Naked Short Sellers

Time to Run for Cover?

here is no question thar cer-
tain individuals, brokers,
and hedge funds have en-

gaged in abusive short sell-

ing, How much is debatable,

but indications are that the issue muse be
addressed immediarely. The SEC agrees.
This means that there is finally hope in
resolving one of Wall Street’s most con-
tentious issues: naked short selling, In lae
May, the SEC released its amended shore
sale rule, Rule 10h-21, for investment com-
munity comment, which closes loopholes
in its original Regulation SHO and em-
plows an ano-fraud rule that targets abusive

and manipulative naked short selling,

THE DEBATE
Stock manipulation through  abusive
naked short selling is illegal, and small
companies are especially vulnerable,
While shorr selling per se is legal and is ac-
tually believed o be a srabilizing influence
in the marketplace, espeaally when spec-
ulation begins to drive stocks to unrealis-
tic heights, naked short selling in which
there is no intent to deliver shares is not
Legal short sales are executed by in-
vestors who believe a stock’s price is go-
ing to decline and wane to capitalize on
the expected move. This is achieved by
first borrowing the shares in question
through a brokerage firm, then immedi-
arely selling them, delivering the borrowed
shares 1o the broker within the three-day

sertlement period.
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With a naked short sale, short sellers
do not borrow the stock, which can lead
to an FTI In this situaton, there 15 no in-
tent to borrow, only to avoid paving in
terest and o pound the stock down with
orders to sell and no shares 1o back it

On one side of the naked short sale is-
sue are companics claiming that relentless
naked short selling by individuals, bro-
kers, and hedge funds—often accompa
nicd by rumors, misinformation, and
tainted research reports—is destroying
their stock, credibility, and abiliey to raise
capital. This kind of shorr selling snow
balls, attracting additional short scllers
and spooking sharcholders to abandon
their long positons.

On the other side of the issue are
short sellers who claim that there is good
reason to sell shore, that the targer com-
pany is poorly managed, its stack is over-
priced, and ir deserves ro decline. The
short scllers are merely secking to benefit
from a justified decline, not much differ-
ent than had they bought an undervalued

stock thar stands to go up. Their reburtal

to accusations that they're untairly and il
legally trashing a stock is that manage-
ment 15 "_-i{'IL'I-LII'I_L[ A FE:I"}L!EU:I[’ T-I:ZIT P(JU'I' l'?L'I'-

formance.

A SERIOUS PROBLEM?

“It's very serious,” savs Robert Shapiro,
Ph.ID, co-founder of Sonecon LLC, an
ecconomic advisory firm based in Wash
ingron, 10C. As much as one-quarter of
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the trading on the NYSE and NASDACQ)
is accounted for by short selling, which
concerns Shapiro, “We don’t know pre
cisely how many are naked short sales be
cause the DTOC |Depository Trust &
Clearing Corporation] won't say,” he ex-
plains, noting that the DTCC holds in
formation on all settlements and will only
reveal under subpoena the naked short
sales against certain companics,

“It’s not the short sale people we're
complaining about,” says Ralph Lambiase,
Connecticut’s securities director and past
president of the North American Securi
tics Administration Association. “MNobody
who understands the marketplace 15 say-
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ing that the short sale doesn't have a role.

The issue is naked short selling™

“Yes, there is abusive and unjustfied
short selling,” Lambiase says, “but some
of the uproar from small companics is
equally unjustificd. For every time a per
son wants to sell short, vou know there'’s
a bad story out there, If I'm the CEQ, of
course I'm going to blame the short seller
or the marketplace, not my own failings."”

Head of Pink OTC Market, R.
Cromwell Coulson believes there are a
few places where people are gaming the
clearing system. “Most of the stock com-
ing out of supposed naked short selling is
more from the restricted stock they got
from the company that they just have not
cleaned up for delivery,” he says. “They
want to raise cash shortly ahead of the

date it beeomes free teading, resulting in







