it has
been thought being the main worsening elementanast financial crisis. Moreover, in
the sources consulted, short selling is believetticky and mysterious practice,
profitable only if applied along with particularrategies and practiced mainly by
professional traders jealously fostering their sexrTherefore, building an independent
research area for short selling has encounteretdabs with all probabilitieinked to
the lack of studies and hence of deep informatioshmrt selling, both due to its many
difficult facets, and due to the reluctance by shsadlers to disclose their secrets and

capabilities

The constitution of &ingle controlling bodyand consequently of anified cluster of

rulesto be followed worldwide is difficult as buildingunified marketIn both cases,

the main problem is represented by the differensla force in each country. Even by
restricting the case to the European Union, it bamobserved that, despite common
directives are issued, member countries still htnee power to acknowledge such
directives differently, when turning them into matal laws. Thereby, if companies are
obliged to comply with different rules, they cantet judged or controlled on a shared

basis; in fact, companies can be outlawed accordingome rules, and enacted
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according to some others. In the sense of unifytoes and/or markets, the
abovementioned separation of short selling fromrtioge general universe of market

abuse, would be a valuable step forward.

At a first glance, to communicapertfolio net positiongo the financial authority and to
disclose, then, thgross positionso the market, as explained in the previous paggr
seems the most difficult improvement to apply, doethe current privacy laws.
Conversely, by looking more carefullknowing the net positions would not really be a
problem for the authorityfor two main reasons:

+ It must be considered — as suggested by one expiat financial authority
employees have already a non-disclosure agreemstitk to;

+ Financial authorities already use to handle semsitiformation.

However, despite this confidentiality agreementnimans of which such information is
retained, the chance that someone could collecesstul strategies and/or information
to exploit, is not negligible.

5.4 Suggestions Summary

Improving the knowledge regarding short selling moeblogies, the risk
accompanying such technique, and the current arghonal level of financial
authorities, served to define also the main weakipesnts in the regulatory activity,
concerning short selling. Accordingly, in the setghase of this research, driven by
specific research questiomesandf, those defects have been seen as opportunities to
hypothesize several improvements for the regulaaetivity. Such improvements have
been previously detailed (8 5.3.1) and thereatter dbstacles to those meliorations
have been treated (8 5.3.2). Hereby, the findinghe whole design phase are

summarized.

Building anindependent research ared short selling on the one hand can help set the
borders within which the proper authority has temene, and on the other hand might
increase also the efficacy of the controlling atfivThe obstacle encountered have

been identified in the lack of studies on shortirsgl both due to itsnany difficult
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facets, and due to the reluctance by short selerslisclose their secrets and

capabilities.

The lack of knowledge concerning short selling hasn making regulators’ activity
complicated and mostly based empirical investigationsin fact, a valid improvement
could be thecategorizationand classification of cases involving short selling, for
consulting purposes both by financial authoritesg by normal investors and market
participants. In such sensperiodical disclosuresand a thorouglactivity planning
involving also, for instance, cases analysis seefinetfeasible. In this case, the main
obstacle is represented by the abovementidaekl of specializatioron short selling,
which can easily be overcome by constructing aipeesearch area, especially now

that a considerable amount of information on treefice has been collected.

Also belonging to the organizational aspect, anragg might be represented by
unifying the rulescompanies have to comply with or, even more arduby directly
unifying the main marketsrhis would lead to having a single controllingteaarity,
which would mean benefits in term of organizatiowl @oordination. However, to join
together different laws and cultures from differeountries would be a very tough
task, which heavily affects the feasibility of suafprovement.

Regarding the technical aspect of regulations,ag been pinpointed that the main
direction regulators are striving for, teansparency which surely helps in case of
complicated strategies carried out to exploit ragjah weaknesses. Likewise, it has
been underlined that authority employees must dtickonfidential agreements that
prevent them to directly use, or to make others pgeileged information they possess.
Hence, two courses of actions have been identifl@dTraders might communicate
their net positiongo the Authority, which will redirect thgross positions information

to the market; 2) The period of short positiongldisure for fund managers, currently
set to three months, might be reduced. The firssibidity seems to be feasible and

much more improving than the second.

113

Wageningen University — Universita Cattolica Cremao2010



Chapter 5. Conclusions, Suggestions and Discussion

5.5 Discussion: Methodology Pitfalls and Future Improvements
This section deals with analyzing strength and weak points of the analysis carried

out, with particular referring to the methodologypéied. At the same time also hints

regarding the directions that further researcheghpossibly take, are provided.

The methodology followed during this research pbjegas been explained in the first
chapter. However, an evaluation of how it has Heldi the purpose of the research
needs to be performed. Beside the regular patlowelll by the vast majority of
researches, involving a literature study and a dgmtoering phase, what is more
interesting to evaluate are the performances oihtleeview improving iterative process
used to overcome the shortage of people willinggitee their contribution in the

research.

Such process revealed being very appropriate fer ghrpose of getting in-depth
information on the topic and this feature has beden to maximum levels. In fact,
based on the answers and information collected ®anh interviewee, new and more
specific questions have been selected and forwaodéte next expert. In such a way it
has been possible to deepen step by step whatldeaslyabeen previously found, in

order to reach the core in each argument.

By contrast, several limitations need also to bentineed. Despite a preliminary
interview list comprising more than twenty casesuaately selected, the rate of
response has been very low: only three interviéasvever, despite the low figure, the
quality and quantity of information collected halkeeen much higher than it was
expected. Improving the research process, hencg,bmabased either on rising the
number of interviews, or on quantitatively analggicompany cases, for instance, to
add some calculation on the risk, or on price lewgld trends registered along with the

short selling activity.

Accordingly, the generalization of findings canréfere suffer some limitations, even
though the information collected are very up-toedahd come from very recent press
sources spread worldwide. When keeping the sameetitin of this research project, a
valuable step forward might be to submit and test dbtained findings with other

experts, in order to confirm and to fix the coneagentified.
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5.6 Conclusion
The discussion paragraph closes this researcbqbrdjhe research objectivéd help

financial authorities improve the organizationalpagts of short selling regulation, by
analyzing the different methods to sell short am@ technical and practical
implications of those methods, by investigating ribke-market effects and the current
organizational aspects, and by providing, accordiegthe findings, organizational
suggestions for financial authoritiehas been achieved by collecting literary and
empirical information, aimed at answering the $rdfic research questions that have

driven the research process.

Graphical outcomes have been elaborated and peesdydth in the interviews
reflection parts and in the conclusive chapter, sexkral suggestions have been drawn
to accomplish the design phase of the interventigeie. In the last paragraph both
advantages and disadvantages of the methodolodie@dp@ave been presented, along
with directions that might possibly represent g dteward, in researching about short

selling.

Felice Tangari
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Appendix 1. Interview |
Interview I: National Dutch Bank employee, ThursdéyMay 2010, 10:00 am.

1. Can you introduce yourself?
(answer covered by confidentia)ity

2. Can you briefly explain what is short selling?
| guess | would define short selling as taking amgition where you benefit from the
reduction in value of some underlying assets.

3. Why is this technique not so known even in the fir@al industry?

I guess it’s really well known, it's basically adiaelement of traditional risk management
especially if you take the broader definition...bugyim put option is a form of short selling
as well.

4. What kind of risk is brought by such a trade?
| guess there are many (...) risk that could posdielyntroduce by such a trade of course
flows and risk management generally speaking caprbblematic and with short selling
they could potentially be more problematic tharhvatposition that have positive carry, |
guess when you refer to if risk count the undedyimarket, then | guess the main risk that |
see is that in the case of naked short sellinggetua squeeze situation if the amount of
collateral to be delivered exceeds the amount kkditesal available in the markets.

5. The main reason behind the short selling is the miging of a security and particularly
the overvaluation of the security, what is your amn about this? why are there assets
that are overvalued?

Because markets are not always as rational assuvenas

6. You speak about inefficiency of the markets?

Yeah...not necessarily inefficiency but irrationahbeior, hurdling behavior.

7. What kind of relationship, if any, do you see betwethe short selling and the market of
derivatives?

A derivative is one of like, so | told you a puttiom, which is a derivative, is a form of
short selling; XPDS protection on an asset you dowh is a form of short selling.

8. How many types of short selling do you know and wkeatures do they have? ...like you

said that the put option is a form of short sellingshich other form do you know?
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| guess the number of forms which you can do séating is to infinite...that's one of the
characteristics of financial markets and that's afethe reason why regulating is so
difficult.

9. What do you mean by infinite?

That it's always possible to create new financtalictures, that alone or in combination
with other structures, result in creating a shositon.

10. So in practice you assimilate short selling to tagia short position?

Yes.

11. What opinion do you have on random walks?
| assume with random walks you mean that the edanéykets according to traditional
research behave like a random walk?

12. Yes, basically that, because as we know there dred main theory: the technical
analysis, the fundamental analysis and then the ding of random walks that is some
ways confutes the other two theories that aim tegict the price behavior or the price
trend, so, | would like to know your opinion on tke three theories.
| guess generally speaking we tend to follow whettie academic research and that's
markets are not being reverting and basically stpmgpthe random walk theory...and
there is a paradox of course over here that'sapfgestart doing fundamental research the
random walk theory may lose its validity.

13. So do you think the price are predictable or nat,dertain extent?
| guess supporting the random walk model implied they already include all available
information and it's no longer possible to improuar prediction, unless you've got inside
knowledge.

14. We spoke before about derivatives. So as you saié, can also speculate on downward
moves by means of both buying put options but aetling call options. However for the
short selling there is a regulatory activity whifer those tools there is not. Why?
| guess that your question is not correct sincerdigeilatory interventions, at least in the
Dutch market included all forms of positions theg aconomically equivalent to taking a
direct naked short position. It's not a temporargasure we took after Lehman and so...
it's officially also included all those positionkim not sure whether all market participants
were aware of that.

15. Is there any difference according to your opinionetween those tools and the short
selling or for you they are perfectly the same? kan to take a short position in any way

is exactly the same or there are differences?
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16.

17.

18.

19.

20.

21.

In the emergency regulation we issued after Lehmanil. positions were evaluated anti-
economic position they are created from the deeailgposition.

