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Introduction

‘Short selling has been characterised as in-human, un-American, and against God (Proverbs
24:17: “Do not rejoice when your enemy falls, and do not let your heart be glad when he
stumbles”).’1
Short selling is a topic that often generates more heat than light.2 Views have differed on the
practice and its regulation since the 17th Century, and short sellers provide easy targets for
criticism during a crisis as they are seen as betting against the team; they profit when the share
price falls.3 This paper considers the International Organisation of Securities Commissions’
(‘IOSCO’s) principles on short selling regulation, and applies these to the legislation in place in
the US, the EU, and Hong Kong. The US has had national short selling regulation in place in
one form or other since the 1930s, whereas the EU has only regulated the practice as a regional
matter since 2012. Hong Kong is an autonomous territory, a ‘New York for China’; linked
politically and economically, yet separate and primarily outward looking.4 Hong Kong’s
approach to short selling regulation has gone through a number of iterations over the years,
including prohibiting the practice until the mid-1990s and then imposing a more stringent
regime following the Asian Financial Crisis in the late 1990s.
The paper argues that short selling is beneficial for markets, and that the justifications for
(particularly) permanent restrictions do not stand up to rigorous scrutiny. Moreover, national, or
regional rules are unlikely to be effective in highly integrated markets. The paper suggests that
politics is often the key factor shaping its regulation, and that regulators tend to respond to such
drivers, producing a lack of international convergence. This generates risks, including of
regulatory arbitrage. If there are constraints in place (particularly short selling bans), traders
may simply move to another unregulated market, or invent a synthetic equivalent to replicate
the banned activity.5 Although this could be perceived as a welcome outcome given short
selling’s benefits, arbitrage activity is not necessarily straightforward or cost-free. Moreover,
new problems can materialise due to the uncertainties created through multiple regimes.
Accordingly, if short selling is to be regulated, global harmonisation is necessary. At the same
time, this is most likely impossible in practice. IOSCO’s international standards in this area are
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framed at a high level of generality, and there is an absence of any firm enforcement
mechanisms.
The paper is structure as follows: section 2 discusses the practice, regulatory concerns and
available regulatory tools. Section 3 considers international principles and the three regimes
under consideration. Section 4 highlights the key functional differences between the regulatory
systems and the IOSCO principles. Section 5 briefly concludes.
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The Practice of Short Selling

2.1

What is Short Selling?

Short selling concerns the sale of assets (often securities) not owned by the seller. The shares
are generally borrowed from a third party with the intention of buying back equivalent assets
at a later date to return to the lender. It is essentially a type of bet that the shares are
overpriced; the short seller hopes to profit from the price fall between the sale and repurchase.
There are two types of short sale; conventional or covered short selling where the shares are
borrowed in advance, and naked short selling where no shares are borrowed in advance.
Naked short selling is possible because there is a gap in time between the agreement to
transfer shares to the buyer for a particular price and the requirement to actually do so. The
gap in time enables the short seller to go into the market and buy the shares to deliver them to
the buyer.
2.2

How does Short Selling differ to Long Positions?

Short selling can be distinguished from taking a long position or ‘going long’, which involves
the more conventional method of buying shares, holding them, with a view to selling in the
future for a profit. With a long position there is a fixed downside, the share price can only fall
to zero, but the upside may be unlimited. In contrast, a short seller profits when the share
price falls. Accordingly there is a fixed upside as the share price can only fall to zero, but the
short seller’s losses could be unlimited (often termed a ‘short squeeze’). For example, the
German carmaker Volkswagen briefly became the world’s most valuable company in 2008
after disclosure of stakebuilding by Porsche sent the share price skyward and squeezed hedge
funds into a scramble for stock.6 Moreover, although not culminating in a short squeeze, short
sellers were hit in August 2018 following Tesla’s Chief Executive, Elon Musk tweet that he
was considering taking Tesla private.7
There are significant differences in the regulation of long and short positions. For instance, in
the EU there are a small number of reporting obligations placed on directors, as well as
broader notification requirements when shareholdings pass a certain threshold (as with
Porsche). In contrast, short selling is subject to a significant level of regulation, and this
difference in regulatory stance can be best explained by the fact that short selling is
considered to be a morally dubious activity. Descriptions abound from short sellers as
pecuniary vampires, and villains, and the fact that many short sellers are hedge funds
compounds the perception that they are embracing unscrupulous strategies to profit on price
falls.
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2.3

