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< Abstract >

A study on stock short-sale:

A review of recent issues and policy implications

In the middle of 2008, the SEC announced the prohibition of
stock short sales for the financial sector including Fannie Mae
and Freddie Mac stock. This event made the short selling of
stock quite famous. At that time, the stock market was falling
sharply and stock short selling by foreign investors was
increasing in Korea due to the global financial crisis. Some
argued that the foreigners were mainly responsible for the
sudden rise of the KRW/USD exchange as well as the stock
market crash. Some individual investors organized an internet

campaign for the annulment of short selling.

We can short-sell any asset including stock. One can take the
opposite buy-and-hold position, i.e., long-position. A short-seller
of an asset can make a gain from the price fall. However,
he/she faces the risk of loss if the price rises. If one expects
the rise of an asset, he/she would buy and hold it. However,
under the expectation of a fall of the price, it is reasonable to
short-sell and take a short-position for it. So, we should
remember that the short-selling of stock is neither particular nor
tricky at all. In addition, it is not illegal in most countries. In

some cases, it is a useful and efficient tool for a risk management.
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In the Korean stock market, an investor who intends to
short-sell stocks should borrow them since naked short sales are
illegal. The Korean stock borrowing and lending market is well
established and functioning. It came into existence in 1969 and

so it has a long history.

As soon as the SEC took emergency actions to prohibit short
sales for stocks, regulators in most countries also took similar
actions. Until recently, Korea, Greece and Indonesia had
maintained the whole ban of stock short-sales, but have
gradually lifted it. The Korean regulators removed the ban in all

areas except the financial sector stocks in June 2009.

Some investors and members of the media have argued that
the foreign investors’ short selling in the stock market fostered
an excessive downward momentum in that market and caused a
superfluous rise of the KRW/USD exchange rate in the FX
market. In this report, we present the analysis of the empirical
evidence as to whether there was such an effect of foreign
investors” short-selling. After looking at the facts, we do not
find any statistically significant evidence. In particular, we see
that foreign investors’ stock short-sales did not necessarily have
a big part of their total net-sales in the KRX, which comprises
of the bond market, index futures and option market, bond
futures market, commodity futures market and so on as well as

the stock market.
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Moreover, the size of the foreign investors’ stock short-sales
is remarkably small relative to the trading volume in the FX

market.

In this report, we criticize several essential issues regarding
stock short-sales and derive policy implications. We should note
that the short selling of stock has many proper and useful
functions in the capital market. So, it is necessary to create an
environment and construct policies that maximize such merits.
However, to prevent the reverse functions of short selling, we
should be equipped with a system where the settlement and
redemption following a stock short-sale is fulfilled without

failure.
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