With respect to the regulatory activity, what difences are there between private
investors and companies? For instance do you hawvkes applied for private investors or
all the rules and restrictions hold for any type short sale independently from the entity
that takes the short position?

| just don’t know the answer. | guess in practice do focus on firms rather than
individuals, but | assume the regulation appliesttividuals as well, but I'm just not sure.
With respect to the practical aspect of short gadlilike for instance the minimum cash
coverage or the minimum percentage of coveragehiese¢ any difference between private
investors or public company?

| guess in practice the rules are...if you are agssibnal party there is more flexibility and
you are able, if you are a strong professionalypda come away with more lenient to
collateral requirements.

Speaking about your financial regulatory activitythat's basically yours and AFM
activity, what relationship do you have with oth&nancial regulatory bodies, within the
Netherlands, like the AFM and also with the foreign ones? ...like do you have fast-
track information channels, or do you exchange angn public information...

We operate very closely with the AFM, if need asisee are basically able to exchange
information within ten minutes. We also cooperdtesely with other countries parts with
whom we exchange information that's confidentigbeleds on where are institutions are
most like this.

What differences are there between your supervisiand the AFM supervision? So
basically why do you need two institution that cooitfor financial institution?

We have got a spak strentin model: we are resplengibthe financial funds of institutions
and for working on the financial systems; AFM ispensible for consumer protection and
the functioning of markets.

How do you ensure that information that is more t#ss delicate in some sense, is not
disclose by anybody?

AFM has a legal obligation not to disclose so weethsure that within the supervisory
complex we vote for (...) where we have an agreenmntwhat information can be
disclosed and what not.

How do you cope with insiders? They can have infation that no one has and exploit
that?
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22.

23.

24.

25.

No one here in this institution is allowed to invasfinancial companies and those people,
that have more privileged information than otharg, not able to make direct investments
at all, apart from investments in some index trigghat are not allowed to enter free trade.
Regarding the short selling do you have differeniles for banks that operate in the
Netherlands but are from different countries?

Of course not: it would be against the Europearmafire

In your website you mention that one of the supeien you carry out is that banks
should be managed by trustworthy and knowledgeatitectors. How do you evaluate a
director? And, if a bank hires a director that thegonsider a good one, how can you
prove the contrary, if necessary?

We do a very thorough evaluation of everyone wesichar at the decision making position
of financial institution; we have a separate departt that is specialized in doing such
assessments: evaluating the experience of peo#jating the track record, evaluating
whether they have been in touch with the departroéntstice or criminal offenses or
similar things.

Then, if you come up with the conclusion that a dators is not trustworthy and
knowledgeable is it compulsory for the bank to finem or is it just an advice?

No, it's not just an advice; they are just not gtable, and they are not able to take other
position; ...it's better than they withdraw spontangly rather than we say such a
problematic situation.

Monitoring on the basis of financial reports is meror less as professional short sellers
do. However, in some cases they succeed also wharesatrolling bodies like you or even
analysts from the stock market fail. What reasorg glou think is behind this different,
let's say, rate of success?

I'm afraid your claim is a bit stronger than it isalistic; | guess...we use to say that
markets can stay irrational longer than you cay stvent and | guess a very good
example of an institution that had fairy materiabg position is LPCM and in the end of
the day they were forced to bill out since althotiggly may have got their analysis right,
they were not able to get the markets to retuthédundamentals they predicted within the

time frame that their liquidity buffers allowed for
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Appendix 2. Interview Il
Interview II: Bank employee. Monday, 3May 2010, 11:30 am.

1. Could you please give a definition of short selliramd explain briefly in what it does
consist?

It's a way of trading in which you sell instrumenk&t you're not really holding with the
purpose to buy it back on a lower level.

2. Why do investors go short?

To make money or to hedge a long position.

3. Can you give an example of hedging a long positlmnshort selling?

Yes: you can have bonds in portfolio, with a certésk, if interest rates rise obviously the
bonds will go down and therefore you can sell éeample, futures as a hedge.

4. Did you notice any change in short selling in thadt years, let's say since internet
became so common? Think about quantities, entiti@svolved in transactions,
modalities...

Well | think in general if you look back, the shaelling has been in the market as an
instrument for a long time already, and | thinkwihe upcoming trend of hedge funds
there probably might be an increase in short ggllut | don’t have any figures to prove
that, so that's more like a feeling, than it's alr&ruth, but as | said it's a really old

instruments so it's been out there in the markeaflong time already.

5. Do you think that short selling is a dangerous ptae for the financial markets?
...Why?

Well, lately | think it may be dangerous, but oe thther hand is an instrument...investors
don’t have to trust anymore in a certain stock@mdor country...that's for a reason...so
it's for example Greece...they mislead investors bging up with bond figures, so they

start short selling the bonds and maybe if soméonet telling the truth, they get punished
and that’s the way it works in the market.

6. Which is the role that short selling plays in finaial markets?

It's just a part of the system.

7. Can you mention any consequence by short sellingtioa financial markets?

Only becomes a little bit dangerous when thereoidiquidity at all. If liquidity dries up
and traders will short sell when there is no bientlit can accelerate the negative effect on
the price. That’s a little bit dangerous of coutsa, as | said before it's always for a reason.
It's part of the trading system.

8. Is that that happened with the decision by Germaayprohibit short sales?
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In a way | think it was a good decision, but whaiswot good is that if you do like prohibit
short selling it has to do it for every market athige it won't work. If you choose only for
Germany to stop selling short, that's not a goocdigien, because there are other ways to
do with them; so in a way it was a good decisiontha markets you saw that they didn’t
like the decision, because it was only just a decifr a certain part of the market and that
doesn’t work. But on the other hand | think if ylmok at like on a country basis is like
traders can blow up a country by short selling yoight have to think over at this
instrument is really a good instrument: that's olog.

9. To what extent are financial markets efficient, igeneral? ...Why?
They say they are always efficient; markets aregsaright.

10. Do you think that nowadays the short selling islistin element of the traditional risk
management or it became more a speculation tool?
Lately it's more like a speculation, but beforettiiavas just an instrument, but now it's
really like in the news everywhere. It's a reallrdh topic. You saw that also with the fall
of Lehman and other like bankrupted companies. &ut said it has two sides: a trader
won'’t go short if he doesn'’t believe it goes dovfrtompanies don't say the truth they lose
the trust and trust is really the basis of therfmal markets so in that way it's logic that
traders would sell it short because if you donlt ttge truth you get punished. That's the
way it works.

11. How can you match the fact that financial market stld be efficient with the existence
of a speculation tool?
| think it's just a part of whole system, like shaelling is a part of how you can trade
financial instruments. It's really an old instrunhefor many years, you know, let's say
before two years ago nobody was talking about sbeliing, nobody even knows what
short selling is, everybody found it really likenfy or difficult instrument to explain...it's
not really a little bit synthetic thing going ondanit’s a part of the market and in that way
it's efficient.

12. How many types of short selling do you know?
| think there is only one, just taking a short piosi...if you're not holding bonds or stocks
or whatever, you're selling something that you'a holding...and that's short selling, |
think.

13. Why does it need regulations?
| don't even know it needs a regulation becausetvihdhere to regulate it's just an
instrument to translate a certain view on your §treent so you can buy puts, you can sell

short or...but it's only for like professional...likerrmal investor it's not possible to sell
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short, it's very difficult...so it's a professionahstrument...some (...) can but it's more
like a professional tool... that's difficult I thinkl.think you do it or you don't do it
because the regulation always comes after the dgrtizg’s what | think.

14. How does the regulatory activity work?
| think everybody is free to sell short, but latel saw regulations like the stop to sell
short only on a regular basis.

15. Which is the reason beneath the prohibition, why tleey decide: ok now we stop short
selling?

Because if they let it go on, the underlying conmigsmvill be bankrupt.

16. So that’'s why they stop short selling only on céntasecurities while on others it's
allowed...
Yes.

17. Is there any difference in the regulation betweeriyate investors and public company?
I’'m not aware of that...I think there is not.

18. You mean the regulation is more on short sellingatf than on the entity that sells...

Yes.

19. Do you know any financial structure (or combinatioaf financial tools) capable to avoid
the regulations?

Let me think about it...you can...maybe what you danis...you can...you can sell the

“deep in the money” call option...but It's not reallypecause if you have a deep in the
money option, it's the stock already...it's not rgate stock but it's like...stock it turns

the exposure you have related to the delta of fgtem...so in that way you can easily...

...i's not really selling the stock but selling tbption...

20. So you mean selling call option...because | talkedhwother financial experts like you
and they say that short selling is more like buyiqpmt options...but no one of them
mentioned call options...

Well...buying put options selling call option...it'sdlsame...

21. ...0k...that's also my feeling...because no one of themoke about selling call

options...just buying put options...
No...buying put options is completely different, besa you pay the premium of the
option...I think with options...it's closer to shortliseg to sell the call option because
you're not holding the call option and you're sajithe call option...with the same
exposure...if you have the deep in the money like,(thgn you're selling the stock
actually... you're not holding that stuff, so...

22. What risks are associated with short selling?
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We have a risk that is a price risk...it's pure pricgk you have...and if you're selling
bonds, you have to pay the bonds because you're stbng the bonds and the risk here is
that you can't deliver the bond so you have to lgredunderlying, so...

23. What is the difference between short selling andked short selling?

I think in my opinion it's the same...probably it'®treally with definitions, but | think
that “naked” stays to explain that you're not holglthe underlying...so you're naked you
don’t have any collateral...there’s no collateral. tisat’'s naked.

24. Is there any specific or practical reason to chodbe one or the other?

No, because in my opinion they're the same, caugeui short sell...you’re not holding it
otherwise it's not short selling...

25. ...maybe in the regular short selling you first bomothe security and then short sell it...
...ah ok...well, yeah... ... but always you have to delitlex underlying...so what | was
telling you in the last question, at a certain pdit sell something, the buyer wants to get
delivered the bonds...but I'm not holding it...so | baw borrow it in time...because the
buyer wants to have the underlying.

26. According to your opinion, for the short selling isnore important the fundamental
analysis or the technical analysis?
| think the fundamental...

27. Do you think that securities prices always reflebe underlying value? ...Why?
Yeah...market’'s always right...in certain...like reallglling down markets...you get
exaggeration downwards, but also upwards there tnigHike certain inefficiencies at a
certain point...but that will be like trading...thatllWbe traded away...like this card will be
away...because there will be...for example if it goesval really fast at a certain point
there will be buyers...or in a worse case...(...) it'allelike...showing that figures that
goes...really goes down.

28. Do you have any clue about why this happens? | maha fact that at a certain point
there can be a mispricing of the security, like tipeice doesn't reflect the value of the
underlying...