Regulatory Concerns

Three main concerns are highlighted about short selling: market destabilisation; market
abuse; and settlement risk. The market stability risk is most highlighted in falling markets
where short selling can trigger a downward spiral in prices (a major concern in the crisis
following the collapse of Lehman Brothers). Yet, economic scholarship almost
overwhelmingly demonstrates short selling’s beneficial impact on markets.8 Following the
efficient capital markets hypothesis, which states that efficient markets are characterised by
accurate pricing and high liquidity, short selling facilitates price corrections in overvalued
stocks.9 Specifically, investors with negative information can reveal these beliefs through
short selling. Short sellers can also provide an important counter-balance to the role of
analysts, who may produce overly optimistic purchase recommendations that could otherwise
fuel a speculative bubble.10 Short selling also increases market efficiency through enhancing
liquidity and trading opportunities. It raises the number of potential sellers in the markets, and
in the absence of constraints, short sellers will find it easier to trade as will their trading
partners.
With respect to the crisis conditions, evidence since 2008 suggests that short selling was not
the main reason behind the drastic price falls, and that other factors, such as poor company
performance, the media, and long sellers played a more significant role with respect to the
downward price pressure. 11 Moreover, empirical studies examining the imposition of
temporary short selling bans around the world showed that these slowed down price
discovery and failed to support prices.12
Despite these findings, it is understandable that regulators prioritise financial stability during
a crisis over other objectives such as market efficiency. There can be real concerns as to the
risk of financial dominos following the failure of systemically important banks. When this is
taken in conjunction with investors over-reacting to negative information, arguments can
certainly be made justifying temporary short selling bans on particular credit institutions.13 Be
that as it may, particularly given that short selling bans may not achieve their aim, it can be
hard to see what is achieved, other than of regulators being seen to be acting.14
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The second concern, of market abuse, most particularly of manipulating the market in a stock,
is certainly a serious risk. Yet, developed jurisdictions have market abuse regulation in place,
and if such provisions are unsatisfactory, this merits a re-consideration of these rules and their
enforcement. It is not immediately clear that additional ex ante short selling constraints are
the answer, particularly as this would limit valuable shorting activity. The final concern of
settlement failure is especially highlighted with naked short selling where the shares are not
borrowed in advance. Yet, strict settlement regimes and penalties for default can incentivise
traders to settle their trades.
Taken together, the practice of short selling does not create insurmountable problems for
markets; moreover the imposition of short sale restrictions may be ineffective and impede
market efficiency.
2.4

If Short Selling is Regulated – With Which Tools?

If the decision is made to regulate, a number of techniques are available (which need not be
mutually exclusive). Reporting requirements can be imposed whether privately to the
regulator and/or publicly to the market. If there is public disclosure, this can also be of
individual short positions, or anonymously via aggregating short positions. Strict settlement
periods can be imposed (such as trade plus three days) plus consequences for fails to deliver.
A more rigorous strategy can also involve what is termed a ‘tick rule’ such as only requiring
short sales to take place when the share price is rising. This could be utilised in conjunction
with a circuit breaker that halts short selling when share prices fall by a particular amount.
There can also be the imposition of bans ranging from permanent bans on all or naked short
sales, to temporary constraints, whether on all or only on sector-specific entities.
The wide range of regulatory responses to the practice can be evidenced with respect to the
stance taken to regulation in the US, the EU and Hong Kong. As identified in section 1,
given the international nature of financial markets, differing approaches are likely to be
ineffective. Although this may not, at first glance, seem a bad outcome given short selling’s
benefits; it generates inefficiencies and the likelihood of regulatory arbitrage.
3
3.1

Divergent Responses
IOSCO: International Regulation?

