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Abstract

The short selling of financial company stocks around the time of the SEC September 2008 short-

selling ban is investigated. More specifically, an examination is made on whether this short selling was purely
speculative or whether it was driven by rational responses to a financial company’s risk exposure, in particular its
holdings of risky assets such as subprime related mortgages and its overall credit risk exposure. Results show
that during the crisis period the short-selling of financial firms’ stocks was not significantly greater than that of
non-financial firms, after controlling for firm size and risk. More importantly, results show that short sellers sold
short those financial company stocks with the greatest asset and insolvency risk exposures. This finding has
important implications regarding short sale bans, since it suggests that such a regulation may mute the
disciplining effects of investors on those financial companies with the greatest risk exposures and would be

contrary to the intentions of bank regulators who have emphasized an increased reliance on market discipline.




This result can also be seen as a counterweight to any perceived macro or systemic risk reduction benefits

resulting from such a ban.
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