Yeah, that's the exaggeration of the emotion ofegters...it depends on investors’
psychology.

29. Professional short sellers look for overvalued seties mostly by means of financials
analysis and privileged information research: whyrea they able to detect those
mispricing, when analysts are not?

I'm not (...) with that thing...everybody has the samé&rmation... or should have...

yeah... everybody has the same information at theedane.... So, yeah...maybe it's just
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a matter of the analyst of the short seller iteelfnaybe a model that's behind it gives them
signals to buy or sell... you can say that everyhwalythe same information, so...

30. Do you say that because of the efficiency assumptid financial markets, or because
you’re really convinced...

Yeah... | must be convinced, but... yeah... because t@neschanging, because fifteen
years ago it was completely different... like if ybave information before, then you were
a smart guy... you go to jail if you have those infation... so... times are changing... but
now | think in a way it’s... it's rather efficient ithat way... | think it's not... you can't
have 100% but... yeah, I think that everybody hastme information...

31. Do you believe in the technical analysis? Why?

In a certain way... it's an extra tool... to... decideetlier or not to buy or sell... so... if
you do that in combination with other tools... younca

32. ...other tools like?

...like fundamental analysis...

33. Could it help understand market reversals, for imsice from bull to bear market,

becoming so another tool in short sellers’ hands, do you think they just look for
undiscovered big troubles more than simply and shtgnd reversals?
...yeah, it's more what you believe also... technigzdlgsis can be very helpful mainly
and especially when you really believe in it and gon’t look at fundamentals at all...and
you're only watching the trends and you're realbnsistent in the signals they give you...
and you invest to wait signals... then it might bgoad tool... there’s a part of the market
or investors who believe in technical analysis...

34. What is your opinion about the random walk theoryRAre the prices totally
unpredictable?

Yeah, nobody knows... and if you know, we only hawved it once... yeah, nobody knows

where the price is going... nobody knows... that'sa.fa
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Appendix 3. Interview llI
Interview Il Professor of Financial Intermediagjeand San Paolo Bank Financial Department

employee, Wednesday, 16une 2010, 9:00 pm.

1. Puo gentilmente presentarsi?

(answer covered by confidentiality

Potrebbe definire la vendita allo scoperto e spisghrevemente in cosa consiste?

Dunque le vendite allo scoperto sono vendite reafez da operatori di mercato che si
trovano in situazione...possiamo distinguere rispett@ ipotesi. Sono in un contesto
normale gli operatori di mercato che utilizzano viendite allo scoperto con finalita
speculativa , con finalitd di copertura, non som®ewversa in una situazione normale gli
operatori con finalitd che sono riconducibili adisibdi mercato. Quindi abbiamo 3 finalita:
speculativa, di arbitraggio e copertura che somalifa lecite, o che concorrono alla
migliore efficienza del mercato; se pero la reaizane di queste finalitd viene posta in
essere con lintento di compiere un abuso di mercallora al pari di qualsiasi altra
operazione compiuta in un simile contesto, allaraste operazioni sono da “condannare”.
Diversamente le operazioni di short selling in & sono da vedersi negativamente, ma
sono operazioni normali che concorrono ad una origlefficienza del mercato.

Perché gli investitori vendono allo scoperto?

Per fini speculativi, perché si aspettano di veedsygi qualcosa che vale di piu di quello
che varra domani. Poi le modalita con le quali poesrealizzare queste operazioni di
vendita allo scoperto possono essere diverse: doopenza titoli (naked), scoperto con
prestito titoli. Poi ci sono tante modalita tecrckttraverso le quali € possibile raggiungere
I'obiettivo. E chiaro che in un contesto di venditan regolamento a 3 giorni come succede
nel nostro e in quasi tutti i contesti straniegndere allo scoperto senza avere dietro una
operazione di prestito titoli, puod portare ad ullifeento del regolamento dell'operazione
quindi é chiaro che diventa difficile realizzaréaperazione di questo genere. Diverso era
il contesto precedente della liquidazione a terniimeui si poteva andare scoperti senza
avere titoli e rimanere scoperti per una settinamiu. Ma questo contesto non c’e piu ...
comunque le finalita sono speculativa, di arbitraggotrei vendere su un mercato rispetto
ad un altro, contesto reso possibile dalla MiFi@ ghevede I'esistenza di piu luoghi di
negoziazione, per cui io posso come dire cercarefrditare il fattore liquidita di un
mercato rispetto ad un altro, per cui per esempiss@ vendere FIAT su un mercato
piuttosto che su un altro, non avendo i titoli neaghé mi aspetto che su un mercato magari

piu liquido sia possibile vendere meglio e compraeglio successivamente in un mercato

131

Wageningen University — Universita Cattolica Cremao2010



Appendices

meno liquido, o viceversa a seconda dei contestind) una fase arbitraggio, e poi una
fase di copertura: io potrei vendere ma avere agligoni acquistate, ma li non & detto che
io realizzi un’operazione di pura vendita allo sexp, la finalita € quella di copertura: io
potrei vendere senza avere i titoli, perdo magardrprato un contratto che mi permette di
dichiararmi compratore del titoli, quindi tecnicame potrei non essere scoperto,
apparentemente dichiarandomi scoperto. Quindniifé sono speculativa di arbitraggio e
di copertura che aggiungono all’efficienza dei raérgerché permettono di colmare
avvallamenti di prezzo, situazioni particolari iert momenti, etc.; tutto quello che é
possibile immaginare nelle vicende giornaliererdimercato.

4. Lei ha parlato di modalita tecniche, quali sono |0 comuni?
La modalita tecnica piu comune di vendita allo srtp € quella di vendita con una
copertura da contratti derivati. In Italia io noo adesso recentemente, in passato era
abbastanza difficile con una copertura da prestab. Che poi questa copertura da prestito
titoli avvenga piu che attraverso Monte Titoli,raterso il prestito titoli fatto fuori dai
mercati regolamentati questo € altrettanto verosdfio soggetti che vivono del prestito
titoli al di fuori dei mercati regolamentati, adeespio Banca Imi ha dei dipartimenti
esclusivamente dedicati all'attivita di prestitmlii che consentono attivita di vendita allo
scoperto, cioé che supportano attivita di venditascoperto, ma non a seguito di fail nel
regolamento di un’operazione come succede a mitakie ¢he permette di mettere a posto
operazioni magari di vendita che dall’altra pardmimo un acquisto che non va a buon fine.
Qui si tratta di un’attivita, se posso dire, sulaéadustriale dove si scambiano quantita di
titoli sconosciute, per importi estremamente ril@va condizioni di tasso che non sono
visibili, perché & un mercato OTC, completamenteCOTa di importi estremamente
rilevanti, in passato per esempio questo avvenivanodo enorme, cioé enormemente
consistente in occasione degtacchi cedoledei dividendi: dove succedeva che i fondi
comuni di investimento che non erano nella condizidi poter avere credito di imposta,
cedevano i titoli un istante prima dello staccooggetti che potevano avere credito di
imposta e si facevano restituire i titoli un iseadbpo percependo in questo modo il credito
di imposta o permettendo un vantaggio che eraikadgnte o corrispondente al vantaggio
che potevano ottenere dal punto di vista del avediiimposta i soggetti che lo potevano
monetizzare, cosa che al fondo comune non era etittseEcco attivita di questo genere
erano svolte, poi adesso le situazioni sono uncpaibiate, erano svolte dalle principali
case di investimento, Banca Imi e Caboto, eraria gpossi in Italia, adesso insieme sono
Banca Intesa. Era un’attivitd di dimensioni inimnmedpili da fuori: nessuno si rendeva

conto, addirittura permettevano il bilancio, diliegare I'utile di un intero esercizio, quindi
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dimensioni estremamente grandi alle quali ci siicked con personale altamente
specializzato fra l'altro costituendo a volte brierseparate, come per esempio ce I'ha
Banca Imi a Londra, appositamente attrezzata pésr pmonsentire la realizzazione di
queste operazioni anche da fuori. Adesso creddackiuazione non sia piu questa, parlo
dei primi anni 2000 fino al 2003 2004.

5. Per copertura intende I’hedging, giusto?
Si per copertura intendo hedging: copertura attsmveontratti a premio, contratti future.

6. Il fatto di coprire per mezzo di una posizione cartsi tratta sempre di coprire una
posizione lunga...
Si, poi bisogna vedere nel contesto perché undfwari®, va scoperto. Puo far, parte ad
esempio di una strategia. Fatta per esempio da paaizetti che singolarmente presi
possono dare la sensazione che si stia hon opemrfdoma di scoperto. La CONSOB
d’'altra parte credo, se non capisco male ha pudblidei documenti nel quali dice che
preferisce, se entriamo nel merito della regolaamohe di questa forma operativa,
preferirebbe sentirsi comunicare dal mercato lézpms NETTE scoperte, piuttosto che le
posizioni lorde, perché poi dalle posizioni lordenrsi riesce a capire e rischi appunto un
misleading nel senso di non capire bene di un ftmge vai solo sulle posizioni lorde se
un soggetto sta veramente facendo una operaziorseagierto oppure no. Invecce le
posizioni nette, cioé dove si tiene conto da uo tlle posizioni di scoperto, dall’altro
della copertura realizzata attraverso uno strumdaetivato, a saldo, viene fuori...e questo
dovrebbe essere I'obbligo di comunicazione, pembiéci sono 2 anzi poi credo che la
consob intenda report come comunicazione allacipestrasparenza. Con 'espressione
trasparenza intenda la comunicazi@henercato Allora € essenziale innanzi tutto che la
trasparenza avvenga verso la consob tramite re@ade i soggetti temuti devono
comunicare alla consob le posizioni scoperte netiaramente individuali altrimenti la
cosa perde di senso, la consob a sua volta prosvederibaltare sul mercato la
comunicazione dei contenuti di questi report inte@ggregata perché evidentemente al
mercato non interessa chi & scoperto ... non e vaeatg cosa, ma € un modo di dire,
perché in realta il mercato se riesce a percephlie & veramente scoperto ha
un’informazione molto piu preziosa che se sapeeliargo i valori aggregati, perd € un
accordo tacito di tutto il mondo che si dice: “venb, I'autorita di governo del mercato ti
comunica i dati aggregati e tu devi essere contdeitolati aggregati” ... ma se riuscissimo
a percepire tra due soggetti che uno € un operatangertista per mestiere e l'altro e uno
scopertista occasionale, capisci bene che diffarensia nell'informazione, ma é chiaro