At the international level, IOSCO is recognised as the global standard setter with respect to
the securities sector.15 It gathers together the world’s securities regulators and it has members
in over 115 jurisdictions (including the US, Hong Kong, and the EU Member States); a
‘United Nations’ of securities organisations.16 Its worldwide membership brings varying legal
and market structures to the table, and although it generally operates on a consensus culture, it
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can be tricky to agree strong common standards.17 The outcome of this is that its standards
tend to be not sufficiently detailed to form the basis of international or regional
harmonisation.
With respect to short selling regulation, IOSCO set up a short selling Task Force following
the financial crisis. Its Final Report identifies that short selling regulation varies considerably
among members and its principles are geared towards ensuring a more consistent
international regulatory approach. The Report also acknowledges the potentially beneficial
effects of the practice and seeks to limit political pressure to ban the practice or to impose an
uptick rule.18 IOSCO sets out four principles. It recommends that short selling be subject to
appropriate controls to minimise risks, including to financial stability (with strict settlement
of failed trades as a minimum; in effect a ban on naked short sales). Second, short selling
should also be subject to a reporting regime providing timely information to the market or
market authorities. Third, there should be effective compliance and enforcement regimes in
place. Finally, its regulation should allow appropriate exceptions (such as for market making
and arbitrage activities). 19
As observed above, the light touch nature of these principles can be best understood as the
product of compromise; in particular there were considerable disagreements between various
jurisdictions as to the need for short selling regulation, and, if so, using which tools.20
3.2

National and Regional Responses

The IOSCO principles can be applied to the three systems under consideration. The table
below articulates the main functional similarities and differences with the IOSCO principles
to guide the discussion in sections 3.3-3.5 below. The approaches highlighted in bold are (in
general terms) in line with IOSCO’s principles.

Permanent Ban
Ban on Naked Short
Sales
No Tick Rule

Hong Kong

US

EU

Yes (if not on the
eligibility list)
Yes

No

No

Yes (de facto)

Yes (de facto)
No Tick Rule

Varies (country
dependent)21

Tick Rule

Disclosure Rules

Yes

Tick Rule
(temporary basis)
Yes

Enforcement

Yes

Yes

Yes
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Exceptions

3.3

Yes

Yes (but not for tick
rule)

Yes

US Regulatory Stance

US short selling regulation stems from the 1930s: a wide range of provisions apply, and these
can also extend to overseas transactions that are agreed in the US.22 The rules include
constraints on all short sales before seasoned equity offerings (share offerings by traded
companies). The combination of a ‘locate rule’ (broadly, that a broker-dealer has reasonable
grounds to believe the share can be borrowed) plus tight settlement rules (trade ‘T’ + 3)
equate to a de facto ban on naked short sales.23 Although the US securities regulator, the
Securities and Exchange Commission (the ‘SEC’), removed a price restriction rule before the
global crisis hit, it re-introduced a so-called alternative uptick rule in the aftermath. This
provides that if the share price drops by 10% or more, a circuit breaker kicks in. An uptick
restriction then applies for the remainder of the day and the following day (which can be retriggered). There are also some short sale reporting requirements but these do not constitute a
major aspect of US regulation. Such provisions include ‘flagging’ orders as ‘short’; and
private self-regulatory organisations (such as FINRA) publish aggregated data (short sale
volume on a daily basis; anonymised individual transactions on a one-month delayed basis).24
Some exemptions are in place for market-making activities, although not in relation to the
tick rule. At the enforcement level, in general terms, the US has a long-standing wide
commitment to active enforcement with respect to market misconduct. Moreover, historically,
the intensity of public enforcement has been high in the US.25
The US short selling provisions are fairly onerous and this can be best explained by the fact
the SEC is an agency ‘at once independent and beholden’. 26 The President appoints its
Commissioners and Chair, and the SEC has to go to Congress on an annual basis for its
funding. Congress keeps a tight rein on SEC policy, including via the budgetary process. The
SEC was also diminished in stature as a regulator during the crisis and it faced much political
pressure, including in relation to imposing temporary short selling bans. This likely also
influenced the SEC’s stance to short selling regulation post-crisis, most evidently in relation
to the re-imposition of a price restriction rule.27
3.4

