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Ruminations on Short Selling

Short selling is selling a security (typically a stock) one doesn’t own in hopes of buying it back later at
a lower price. Itis just the reverse of the normal practice of buying first then selling (which is called
being “long” the security). Because short sellers are predicting a price decline, and will profit if they
are correct, they are much maligned. In times of market turmoil they are invariably blamed and
frequently there are calls to ban or restrict short selling. This is unfortunate because short sellers
serve a very important function.

First, it might be helpful to further describe exactly what short selling is. If a trader gets paid on the
opening transaction he or she is short. If the trader pays on the opening transaction, he or she is
long. There is a stigma with short selling, but it is done all the time. When a sale is made on EBay,
the seller gets paid and then owes the merchandise to the buyer. At that point before the shipment
is made, the buyer is long the item (he or she owns is), and the seller is short the item (he or she
owes it). Suppose the agreed delivery time was a month hence. In that situation the seller could sell
something he or she didn’t even own and then locate it within the month. They would hope the
price would decline before they had to buy and deliver it. Similarly, the party that is long (the
purchaser) would be hoping the price would increase in the interim.

Incorporating all known information into prices (including negative opinions) aids price discovery
(this is the technical term for finding what the “real” price is). We shouldn’t want prices high, we
should want them right, and short sellers help reduce bubbles and volatility. In the long run prices
will always approach their correct level; temporary imbalances because all opinions can't be
expressed don't raise the long-term return on the investment.

It is understandable that when prices go down folks want someone to blame, and people with
negative opinions who are selling are a convenient target, the theory being that the short sellers can
drive the price down and then buy to cover their positions without those buys driving the price back
up and removing the profits. Not only is that probably not possible to do, but notice that people
don't get worked up about the reverse — buying to drive the prices "too high" and then selling at a
profit, even though it is exactly the same thing. Knowingly disseminating false rumors (positive or
negative) to move a stock is securities fraud regardless of whether the investor is long or short.
Short sellers have a very tough time in the first place because stocks have an upward trend. This is
one of the reasons we are biased against it as a strategy — there is a headwind. Further discouraging
short sellers is the existence of uptick rules, the difficulty of locating shares to borrow, etc.

In my view structural difficulties should be eliminated if at all possible. For example, I don't see why
you should have to locate shares to borrow to sell short. You should be able to create "synthetic"
stock. If someone wants to be short and someone else desires to be long, there is no reason not to
have a derivative transaction where they settle up later based on the value of the underlying without
forcing them to actually locate it and borrow it as is required now. This does lead to two slight
issues for the long side since the stock wouldn’t actually be owned: dividends would not receive the
qualified treatment for taxes (which is moot in 2011 anyway when tax rates on dividends revert to
ordinary income treatment), and there would be no voting rights. I envision these "synthetic" shares
trading alongside the regular ones with small discounts because of those two detriments. Assuming
adequate collateral requirements to protect the long side of the transaction, I imagine the spread
would be very small.
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Notes:

The analysis in this report has been prepared by David E. Hultstrom, MBA, CFP®, CFA®. Mr. Hultstrom is the
president of Financial Architects, LLC, a financial planning and wealth management firm. Questions or
comments are welcome. He may be reached at (770) 517-8160 or David@FinancialArchitectsLLC.com.

Reasonable care has been taken to assure the accuracy of the data contained herein and comments are
objectively stated and are based on facts gathered in good faith. We disclaim responsibility, financial or
otherwise, for the accuracy or completeness of this report. Opinions expressed in these reports may change
without prior notice and we are under no obligation to update the information to reflect changes after the
publication date. Nothing contained in this material is intended to constitute legal, tax, securities, or investment
advice, nor an opinion regarding the appropriateness of any investment, nor a solicitation of any type. The
general information contained in this publication should not be acted upon without obtaining specific legal, tax,
and investment advice from a licensed professional. Past performance is no guarantee of future results. This is
not an offer, solicitation, or recommendation to purchase any security or the services of any organization.
Forecasting represents predictions of market prices and/or volume patterns utilizing varying analytical data. It
is not representative of a projection of the stock market, or of any specific investment. The foregoing represents
the thoughts and opinions of Financial Architects, LLC, a registered investment advisor. Your mileage may vary.

This report was originally written in May, 2010 and was last reviewed/updated in July, 2010.
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