che la consob non puo porsi in una situazione é@stpugenere; d’'altra parte dobbiamo
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anche pensare che, da quello che mi sembra diegdpirconsob in questo momento si
preoccupi di una regolamentazione che in questo entonnon € possibile individuare
come definitiva, e quindi siamo in una fase inteutoria; 2) che la preoccupazione della
consob sia di distinguere tra una regolamentazianecarattere strutturale e una
regolamentazione contingente, voglio dire: una legentazione in tempi ordinari
dovrebbe prevedere, premesso che il divieto assaluscoperto non credo rientri nella
mentalitd della consob, proprio perché ritiene ¢theconsob possa essere una forma
operativa che contribuisce all'efficienza del méocallora i divieti assoluti no; operare in
un contesto di trasparenza, dove qui trasparenracdncetto generale e non distingue tra
report e trasparenza verso il mercato, operarenan aondizione di trasparenza in tempi
normali, distinguendo rispetto ad una posiziondrdsparenza per i tempi straordinari.
Allora, rispetto ai tempi normali si pone il probia di dire: “come discipliniamo questo
fenomeno, che in un contesto piu anomalo, come aloqpiu recente si € proposto
all'attenzione dei governi, tanto che qualcuno, eoih governo tedesco ha proposto
soluzioni drastiche?”. Allora la consob adesso pnap trasparenza in questo modo:
posizioni nette, le conosco io consob, e poi coow@l mercato le posizioni aggregate.
Questo finche la situazione € ordinaria. Quandaifaazione diventa straordinaria, e
quando diventa straordinaria, non lo sa nessunoaliterebbe e deciderebbe la consob;
allora a quel punto chi lo sa, potrei accentuareiteazioni di trasparenza laddove io
percepisca che questa attivita lecita di scopedsyme la veste di attivita illecita perché si
concretizza in manifestazioni di abuso di mercatone faccio a capirlo non é facile, € un
po’ come quello che succede con gli obblighi dinsgdgzione che per esempio i soggetti
hanno anche oggi ai fini dell'adempimento sullecgibna del market abuse, insomma di
quella parte del testo unico della finanza cheiglisa non tanto lo short selling che non é
ovwviamente disciplinato li, ma piu in generale, amportamenti anomali, perché poi
operazioni di short selling che non operano neksatell'efficienza del mercato, beh si
possono fare, perché io per esempio, vendo allpestm poi diffondo voci di difficolta
della societa, di questo o di quello, alimento eotirdi vendita e vado a coprire lo scoperto
un giorno dopo, 2 giorni dopo a prezzi estremamerdavenienti. Qui non €& piu
speculazione, non € arbitraggio, non e hedging,siamo nel contesto della disciplina
sull’abuso di mercato. E allora il discorso diveatie diverso.

7. |l fatto che la Germania abbia bloccato improvvisamte le vendite allo scoperto solo sul
mercato tedesco, lei come lo valuta?
Allora, leggendo i giornali, ma solo leggendo irgiali, sembrava di capire che ci fosse una

preoccupazione, tale che poi si € mosso anchevérgo tedesco nella figura della Merkel,

134

Wageningen University — Universita Cattolica Cremao2010



Appendices

li sembrava che ci fosse una preoccupazione pdctgpibanca. Poi questi obblighi, questi
divieti riguardavano titoli di banche e primariesiasirazioni tedesche. Allora |li si temeva
che ci fosse qualcuno che potesse... allora in utestmanomalo di questo genere, € tutto
possibile; allora in assoluto, primo, in un coresli mercati, diciamo europeo, ma
dovrebbe essere anche piu ampio, dovrebbe esserccomportamento uniforme.
Comportamento uniforme significa disciplinato daurorma alta, che & verosimilmente
una normativa o molto probabilmente un comportamenimunitario recepito nei contesti
nazionali; & chiaro che é difficilissimo arrivargaesto obiettivo, perché si tratta di mettere
insieme tante teste, si tratta soprattutto di ugeire su prassi operative di mercati che
vanno per la gran parte, ciascuno per proprio cdite hanno una storia e delle prassi che
sono completamente diverse quindi € difficile cexcai intervenire e classificarle
nell’estremo dettaglio, perché qui bisognerebbie fiardettaglio, allora primo, non € lecito
che ciascuno vada per conto proprio, ma bisognerahtare tutti sotto un cappello unico;
secondo, in un contesto cosi difficile pero e iseaza di una regolamentazione, perché si
auspica il cappello unico ma non c’eé ancora, édegoénsare che in situazioni di estrema
emergenza qualcuno vada per conto proprio. Pores cna situazione di arbitraggio
regolamentare, allora i mercati tedeschi che nemegono le vendite allo scoperto, vado
sul mercato inglese, vado sul mercato franceseo watl mercato italiano, funziona un
pochettino cosi; pero certo se questo era il fratie qualche grande banca tedesca o
gualche grande assicurazione tedesca fosse indiffie queste difficolta potessero venire
alimentate da una speculazione particolarmentereisgata e si potesse sconfinare
nellabuso di mercato, cioé che ci fosse qualcum® avesse informazioni privilegiate e
altri no, allora qui & ragionevole pensare cheixius comportamento che blocca finché
tutti non vengano messi nelle stesse condizionip peve essere un provvedimento
temporaneo, deve avere una durata circoscrittdataliay giustificata da una situazione
eccezionale per andare fuori dalle regole in testptti e purche sia dia disclosure del
perché si va fuori dalle regole ... ma fatto com¢adosfatto senza scadenza e senza alcuna
spiegazione, € vero che il cappello unico non p&rp la risposta della consob a questa
situazione é stata che noi continuiamo a compadrtaroe ci siamo sempre comportati: non
perché loro lo hanno fatto anche noi lo faremoghie pud derivare o da una diversa
percezione dello stato di bisogno — in Germaniaag'én Italia non c’'é — oppure dalla
volonta proprio di non voler prendere posizioniinigf/e su i divieti assoluti; consob non
vuol sentir parlare di divieti assoluti, vuole &l gentir parlare su una costruzione di regole

che ruotino attorno alla trasparenza e mai di tivéssoluto.
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8. Come é cambiato negli ultimi anni lo short sellindg®er esempio con I'avvento di internet
sono cambiate per esempio le quantita che sono suata, oppure le entita coinvolte ...
Non saprei darti una risposta. Non ho numeri ehmmalementi per valutare.

9. Secondo lei sono pericolose le vendite allo scapedr i mercati finanziari?

No torniamo al discorso di prima: se io ho aspetiathe la FIAT, adesso torniamo
indietro a quando c’era da fare I'accordo con ClerysAllora io devo poter scommettere
che l'accordo ci sara o l'accordo non ci sara eutemé positivamente l'accordo
negativamente il fatto che l'accordo non ci sam.sbno una persona fisica e non ho
informazioni privilegiate. lo ho il diritto — peréhcosi concorro al buon funzionamento del
mercato — di poter prendere posizione contrarilfoptiione pubblica; ad esempio
I'opinione pubblica dice che dall’accordo con lar@er la Fiat derivera un vantaggio,
mentre io penso che ne derivera uno svantaggiooralio in quel momento che
ragionamento faccio: quando anche gli altri cheiadjgono che € un vantaggio si
accorgeranno che si tratta di uno svantaggio, ahmtee andranno a vendere; in quel
momento io che li ho anticipati anche di un giomadro a riprendere posizione sul
medesimo titolo ad un prezzo piu basse, cioe at@rpori le nuove effettive informazioni,
che in questo momento per me sono aspettative; doee insulso limitare le vendite allo
scoperto a priori immaginando solo che possonorfeie perché i prezzi scendono. Il fatto
che i prezzi scendono non € in sé un male, € amZiane perché esprime un diverso
apprezzamento sulle aspettative di profittabiliéd ttolo, che pud succedere che siano
negative; ed io perché dovrei, sarebbe come dirgtidmo I'operativita in un’unica
direzione, al rialzo ed escludiamo la possibilitntcaria; questo non sarebbe nemmeno
mercato, ecco banalmente. Non ci sarebbe non solt@hmercato di borsa ma in qualsiasi
mercato.

10. Lei prima ha parlato di diffusione di informazionfalse e fuorvianti, quanto & autentica
la minaccia che una vendita allo scoperto sia acquagnata da una campagna in questo
senso?

Dunque, € possibile che questo succeda, ed igtmleome ti dicevo prima, lo lego anche
all'informazione aggiuntiva che viene dal saperé €hil soggetto che sta assumendo
posizioni corte. Perché ci sono soggetti, la stdebmercato, ma io mi riferisco al mercato
italiano, vado indietro di 15 anni, fa capire, méaéstessa storia che & buona anche sui
mercati stranieri, se io li conoscessi, ma nowtiasco. La storia ti fa capire che se un certo
soggetto e scoperto vuol dire che quel soggettoitaado ad avere informazioni; io potrei
agganciarmi a quel soggetto e sfruttare le suerrmdzioni. Questa € la ragione per la

guale la consob non dara mai le posizioni nett&viedali come comunicato per il mercato,
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ma solo le posizioni aggregate. Pur sapendo ameritato delle posizioni aggregate se ne
fa, ma se ne farebbe molto di piu delle posizindividuali nette scoperte. E chiaro che noi
associamo la discesa dei prezzi ad un evento negatia salita dei prezzi ad un evento
positivo, viene spontaneo fare questo, mentre mven dovrebbe essere considerato cosi ,
e un modo distorto di vedere le cose. lo credoichi@ea di principio non dovrebbe avere
peso vedere il prezzo dei titoli che scende peeché riposizionamento delle aspettative,
pero questo puo rappresentare o pud essere uneseguativo, laddove per esempio alla
notorieta della quantita di scoperto si associoine dell'intermediario scopertista, ecco
perché questo a volte e sinonimo di un comportaoneon corretto al quale é facile per gl
altri intermediari di mercato associarsi andandedda senza che loro sappiano il perché
. mettiamo il soggetto A € ampiamente scoperto exerpli, sappiamo per storia che

quando il soggetto A e ampiamente scoperto su gkensuccede che il prezzo delle
generali scenda; lui magari € in una situazionaldiso di mercato, noi no, perché noi
guardiamo lui, non sappiamo che motivazioni hara, a noi basta vedere lui per tenere
comportamenti simili ai suoi: cosi facendo noi @ittiamo un fatto negativo, perché non e
un riposizionamento delle aspettative, nemmen@stno e men che meno il suo che € un
comportamento frutto di abuso di posizione sul mrcche e cosa diversa dall’'operazione
di scoperto generata da comportamenti specula@richiamo di guardare piu avanti, da
copertura, da arbitraggio. Queste3 cose sono coanpdmte distinte e diverse da quello
detto prima: io vedo che qualcuno e fuori sul m&rca. viceversa, io vedo il dato
aggregato, non e cosi rilevante, non ha lo stesgmud.portare ai medesimi risultati, nel
senso che magari anche io mi aggrego, ma mi aggm@ganotivazioni che sono diverse:
non perché conto sul successo di quel soggettopenehé seguo I'andamento delle
condizioni di mercato. E allora immagino di avemaunformazione che mi permette
seppure con un piccolo ritardo di riposizionarehenle mie aspettative, che é cosa diversa
dal dire: “ho visto Rovelli, che era uno dei grosperatori che facevano queste cose sui
nostri mercati 20 anni fa, che vende, vendo anoh@érché se vende lui Generali, sono
sicuro che Generali sta per scendere”. Diversaagibnamento di avere il dato aggregato,
la posizione netta scoperta del mercato, aggreganali, che mi fa dire: “beh puo darsi che
io se insisto a tenere la mia posizione, non sito stapace di apprezzare bene la necessita
di riposizionare le mie aspettative sui prezziwklditolo”.