The EU

22

SEC, ‘Amendments to Regulation SHO, Release No. 34-61595 (Final Rule)’ (February 26, 2010)
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A number of unilateral and uncoordinated bans were introduced in different Member States
during the financial crisis. Following this there continued to be a range of national approaches
prior to the introduction of the EU’s regional rules. The UK principally relied on disclosure
provisions, while Germany introduced a permanent regime that included bans on some forms
of short selling.28 At the EU level, the question of short selling regulation then became
somewhat entwined with that of hedge fund regulation, particularly due to the short selling
activity of hedge funds being perceived to have contributed to the severe price declines during
the crisis. During the euro-zone sovereign debt crisis, speculators were also accused of
worsening the fiscal woes of euro-zone countries through raising government borrowing
costs. Somewhat charged political battles ensued during the Regulation’s negotiations and the
politicisation of the resulting regime is particularly evident in its regulation of sovereign (but
not corporate) debt as well as the short selling of shares.
As with the US rules, the EU’s Short Selling Regulation (‘SSR’) has extra territorial reach, its
parameters are set by the instruments subject to it, not the domicile or establishment of the
market participants.29 Its provisions include a prohibition on the naked short selling of all
shares and sovereign debt, plus a ban on entering into uncovered sovereign credit default
swaps (an equivalent mechanism to directly short selling the sovereign debt).30 Under related
legislation there are strict settlement rules (T+2) imposed plus mandatory buy-ins for fails to
deliver. 31 Accompanying the restrictions are reporting requirements; two-tier private and
public reporting is required of individual net short positions (private reporting commences at
0.2%, public at 0.5%), although only private reporting is required in relation to sovereign
debt.32
In exceptional circumstances a wide range of temporary intervention measures can be
imposed by national regulators (including circuit breaker mechanisms), as well as
exceptionally via the European Securities and Markets Authority (‘ESMA’).33 ESMA has not
yet used its direct emergency powers, even following the outcome of the ‘Brexit’ vote. That
being said, despite the national authority/ESMA coordination in advance of the referendum,
trading in RBS and Barclays’ shares was briefly suspended on the Monday after the vote as
the share prices fell so fast in the face of the political surprise.34
The SSR has exemptions in place from the prohibitions and reporting where the principal
trading venue for the shares is located in a third country. There are also exemptions for
market-making activities in relation to the prohibitions and the reporting requirements (shares
and sovereign debt).35 At the enforcement end, penalties for direct infringements of the SSR
28
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29
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are not harmonised; these are Member State dependent. This is a weak point of the
Regulation; sanctions can vary considerably between jurisdictions. For example in Belgium,
fines are not to be under 250 euro per day and not to exceed 2.5 million euro. In France, the
fines can be up to 100 million euro.36 At the same time, sanctions can be levied under the
market abuse regime, and the post-crisis EU market abuse rules now adopt a more
prescriptive approach to penalties.37
The Regulation’s enactment further supports the argument that a crisis creates the opportunity
to push through reforms that have little connection with the event itself. 38 Indeed the
scapegoating of short sellers can be more akin to shooting the messenger rather than listening
to the message.39 That short selling is a politicised topic is also clear in the SSR’s focus on
regulating the short selling of sovereign debt.
3.5