11. Su andamenti che invece sono gia al ribasso, quatdoshort selling influisce? Puo
causare ad esempio ulteriori cadute del prezzo mustificate da un riposizionamento

delle aspettative, ma solamente come short sellimgé per sé?
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Se io ho la posizione del dato aggregato & possibié io dica: “non me ne ero accorto, mi
metto anche io scoperto”; a questo punto il dagregpto alimenta una crescita del dato
aggregato stesso. Questo tuttavia in sé non eimegaécondo me; proviamo a ragionare
all'opposto: io vedo che il prezzo del titolo crescontinua a crescere - posso essere di
fronte ad una bolla speculativa - pud essere @hesatto un apprezzamento diverso sulle
condizioni del titolo, io cosa posso fare?! Possoidere di aggregarmi e comprare anche
io correndo dei rischi, perché sono ormai nellaagitone in cui il titolo € salito di molto e

io compero, é chiaro che mi prendo dei rischi maggii quelli che si sono accorti ieri che

il mercato stava salendo, che a loro volta hanopdes rischi maggiori di quelli che se ne
sono accorti I'altro ieri. Pero, in sé, non é uttdgpoco commendevole: fa parte dei
comportamenti di mercato; in realta il comportaroetitl mercato dovrebbe essere quello
non di soddisfare il comportamento razionale degi@lio: io mi aspetto che il titolo salga e
quindi lo compero; proviamo a pensare: I'investtohe ha successo non é quello che ex
post dice “hai visto come sono stato bravo a preneedhe generali sarebbe salita, ed é
salita”, quello bravo & quello che dice: “avevoqagito che il mercato si aspettasse una

crescita delle generali ...”; non e sulle mie indiatl e personali aspettative che devo
puntare per avere successo, ma nella mia capaditéetpretare quello che il mercato sta
pensando, perché poi non e la mia posizione mdegictee determina la situazione del
mercato; quindi la mia capacita non deve esseflegdiere bene dal mio punto di vista
soltanto, ma di leggere bene quello che sta pensimdercato. E allora se il mercato sta
pensando che il titolo deve scendere, mentre iadpettative che il titolo salga, li devo
decidere: vado con la mia testa, oppure la mia @stosi intelligente, da farmi capire che
io non devo insistere sulle mie idee ma devo iestssulla mia capacita di interpretazione
di quello che pensano gli altri ... vallo a saperé8ddo delle belle pagine di Keinz dove si
spiegano queste cose, dove si raccontano le detmthinella scelta degli investimenti, e
parla dei mercati di borsa e semplifica veramestgebSono 4 o 5 pagine in cui si riesce a
spiegare veramente bene la psicologia del meroato:é importante che tu realizzi quelle
che sono le tue singolari aspettative, I'importantene tu sei bravo se riesci a capire quello
che sta facendo il mercato e ad anticipare quédito sta facendo il mercato. E un po’ la
situazione dei fondi comuni di investimento quanuigari hanno aspettative positive, loro
sono obbligati, hanno aspettative positive sul ee;,cma il mercato in quel momento é
negativo. E loro possono insistere sulle loro ideefhani pubblicano il valore della quota,
il prezzo dei titoli scendera, se tu non vendi puaihe avere ragione, ma tu domani devi
pubblicare il prezzo della tua quota e se non vegdi, domani avrai un prezzo ancora piu

basso, mentre invece se vendi avrai un prezzo pdirohé avrai il valore piu basso piu la
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liquiditd che avrai incassato vendendo il titolo e.quindi riesci a tenere a galla il tuo
prezzo ... come dire devi anche essere capace diufapo’ di violenza e accettare di
vendere, per0 sapere interpretare bene il meraatoénfacile, occorre avere anche qui
esperienza, sapere, conoscere, un aiuto grosseavema volta dalla conoscenza dei
comportamenti dei singoli; oggi il mercato € sempiteanonimo, il mercato & sempre piu
realizzato in modo frammentato, su piu luoghi djo®azione, purtroppo la Mifid ha fatto
un danno fuori dalla grazia di Dio da questo putituista e se ne accorgeranno andando
avanti sara sempre peggio ... ma ha fatto un danrah@da spezzettato, ha frantumato il
mercato e diventa sempre piu difficile capirlo enascerlo; aldila del fatto che le
negoziazioni sui circuiti telematici sono anoninggiesto da un certo punto di vista e
positivo, voglio dire, pero ti permettono di apmaz i comportamenti del mercato se fai
riferimento al mercato regolamentato, ma a tusiegmenti OTC che trattano i medesimi
titoli negoziati sui mercati regolamentati, e quéissfuggono e magari non ti aiutano ad
avere una percezione corretta del comportamenggnerale, del mercato.

12. Le vendite allo scoperto possono aumentare la \itilatdel mercato?
Possono aumentare la volatilita del mercato perefféttivamente concorrono a
determinare comportamenti che possono essere apgaente anomali. In realta pero nel
medio e lungo termine dovrebbero essere in gradordgéggere le situazioni anomale, cioé
allora, se non ci fossero le vendite allo scopgrttrebbe succedere che rispetto ad un certo
titolo allimprovviso si abbia una forte caduta dpfezzi. Le vendite allo scoperto
potrebbero concorrere ad attenuare questa cadypeedei, perché evitano che le attese per
esempio su un ridimensionamento del prezzo, siifanutte nello stesso momento; ad un
certo punto non se ne puo piu di tenere il pretzoeail prezzo improvvisamente scende.
Le vendite allo scoperto permettono probabilmenmtanticipare i movimenti e di evitare
grosse oscillazioni nei prezzi, e di rendere prdbante le oscillazioni nei prezzi piu
limitate, da questo punto di vista secondo me conno ad attenuare il livello di volatilita
dei mercati; parlo sempre di quelle forme di sctipguidate da quei 3 criteri, perché di
fronte a quelle originate da situazioni anomalalsliso di mercato, li non ci sono santi &
chiaro che determinano una situazione di cadutarawysa, immotivata e quindi
potrebbero concorrere ad elevare almeno nel breviedo la volatilita del prezzo del
titolo.

13. Lo short selling puo essere usato per abbassaremalriamente il prezzo di un titolo.
Intanto dipende dalla liquidita del titolo, percée& pensiamo ad un titolo Fiat o a un titolo
Bulgari, € chiaro che é piu facile intervenire suldairi che ha un flottante piu piccolo, che

su Fiat. Certo a parita di risorse su Bulgari ¢ ottieni un risultato diverso, perché su
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Bulgari, essendo un titolo meno liquido, puoi aitpadi risorse, abbattere il prezzo in
misura piu consistente di quanto tu possa faresttispad un titolo piu liquido quale puo
essere Fiat. In generale perd questo succede sedmptirguiamo gli scoperti buoni e gli
scoperti cattivi, gli scoperti cattivi abusi di mato. Sempre, se tu vendi allo scoperto ...
allora tu puoi vendere allo scoperto la tua quardiprescindere dalla liquidita del titolo, a
te interessa vendere, ti aspetti che domani ilotisia piu basso e lo vai a ricomperare;
un’altra cosa é dire: “io opero su una quantitguil titolo tale da determinare non solo la
mia uscita dal mercato, ma una frana nel prezzditd@”; allora dipende dalle dimensioni
dell’'operazione che fai; io parlo sempre di scdpeuoni: € chiaro che se tu metti 100
milioni di euro su bulgari e vuoi andare scopeiitdulgari e metti 200 milioni di euro su
Fiat ottieni 2 effetti diversi; in tutti e due isiadu hai la volonta di far scendere il prezzo del
titolo, ma anche quando tu compri, influenzi il 7re del titolo; compri 100 milioni di
Bulgari, compri 100 milioni di Fiat, non hai la mesima volonta?? Solo che é opposta.
Eticamente & negativo?? No! E negativo eticamemtquesta tua intenzione viene dallo
sfruttare informazioni che configurano abuso dicat.

14. Lo short selling fornisce liquidita ai mercati?
Si certo, ma questa é l'ottica, se vogliamo fareriferimento formale, ufficiale e I'ottica
della CONSOB; cioé le forme buone di short sell@ogcorrono anche a dare liquidita al
mercato e a mitigare la volatilitd dei prezzi sdroato; a dare liquidita al mercato perché
concorrono a far si che ci siano, che ci sia ungimgrolume di scambi e di flottante; a
mitigare la volatilita del titolo per le ragioni elno detto prima; tu esci sul mercato facendo
scendere |l titolo, aiuti gli altri a capire che stista riposizionando come aspettative sul
prezzo del titolo e quindi aiuti gli altri ad indiware un prezzo piu corretto del titolo e
guesto si realizza attraverso gli scambi; quesgoifsta piu liquidita, significa miglior
raggiungimento dell’obiettivo per I'lstituto Borsajoé del mercato; il mercato ha come
obiettivo quello di far si che tutti i giorni sulertato si formi il prezzo piu corretto
possibile, non e colpa del mercato se le aspedtativun dato titolo vanno riviste al ribasso,
perché allora sarebbe una bella cosa se venissgste ral rialzo e brutta se venissero
riviste al ribasso?? No. Il mercato € neutraleatispa questo; al mercato interessa che ogni
giorno sul mercato si formi il prezzo piu prossipassibile rispetto al prezzo fair per quel
titolo, che questo avvenga attraverso vendite atloperto buone, oppure vendite su
posizioni lunghe, questo € indifferente, insomma.