Hong Kong

Hong Kong’s short selling regime has been claimed by its regulators to be robust; unlike the
US, and the EU, it did not impose additional temporary constraints or bans during the global
crisis.40 On the other hand, its system has been criticised as being ‘archaic’.41 This section
articulates that it may be both robust and archaic, and that Hong Kong’s political and
economic ties to China have likely impacted the shape of its short selling system.
The practice of short selling was banned until the 1990s. A pilot scheme was then introduced
in 1994 allowing covered short selling for a limited number of stocks and subject to a tick
test. The system was revised in 1996; the tick rule was removed and the number of securities
eligible for short selling increased (essentially the practice was permitted for large and liquid
stocks (or ‘designated securities’). In line with the SEC’s approach after the 2008 crisis, Hong
Kong re-introduced a tick test after the shorting of the Hong Kong Dollar during the Asian
financial crisis in 1997 (although exemptions exist for market-making activities. There is also
a permanent ban on naked short selling.42
For designated stocks that can be sold short, the ‘eligible list’ is revised quarterly and the
Hong Kong Exchange (HKEx) publishes a list of criteria on its website.43 Hong Kong also
has tight settlement rules; if a broker fails to deliver on T+2 then a compulsory buy-in will be
executed.44 There are disclosure requirements to the regulator concerning net short positions.
These apply, broadly, where the net short position is equal to 0.02% of the market
36
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37
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capitalisation of the issuer, or HK$30 million, whichever is lower.45 The SFC also publishes
aggregated short positions for each stock on an anonymous basis, typically a few days after
receiving the short selling report.46
The cognate literature suggests that political motivations can influence the HKEx’s decision
as to which stocks can be sold short via the designated list. Choi and Huszar suggest it is
possible that there are regulatory collaborations between China and Hong Kong and that in
addition to the stock exchange’s officially declared criteria, there are other unobservables
influencing the regulators’ decisions.47 In particular, although the HKEx is a listed company,
its largest shareholder is the Hong Kong Government (with a six per cent holding as of June
2018), who has considerable control over it.48 There are arguments to the effect that the
HKEX does not allow short selling in relation to large firms with major influences in China
(including large industrial firms such as Swire Pacific Ltd). In particular, where the stocks are
also listed on Mainland Chinese exchanges, shorting on the HKEx may be strategically
banned to prevent persistent mispricing across the markets.49
While the HKEx manages the shortable list, the operationally independent securities
regulator, the Securities and Futures Commission (the ‘SFC’), is responsible for regulating
the securities and futures market. It regulator has taken numerous actions with respect to
market misconduct, and the short sale provisions can be enforced extra-territorially. 50
Accordingly to Donald there have been 94 enforcement notices in relation to short selling on
a rolling basis between 1997-2013. 51 The SFC’s 2017-18 report stated there was one
conviction leading to a fine for illegal short selling activities, plus 78 investigations into
market manipulation.52 In 2018, enforcement actions have included convicting and fining an
account executive for illegal short selling.53
Taken together, the Hong Kong regime is certainly robust, in the sense that it is extremely
strict, but it is also archaic in that not all shares can be sold short.54 Its on-going relationship
with China and the related political drivers may influence how its regulators make decisions
about its short selling regime. More broadly Hong Kong’s system can been seen to have some
45

Note that a sole HK$30 million threshold applies for units in collective investment schemes.

46

SFC, Short Position Reporting - FAQs (November 2017).

47
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accessed 11 September 2018.
48
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51
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52
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54
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functional analogies with the US and EU. The political pressures placed on the HKEx to
protect large Chinese companies can be viewed as functionally similar to those on the SEC
and EU regulators to protect certain shares during the global crisis, and for the EU to
introduce sovereign debt restrictions following the euro-zone crisis. Despite these analogies,
however, as section 4 discusses, there remain notable divergences between the jurisdictions.