15. Quindi in sostanza lo short selling migliora I'effienza del mercato?
Aiuta ad individuare meglio la miglior valutaziopessibile del titolo, questo sicuramente.

Se parliamo di scoperti buoni.
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16.

17.

Lei crede che i mercati siano efficienti in geneedl

lo non ho mai comprato un titolo perché non ci orsedstanzialmente e perché ho lavorato
solo sull’obbligazionario. Non lo so, cioé se dmiesagionare dicendo: io mi faccio
un’idea di un titolo e vorrei tanto che il mercéoesse quello che penso io, e poi vedo che
succede il contrario, non lo so, io per esempieigaositivo sul titolo Eni per dire, no?!
Perché per un insieme di ragioni secondo me potrelssere ... e invece ci guadagni se
vendi, allora mi vien da dire: ma Dio mio ma in cimndo viviamo?? Che cosa sta
succedendo. Pero non ti devi stupire di questagibnamento & ancora quello di prima che
ti stavo dicendo: non e che tu devi pensare adpproacio al mercato in cui il mercato va
nella direzione in cui vuoi tu; tu devi capire ghegoi stare sul mercato se sei capace di
interpretare i comportamenti del mercato, cioérportamenti della generalitd. Non puoi
andare contro il mercato. A meno che tu sia il mrccioe abbia quei mezzi, lavori sia in
un contesto dove ti € consentito muovere quangta da concorrere a determinare
'andamento del mercato — io lavoravo al San Paalojolte non sull'obbligazionario
questo ci succedeva — beh allora ti puoi permettedire: “vorrei che fosse cosi, e faccio

N1

in modo che sia cosi”. No, é possibile che questaexrla per carita, ma se parliamo come
normali investitori I'unica nostra preoccupazioreye essere quella di capire, se posso dire
la psicologia del mercato; dice: “cosa vuole il oa0?”, dice: “non vuole quello che vorrei
io e allora e cattivo”, no, allora sei stupido tedi illudi di poter credere che il mercato
faccia quello che vuoi tu, che pensi come stai @eds tu; sei tu che devi sforzarti di
pensare come pensa il mercato; non tu di credeir&dire il mercato a pensare come la
pensi tu, altrimenti lascia perdere, se fosse stasine piu lontano possibile.

Lei ha detto che lo short selling ha 3 ragioni buerdi esistere. L’hedging & piu legato
alla gestione del rischio, mentre arbitraggio e @pura sono piu legati al profitto in sé
per sé. Ecco, e possibile che lo short selling szanbiato e mentre prima era piu uno
strumento di risk management, ora € piu uno strunterdi speculazione, oppure no?

Nel passato inteso come passato gli strumenti atemon c’erano, pero era possibile fare
operazioni a premio, operazioni put, call, stefitr, ... i premi. Perd questo avveniva con
metodologie molto diverse da Paese a Paese, peogeilipaese era pressoché isolato
rispetto agli altri, non esistevano i contrattiidati negoziati dai contratti regolamentati
come succede oggi, che da che esistono sono sttuttu modo tra di loro uniformi. E
quindi ti permettono di fare attivita di arbitraggsui derivati da mercato a mercato, e
questi contratti derivati sono sostanzialmente agtal in Italia Germania Francia, tutti
hanno la stessa data di scadenza sono costroithatad indici costruiti in modo analogo,
etc. oggi c'é piu possibilita di fare attivita ddmertura di quanta ce ne fosse in passato; se
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19.

prevalga lattivita speculativa attraverso spedola e arbitraggio, su quella di risk
management non saprei. Cioé e chiaro che in sitnaanomale di mercato come stiamo
passando da ottobre del 2008, forse, probabilment@otrebbe dire, prevalgono i
comportamenti speculativi sui comportamenti di nsknagement. In un contesto ordinario
forse, pero e solo un ipotesi.

Come é possibile che coesistano I'efficienza dergag finanziari con uno strumento di
speculazione, che in caso di totale efficienza rdovrebbe esistere?

Infatti la questione & che i mercati non sono &ffit. La speculazione e l'arbitraggio
trovano spazio proprio in questo continuo aspirrefficienza dei mercati che non si
raggiunge mai. Lo sappiamo benissimo, ci sono okt capitoli di libri, che spiegano
qual é la condizione ideale di un mercato effiagepero tutti ti fissano di quelle condizioni
che ti dicono e ti fanno capire che non esistonaliq'assenza di spese, ecco, questo non
significa che non si debba tendere verso l'effiezé&enperdo siccome é praticamente
irraggiungibile, gli spazi che vengono lasciaticenportamenti speculativi e di arbitraggio
sono del tutto leciti e anzi permetto all'industdai servizi finanziari di continuare a
vivere; bastasse niente per poter aver prezzisfaitutti i titoli in ogni istante, a cosa
servirebbe? Si, i servizi di negoziazione, bastesb i servizi di collocamento: tu hai
collocato un titolo, basta, uno se lo tiene petelméo sa che € sempre il prezzo piu corretto
possibile e non ha bisogno di venderlo tranne peg fiquidita, voglio dire, ma sa allo
stesso modo che lo vendera al prezzo pill corrétéoesiste, pili corretto che esiste. E
chiaro che come dici tu speculazione e arbitraggin hanno ragione di esistere, perché
sono stati superati dal fatto che tutti i prezziséair e sono i piu corretti.

Quali sono gli asset maggiormente utilizzati neibort selling?

Intanto, distinguiamo tra mercato azionario e meraabbligazionario: le vendite allo
scoperto possono — questa pero e soltanto la g iho potrebbe avere ragioni per dire il
contrario — se parliamo di titolo azionario, &€ magivole pensare che i titoli piu utilizzati
per attivita di scoperto con finalita di copertwiano i titoli piu grossi, quelli a piu largo
flottante; i titoli su cui si fa scoperto con risehli abuso di mercato, probabilmente sono i
titoli piu piccoli, con flottante minore; diciamdo scoperto originato da comportamenti
illeciti verosimilmente e quello che riguarda ititrelativamente piu piccoli; ecco poi ci
possono essere casi come quello di 4 o 5 annighh Siti Uniti, di cui mi sfugge il nome;

li si é trattato di un titolo particolarmente gres€ome adesso si parla di lehman, allora si
parlava di quello li; sul lato del mercato obbligaario invece questa attivita di short
selling ha senso soltanto sui titoli di largo ogliissimo flottante, quali i titoli di stato;
diciamo che il mercato obbligazionario ha carasterine sue proprie particolari di essere un
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mercato estremamente polverizzato per quello gharda i titoli privati e di essere invece
un mercato trasparente, seppur le negoziazioningare su circuiti visibili e su circuiti
OTC, pero quelli visibili prevalgono. Allora quesdtivita di scoperto & un’attivita intanto
che si fa soltanto per dimensioni estremamentedjequesto & permesso farlo soltanto su
titoli che hanno un oustanding estremamente grapdadi parliamo solo di titoli di stato.

E difficile pensare che ci siano situazioni di qoegenere anche sui covered bond, che
sono diciamo la tipologia di titolo privato con ont standing pit grosso, in circolazione
normalmente. Per solito avviene e anche qui avvatinaverso prestito titoli OTC di banca
Imi, cioé attivita di scoperto che viene fatta mlendo a prestito titoli OTC, perd € meno
visibile; sono mercati, quelli dei titoli di staithe sono di dimensioni cosi grandi, che
andare scoperti si puo fare ma € particolarmerfticildi, € difficile incidere sul prezzo,
perché le logiche con le quali si formano i tassics meno volatili delle logiche con le
quali si formano i prezzi sui mercati dei titoli@zari. Cioe tu puoi avere 2 titoli azionari
che si comportano in maniera opposta, cioé il predizuno sale enormemente e Il'altro
scende enormemente, non sono correlati tra lomezzg sul mercato dei titoli pubblici,
non puoi avere un titolo a 10 anni che sale enormmene uno ad 8 anni che scende
enormemente, cioé devono poter stare in modo Iagila curva dei tassi e se ci fosse una
situazione di disallineamento, questa verrebbe idmmt@mente coperta. Sono molto ma
molto piu liquidi, occorrono quantita molto ma nwl{piu grosse, inimmaginabili,
prescindendo dalle situazioni anomale, come il addta Grecia, gli abusi di mercato, i
contesti eccezionali, parliamo in un contesto adm e ragionevole, perché poi c'é la
situazione della Grecia, o domani la Spagna, ntaaatlon e short selling, € cambiamento
nella percezione del rischio dello strumento etsaili pubblici questo avviene in modo
abbastanza visibile, perché sono titoli le cui gamni sono sotto gli occhi di tutti, sono
estremamente diffusi, e per poterne muovere gqaactiié determinino flessioni rilevanti dei
prezzi ... non c'e confronto rispetto al mercato aaiio, ecco.

20. Perché le vendite allo scoperto hanno bisogno daurgolamentazione? Solamente per
proibire lo short selling cattivo o anche perché @me le buone hanno bisogno di un certo
livello di controllo?

La regolamentazione dovrebbe essere resa neceskdidalimitazione necessaria per
limitare o circoscrivere gli abusi di mercato, iattenti le operazioni allo scoperto, perché le
si dovrebbe comunicare al mercato? Allora perchési@omunicano le posizioni lunghe o
il loro accumulo? Perché & negativo I'accumulo dsipioni scoperte e non &€ negativo
I'accumulo di posizioni lunghe? Cioe, io non ci vdd necessita; secondo me e diventato

adesso negli ultimi contesti di crisi, un bisogi® @rima non esisteva. Nel 1981-1982 ci
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sono state delle situazioni di grossa crisi detnoasercato azionario, e allora ogni mercato
lavorava a sé stante, e sono state realizzatefdetie di regolamentazione dello scoperto;
e successo nel 1977, io ricordo che allora bisagmawnunicare alla CONSOB via telex,
allora non c’era nemmeno il fax, tutte le operazswoperte che la banca aveva in essere.
proprio perché si & sempre immaginato che il cotapoento speculativo che si
concretizza, si manifesta in un’operazione ribéssssa da guardare con ostilita; io direi
che se non é originato da abuso di mercato, méod’sspressione di un riposizionamento
delle aspettative, seppur rilevante, perché adeuto @unto dici: “questo titolo vale il 10%
di meno, permettetemi di vendere”. Borsa di Milan@va la soglia al 10%, sospensione
delle negoziazioni, rinvio della chiamata dei fitelquando la borsa era ancora una borsa a
chiamata e non era ancora telematica — e in cadti & titolo veniva richiamato per dare
tempo a tutti di farsi un’idea di quello che stawcedendo e di confermare un’altra volta
l'intenzione di operare con prezzi molto piu badsli 5 o anche del 10%, a seconda delle
soglie; il meccanismo operava anche al rialzo; penendita allo scoperto € stata sempre
vista come un qualche cosa di negativo, probabilenger un riflesso condizionato. Mentre
invece se fosse depurato dagli abusi di mercatogrio sé negativo, € soltanto un prendere
coscienza del fatto che un titolo vale di menowklp che si & immaginato valesse fino a
guel momento perché sono ragionevolmente camlgasdettative.

21. Per quale motivo gli abusi di mercato legati allba@t selling hanno questa visione da
parte degli investitori, mentre gli abusi di mereakegati a prospettive al rialzo no?
No, gli articoli 180 — 181 e seguenti del Testoddndlella Finanza individuano gli abusi di
mercato in 2 specie, configurano dei casi pratidaeuesti casi pratici non si scappa ecco;
gli abusi di mercato sono posti sullo stesso piarmrescindere dal fatto che provochino
effetti ribassisti o rialzisti. Nel testo unico nendiscerne tra short selling e altre robe, si
parla solo e unicamente di abusi di mercato. Alleeh momento in cui la vendita allo
scoperto si realizza tenendo comportamenti che soanducibili ad abuso di informazioni
di mercato o a manipolazione del mercato, & chi@ questa attivita va penalizzata, va
sanzionata, va evitata, va impedita; la CONSOB tgudie, dice: “lo short selling in sé
individua degli effetti positivi, una maggiore efftnza del mercato, possono dare piu
liquidita al mercato, comportano di rischi di reggolento, se io non ho i titoli, ma in sé non
sono da vietare” e non intende vietarli se noraattrso la trasparenza. Il massimo che
possono fare e accettare di dare trasparenza;cseevsa li vietiamo e li impediamo,
facciamo di tutto per far si che non si verifichise hanno, se trovano origine, in una di

quelle situazioni che vanno sotto il titolo di abusli informazioni privilegiate e

144

Wageningen University — Universita Cattolica Cremao2010



Appendices

22.

23.

24.

25.

manipolazione del mercato. Allora si, in questacsis ma vanno impediti non in quanto
short selling, ma in quanto manifestazione di aldisoercato.

Come mai alcune volte lo short selling viene blotxaolo su alcuni titoli, mentre su altri

e consentito? Solo per preservare il titolo oppaiesono anche altri motivi?

lo credo che sia ancora il ragionamento: lo facoiasutto la pressione degli eventi. In
effetti, perché succede cosi? Anche in ltalia nanartiti da un divieto assoluto su tutti i
titoli. Erano solo su certe categorie di titolitoah si parte dall'idea che questo sia un fatto
negativo e lo si ricollega probabilmente ai settimpetto ai quali il fatto negativo potrebbe
incidere di piu: qui abbiamo sotto pressione asaiani € banche per una molteplicita di
ragioni e allora dice prima di tutto, nessuno shtestardito nel dire “evitiamo lo short
selling sull’Enel e sull’Eni?” no, perché evidentembe non si sono ritenuti settori nei quali
si potessero manifestare comportamenti cattiviuepgu Enel ed Eni lo short selling si €
comunque verificato, si € solamente cercato ditéiro rispetto ai settori che potevano
riceverne il maggior danno. Ma proprio perché nsiste una disciplina comune, non esiste
una disciplina dello short selling consolidata. [Bra si va a tastoni per il momento. Poi
aggiungo che probabilmente nessun organismo dlazigne si sente per prima lei di dire:
“vi dico io come si deve fare”. Tutti sanno cheridne Europea ha in mente una direttiva
0 un regolamento, tutti prendono posizioni normeatshe si affrettano a dire essere
provvisorie e temporanee in attesa di una valut@zemmune.

Ci sono differenze tra investitori privati e socdet pubbliche a livello di
regolamentazione? O riguarda lo short selling in pér sé?

Non saprei, magari leggendo le delibere CONSOBefoi& qualche distinzione a livello di
titolo, ma personalmente non saprei.

Per quanto riguarda I'aggiramento delle regolamemiani tramite posizioni aggregate,
lei puo farmi qualche esempio di struttura finanzia o combinazione di strumenti
finanziari che sono in grado di aggirare le vigenmégolamentazioni?

Per esempio se io ho comprato un premio call e weedtitoli, non sono tecnicamente del
tutto scoperto, perché a fronte della mia venditaaati ho una call, una posizione titoli
che posso decidere di non esercitare. Come siipei@ite io sia effettivamente scoperto.
Per esempio se ho comprato un premio call e poi Honesercito, a priori non sono
scoperto perché ho gli stessi titoli in venditareacquisto, pero poi non esercitando la
call...

...allora la mia posizione netta che appare pastggin realta € negativa. Si, non saprei
andare oltre, si potrebbe lavorare e cercare druites anche con i future. Si potrebbero
costruire tante situazioni, ma non saprei dirtel su due piedi.
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26. Come fa poi la CONSOB a contenere questo tipo dergzioni finanziarie?
Non e facile, perd diciamo che c’@ un doppio ligedli controlli: le funzioni compliance
allinterno degli intermediari sono obbligate a ritorare tutta I'attivita che viene svolta e a
verificare che non sia contraria alle norme e $&tesse una norma che impedisce lo short
selling o una norma che disciplina lo short sellireg senso che ti impone di dare report
alla consob facendo capire qual é la posizionengttompito della funzione compliance
all'interno dell’intermediario o della banca, nors@tanto quella di trasmettre le posizioni
alla consob ma anche quella di farne uno scrutinterno e valutarne la medesima
funzione compliance la rispondenza alle norme.ekponsabile compliance risponde
direttamente al direttore generale o a qualcumw altseconda di come poi sono strutturati.
Insomma ne va della sua testa; se ha la percezlmmei sia un comportamento di questo
genere che tende a manipolare le posizioni danded®re che si tratta di posizioni
pareggiate e invece sono scoperte, viene mengw&unzione: questo come primo livello
interno. Poi, la consob pud sperimentare nellaigeatcomportamenti degli intermediari:
bene tu sei pareggiato, ma poi ad un certo puntanede scoperto perché hai la facolta di
acquistare ma non la eserciti e pareggi la postzamm un acquisto successivo sul mercato,
operando magari a posteriori. Non & molto diveraocdsi: la prima volta la passi, la
seconda pure, alla terza ti chiamano e ti chiedagesso dimmi perché la prima e la
seconda volta hai fatto una cosa di questo geneoglio dire poi &€ empirico questo gioco,
non é che sia ... se le regole non possono essdaréeo@®, si va sull’analisi empirica, un
po’ come la GdF che va a fare i controlli a casan ¥ facile trovare gli evasori, pero ci
sono indizi che permettono di scoprirne qualcunagani non tutti ma qualcuno di andarlo
a prendere.

27. Quali sono i rischi associati allo short sellingatipunto di vista del sistema finziario, del
venditore, del compratore e degli organi di regolentazione?
Dunque, il rischio per il sistema finanziario ebiso di mercato, cioé qual e I'effetto
negativo che deriva dallo short selling il fattoechno realizzi attivita di short selling
motivate o che traggono origine da abuso di infaiovd privilegiate o da manipolazione
del mercato. Questo ¢ il rischio per il mercatad.tBonicamente per i singoli soggetti c’'é il
rischio di regolamento, perché cosa succede, io demsegnare — e questo € un rischio che
poi & diventa anche sistemico — un milione di ¢ia¢ ho venduto allo scoperto, le cerco in
prestito titoli, non le trovo, il terzo giorno somusolvente. Allora a questo punto io sono
insolvente, dovevo consegnare i titoli a un comgeathe a sua volta li ha venduti allo
scoperto e allora il rischio diventa sistemico peii Si innesca un meccanismo che

determina un fallimento di una sequenza di soggette procedure di regolamento di quel
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titolo in quella giornata perché il primo lo dovedare al secondo, il secondo al terzo e cosi
via ... il primo li ha venduti sperando di farmeliegtare da qualcuno, sperando di trovarli,
non li ho, a questo punto potrebbe intervenire Mdritoli e prestarli; ci sono delle regole
particolari, delle tecnicalita particolari per ifgstito fatto da Monte Titoli, se io passo per il
mercato regolamentato, ma se io non passo per nitoltal rischio di regolamento sul
mercato esiste, originato da un’attivita di sheitisg nuda.

28. Mentre invece dopo il prestito dei titoli?
Dopo prestito titoli va bene: dunque allora, io iani titoli: un conto e dire “io ho i titoli in
un deposito amministrato”, oppure “io ho i titolie mi vengono da un venditore” e io li
vendo; ma se io questi titoli non li avevo e chiahe io genero una situazione di difficolta
rispetto alla mia stretta controparte — il comprate perché lui non riceve i titoli e a sua
volta non li pud dare, ma va anche in difficoltamiércato e quindi questo ha sicuramente
un effetto negativo, cioé & uno degli effetti négatioé se dall'altra parte c’€ una migliore
efficienza informativa dei prezzi, c'e una miglioliquidita del mercato, etc. ... qui c'e
addirittura una situazione di rischio che non congpegli effetti positivi, perché addirittura
pud mandare in difficolta il mercato nella catesarégolamenti di quella giornata.

29. Per quanto riguarda il rischio sul titolo invece,gp esempio io scommetto che il titolo
vada in ribasso e invece va al rialzo e io non huspibilita di reperire il titolo per coprire
la mia posizione ...
E io rimango scoperto e rischio di doverlo ricongwera prezzi particolarmente alti, quindi
non solo non ho ottenuto l'effetto di avere ottenuh guadagno, ma ho anche una perdita
... Cioé se io vendo, e non consegno i titoli, pa@nmahe incasso, quindi io a mia volta che
dovevo pagare qualcuno perché i titoli da qualclumero cercati, e non ho nemmeno la
liquidita, se il prezzo del titolo invece di scerelgale, rischio di dovermi ricoprire a prezzi
piu alti, mi trovo in una situazione difficile, ez@ueste sono le situazioni limite, voglio
dire, & vero che possono capitare, ma ne capitawrd®, 1 su 100 di situazioni di questo
genere, il resto vanno a posto almeno dal puntgstth del regolamento dell’operazione.
Non € in questo che dobbiamo vedere secondo meopese pericoli ci sono dallo short
selling. Non sono da non considerare, perd non senondo me i maggiori rischi che puo
porre lo short selling che secondo me comportaideii e ha effetti negativi sul mercato
solo se questa operativita deriva dall'abuso dirimizioni sul mercato.