4

International Principles vs. Divergent Regulation

IOSCO generally responded to the global financial crisis by recommending additional
regulation. But this was not so with respect to its views on short selling regulation. Rather, as
witnessed in section 3, IOSCO’s response was to limit political pressure for permanent short
selling bans, or the use of uptick rules.55 Notwithstanding IOSCO’s measured response, the
US, the EU, and Hong Kong have chosen to plough their own furrow with respect to how
they regulate the practice. Hong Kong has a permanent ban on short selling shares not on the
eligibility list; Hong Kong and the US have a form of uptick rule in place, and the US
exemptions do not extend to its tick rule. The EU’s legislation is most aligned with the
general thrust of the IOSCO principles, but it stands alone in its specific constraints on short
selling sovereign debt. At the enforcement end, all the regimes can have extra-territorial reach
and the Hong Kong and US regulators appear willing to police short selling abuses. In the
EU, the overall effect of its legislation is lessened by enforcement being a Member Statespecific matter. If it chooses to regulate short selling as a regional matter then developing
pan-EU enforcement is also necessary rather than utilising the pre-crisis multiple enforcement
model.56
Whether at the level of autonomous territory, nation state, or regional grouping, the varying
responses generate problems when an activity, such as short selling is of a global nature. Of
itself this raises a niche issue for the UK in light of Brexit. Although investment firms will
remain subject to the EU’s SSR to the extent this applies extra-territorially, the SSR is
unpopular with industry. Moreover, the UK regulator has also raised concerns that the SSR
could have unintended consequences and negative effects on liquidity. 57 Accordingly, this
could be a law the UK allows to lapse over the longer-term. This would certainly be rational
from an economic perspective; as this paper has argued, short selling enhances market
efficiency. Nevertheless, if the decision is taken to introduce a bespoke UK short sale regime
(perhaps with flavours of its pre-SSR stance as witnessed in section 3) then this could risk
further complicating matters for market participants. This paper has suggested that the
presence of numerous regimes is distortive and costly for firms who have to cope with the
differing rules in operation. The influence of unilateral responses also leads to externalities in
other markets. Traders learn how to game the system through inventing synthetic equivalents
or shifting trades to unregulated markets.
In this regard, and although the IOSCO principles are not sufficiently detailed as a template
for international harmonisation, they do offer a level of clarity. Accordingly their full
endorsement by IOSCO jurisdictions would help to simplify the overall level of compliance
for participants. At the same time, the paper acknowledges that international legislation is an
unfeasible aim. In particular IOSCO has neither the clout, nor the proper enforcement
mechanisms (aside from peer pressure) to impose its stance on jurisdictions that choose to
55

Karmel (n 18).
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At the same time, as observed above, this issue is now tempered via the alternative avenue of the
EU’s market abuse regime that contains pan-EU enforcement measures.
57

See ACA Compliance, Looking across the Brexit Void: What Will Happen to Your Business If the
UK Votes to Leave the EU? (2016); The Financial Conduct Authority’s Response to the European
Commission’s Call for Evidence on the EU Regulatory Framework for Financial Services (2016).

10

tackle regulation in a different fashion. The end result, however, is a failure of international
financial regulation.58
5

Conclusion

Financial economists have extensively researched short selling and the imposition of short
selling restrictions. This research is remarkable for its largely consistent conclusions that
short selling enhances market efficiency. These benefits are intricate and can be long-term in
nature rather than the short-term political point scoring that emerges in the aftermath of a
crisis when it is en vogue to be against speculators. The paper has demonstrated that the
politicisation of this topic produces diverging regulatory responses and results in complex sets
of rules that can hinder valuable and legitimate short selling activity. Short selling is
undoubtedly a sensitive topic, but if it is to be regulated, it merits implementing and enforcing
global rules. This is unrealistic, but so are the inconsistent, go-it-alone approaches adopted by
the IOSCO’s members.

58

Karmel (n 18).
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