30. C’e un motivo specifico o pratico per scegliere tvandite allo scoperto e vendite allo
scoperto nude?
Beh dipende solo se c’é disponibilita dei titolneno, ma a volte anche il prestito titoli non

e che sia facile da realizzare: dunque un soggbtida prestito titoli professionalmente, sa
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31.

32.

33.

sempre dove andare a trovare i titoli. Vai dai f@anuni e trovi sostanzialmente qualsiasi
titolo, non sulle gestioni patrimoniali ma sui formbmuni, trovi qualsiasi titolo. Al piu
possono essere problemi di quantita. Poi un alttivan per scegliere tra I'uno e I'altro puo
essere il costo dell’'operazione. |l prestito tit@ un costo, mentre la vendita allo scoperto,
se riesci a farla intraday, ti € quasi gratis s@tbene il trend. Tuttavia non credo che basti
farlo cosi, intraday per avere grandi risultaticace avere dei margini di tempo, insomma.
Nella nostra regolamentazione si fa fatica: o liihgrestito titoli, o hai qualcuno che te li
da, o li prendi da una posizione che non é tuabisegna stare attenti , non si puo andare
sui depositi della clientela a prelevare i titolitdizzarli per la consegna, insomma. Prestito
titoli dovrebbe essere la forma piu corretta, aattrealizzare questa attivita; hanno un
costo e il costo lo metti a confronto con I'obiettidi profitto che ti prefiggi.

Parlando di analisi fondamentale, analisi tecnichetc., se la tendenza per esempio
dell’'economia e al ribasso mentre I'analisi fondami@le mostra una societa sana, lei
venderebbe allo scoperto?

lo credo che se parliamo di titoli azionari io avethe la vendita allo scoperto non sia in
funzione della tendenza del mercato nel suo corsplara in funzione delle aspettative su
quel specifico titolo. Cioe tu mi vuoi dire se ésizin legame tra tendenza generale
dell’economia e realizzabilitd delle operazionistiiort selling?? No io non ne vedrei, il
mercato azionario € un mercato si che si muove &lttialzo o tutto al ribasso; quando si
muove al rialzo spiccatamente per un titolo, al@sso spiccatamente per un titolo, non si
muove sulle tendenze dell’economia, si muove ad@ettative su quel particolare singolo
titolo e per ragioni legate esclusivamente a rdagsocietarie. Non ci vedrei un legame
economia del paese-andamento del prezzo di unleitiggo.

Quindi in sostanza lei ritiene piu valide le indizéoni fornite dall’analisi fondamentale
piuttosto che dall'analisi tecnica, per quanto riguda le vendite allo scoperto.

Allora, per analisi fondamentale intendiamo le a&nalui dati di bilancio e le prospettive di
vita della societa, per analisi tecnica riteniatandamento delle tendenze di mercato
determinate dalle quantita scambiate. Ecco, alloraavevo capito la domanda, pensavo ti
riferissi ad un raffronto con 'andamento geneiddd’economia di un paese. Secondo me
lo short selling & sui fondamentali, non e sullalishtecniche.

Spesso i venditori allo scoperto professionali sashno sull'analisi fondamentale
cercando titoli eccessivamente sopravvalutati peserapio e rilevano il mispricing,
mentre gli analisti non riescono ad individuare gst® divario, come mai? Analizzano un
numero minore di imprese? Hanno una rete di infornmai o semplicemente seguono

analisi diverse, come mai?

148

Wageningen University — Universita Cattolica Cremao2010



Appendices

Intanto gli analisti lavorano separatamente daiomegori. Probabilmente hanno una
capacita di stare sul mercato ... prescindiamo da spggetti che compiono abusi di
mercato, limitiamoci alle vendite scoperte buonkor&, dovremmo limitarci a quelli con
finalita speculativa. Perché se hanno finalita riteaggio, potrebbero essere arbitraggi
coperti nel senso vendi da una parte compri datial.. se sono finalita di hedging non
c’entrano, quindi sono le finalitd speculative;oedl si potrebbe dire: come mai attivita
speculative di short selling possono indurre i stggnegoziatori a vendere titoli che
magari non sono suggeriti quanto a vendita dagélisti? Avranno una capacita di
percepire le tendenze di mercato, avranno inforomazitieni conto che a volte ci puo
essere collusione nei comportamenti di mercatpagano tra loro ... non saprei dirti di
piu, se non il fatto che hai la percezione che esgere utile vendere quel titolo e lo fai
indipendentemente da quello che ti dicono gli atialiGli analisti magari hanno
informazioni sull'analisi fondamentale, perché eiaoh che loro lavorano su quella
prevalentemente, pero tu potresti avere chi logs@jche informazione in pil o avere
aspettative che un analista non riesce a farsilstaeduto dove e seduto.

34. Qual € la sua opinione circa la teoria delle randowalks? Lei crede che i prezzi siano
del tutto imprevedibili oppure la teoria delle ranth walks vige solo perché nessuno ha
ancora individuato o calcolato una formula o unadge per prevedere i prezzi?
lo tornerei a quello che dicevo prima, tutti qugrdssiamo avere una nostra idea sui prezzi,
questo conta poco; quello che conta é riuscirevaceaun idea che sia quanto piu prossima
a quella che ha il mercato; chi € capace di avefidlea quanto pit prossima rispetto a
quella che ha il mercato dei titoli, allora riusca performare meglio sul mercato, questo
non significa che i prezzi vadano a casaccio, B@nche le aspettative sul mercato sono
anche un qualcosa di autorealizzantesi, nel sehsose abbiamo aspettative positive e
teniamo comportamenti coerenti con le aspettatdsitive possiamo concorrere a far si che
il mercato abbia andamento positivo e cosi al apiatr Allora non credo dicendo questo
che i prezzi si formino a casaccio. | prezzi sinfano in funzione delle aspettative ma
quello che ci dobbiamo mettere noi € la capacitdudcire a capire che cosa il mercato si
aspetta che succeda, non quello che ci aspettiaimma che cosa il mercato si aspetta che
possa succedere; se noi riusciamo a ragionareea@svincolarci da quello che é la nostra
aspettativa, allora riusciamo a cogliere le tendestze il mercato realizzera, non é facile,
perché e un esercizio sicuramente difficile e cba @ adatto a persone fisiche o0 a uno
come me che sta seduto in casa, occorre avere rirgtiemazioni, occorre avere
continuamente la capacita di sapersi confrontarensucato, pero ripeto, a meno di avere

mezzi ingentissimi e diamo per scontato che nonces da parte di nessuno, la tua
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capacita di stare sul mercato deve essere quaintslqgata dalle tue visioni del mercato e
deve essere quanto piu vicina possibile alla penezdi quello che il mercato nel suo
complesso voglia fare. Contro il mercato non si pmflare mai, semmai la regola deve
essere quella di riuscire a capire, interpretardmticiparlo in quello che intendera fare. In
guesto senso, ripeto, penso che il fatto che izps@Zormino a caso non credo sia, a meno
di dire che i mercati si comportano a caso, magredo che sia cosi, i mercati si possono
interpretare, si possono capire, e occorre cerdar@nticiparli, ripeto disfacendosi dei
propri modi di pensare e cercando di pensare cagnsagpil mercato; pud sembrare una
cretinata in sé pero non c’e altro modo, sicuramertondo me non si comportano a caso.
E solo una teoria sul funzionamento del mercatoyraldicono che i mercati hanno un
andamento casuale, insomma. lo non credo che sia@ocorre affinare la capacita, che
non vuol dire avere dei bravi analisti, io creda pella capacita di stare sul mercato, di
essere continuamente presenti sul mercato di eodog con quanti piu altri operatori
possibili, non isolarsi assolutamente dal mercatmaginando di avere chissa quale sfera
di cristallo, ma conforntandosi continuamente adaontani a volte dalle proprie idee per
cercare di capire meglio quali sono le idee dekalian del mercato. Perché poi il mercato
va in quella direzione, e non nella direzione defie idee, o solo casualmente va nella

stessa direzione, ma allora occorre che le mieside® le stesse della media del mercato.
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Appendix 4. Regulation SHO
Regulation SHO is one of the recent updates in deofnshort selling regulation. It is a
regulation issued by the US financial authoritye(8EC, Security and Exchange Commission)

but it stated general concepts that have then todleved also by other financial authorities.

Hereby, leaving out common definitions regarding tharket and so on, the main key features

are liste§*

4+ “Establishing uniform “locate” and “close-out” regements in order to address
problems associated with failures to deliver, idahg potentially abusive naked short
selling™:

1. Locate Requirement: the broker must have reasormdbiefs that the security
can be borrowed; the locate must be documented farieffect the short sale.
The goal of locate requirement is prevention dtfai

2. Close-out Requirement: with limited exception, ek and dealers are
required to take action to "close-out" failure-telider: it means to purchase
securities of like kind and quantity;

+ The settlement of security transactions is T+3 dagferred both to the payment in
case of purchase and to delivery in case of sale;

+ The SROs publish monthly statistics simort interestin securities that trade on their
markets. Short interest is the aggregate numbapeh short sale positiofis Short
interest does not address the number of fails liveste¢hat may have occurred or may
occur in connection with short sales.

4+ Uniform Order Marking: the orders placed with brkéave to be marked as “long”,
or “short™;

+ Definition of threshold securities: equity secastithat have an aggregate fail to deliver
position for:

1. Five consecutive settlement days at a registeestiog agency (e.g., National
Securities Clearing Corporation (NSCC));

Totaling 10,000 shares or more;

Equal to at least 0.5% of the issuer's total shawéstanding.

® http://www.sec.gov/spotlight/keyregshoissues.htm.
® In this case, aggregate position means the whotuat of short positions open on a certain
security and belonging to all investors having seturity in portfolio.
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+ Any form of naked short selling is forbiddedn exemption to this rule is represented
by market makers that are not forced to locateséwnairity prior to short selling because

“they need to be able to provide liquidity”.
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