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Public Short Selling by Activist Hedge Funds

Abstract

Using a hand-collected sample of 280 public short selling campaigns, we show that voluntary
disclosure of short positions by activist hedge funds has increased significantly in the last
decade. Targets of short campaigns experience abnormal returns of approximately -7%
around the announcement date. Campaigns are also associated with changes in the behavior
of other stakeholders (e.g., litigation) that potentially harm targets. Both changes in
targets’ valuations and stakeholder behavior are not explained by changes in short interest,
suggesting that public short campaigns differ from non-public short sales. We consider
two economic mechanisms that potentially explain this behavior: information acquisition
synergies and the ability to engage in “short investor activism.” Finally, we undertake a
joint analysis of activists’ long and short positions and find that their aggregate effect on
the shareholders of targets is indistinguishable from zero. The results highlight the tension
between the contribution of activist hedge funds to economic and price efficiency and their

effects on targets’ shareholders.



The last two decades have seen a dramatic increase in the prominence and influence of
activist hedge funds. The rise of activists, however, has not been without controversy.
While research broadly indicates that, on average, hedge fund activism is followed by
improved firm outcomes (Brav, Jiang, Partnoy, and Thomas, 2008; Bebchuk, Brav, and
Jiang, 2015), some counter that campaigns often have myopic goals. Martin Lipton,
for example, argues that activism promotes “short-termism” and may lead to “...very
serious adverse effects on the companies, their long-term shareholders, and the American
economy.” !

Although the debate regarding activists centers on their long positions, recent years
have seen a new phenomenon: high-profile public short selling campaigns by activist hedge
funds. David Einhorn’s short of Allied Capital, a publicly traded mezzanine financing firm,
provides an illustrative example. In May of 2002, Einhorn announced his short position in
Allied at an investment conference, arguing the firm engaged in questionable accounting
practices. Allied’s stock dropped over 10% the following day, and by the next month its
short interest had increased six-fold. The SEC eventually launched an investigation into
Allied that “zeroled] in on many of the criticisms made by short-sellers.”?

While the finance literature broadly finds that (at least some) short sellers are
informed (e.g., Boehmer, Jones, and Zhang, 2008; Engelberg, Reed, and Ringgenberg,
2012; Cohen, Diether, and Malloy, 2007), these investors have historically avoided public
disclosure of their positions. One reason for this behavior is that such disclosures may lead
to accusations of wrongdoing by managers of firms or other parties. For example, in 2006,
Biovail sued SAC Capital for libel, accusing the hedge fund of conspiring to drive down
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its share price.” Public disclosure of short positions can also invite regulatory scrutiny.

For example, both the Manhattan U.S. attorney’s office and the FBI investigated potential

1See: https://corpgov.Jaw.harvard.edu/2013/10/28 /empiricism-and-experience-activism-and-short-
termism-the-real-world-of-business/.

2See “SEC Is Investigating Allied Capital,” The Wall Street Journal (6/24/2004)

3See “Judge Dismisses Biovail’s Suit Against Hedge Fund,” The New York Times (8/20/2009)



market manipulation related to Bill Ackman’s short position in Herbalife.® Consistent
with the idea that public disclosure of short positions is costly, Jones, Reed, and Waller
(2016) and Jank, Roling, and Smajlbegovic (2016) show that mandatory disclosure of short
positions leads to a decrease in short selling.

Yet, despite the potentially significant costs, anecdotal evidence suggests activists
increasingly disclose their short positions to the public. In this paper, we undertake a
comprehensive analysis of voluntary disclosure of short positions by activist hedge funds.
We ask four main questions related to this phenomena. First, how common is disclosure of
short positions by activists and what are the campaign and target characteristics? Second,
what are the effects of short campaigns on firm value and the behavior of stakeholders?
Third, why do activist hedge funds engage in this behavior? And finally, what does this
behavior imply about the aggregate effects of activists on the shareholders of targets?

To address these questions, we manually construct a database containing information
on public short campaigns by activist hedge funds. We identify 280 campaigns by 49
activist hedge funds from 1996-2015. Campaigns are generally disclosed through the media,
investment conferences, or letters to investors. Campaigns also feature a wide arrange of
allegations, which we group into two types: passive and activist. Passive short campaigns
do not aim to affect the underlying cash flows of a target; the goal of such campaigns is
rather to convince other investors that the target is overvalued (e.g., due to competitive
pressures). In contrast, activist short campaigns specifically seek to change aspects of the
target’s behavior or its future cash flows. For example, activists often criticize targets’
products or business models. If targets’ customers adopt activists’ views, the demand for
targets’ products would drop, resulting in lower free cash flows.

We find that the prevalence of public short campaigns has increased significantly in

the past decade. Prior to 2008 the average number of public short selling campaigns was

4See “Prosecutors Interview People Tied to Ackman in Probe of Potential Herbalife Manipulation,” The
Wall Street Journal 3/12/2015



fewer than 10 per year, but starting in 2008 the average number of campaigns approximately
tripled, peaking with 59 in 2015. Approximately one-third of the campaigns are classified as
activist and seek to affect the underlying cash flows of the target. We also find that targets
of public short campaigns differ from targets of long activism campaigns on important
dimensions: short targets tend to be growth firms with strong past performance while long
targets tend to be value firms with weak past performance (Brav et al. (2008)).

The announcement of campaigns is associated with negative abnormal returns for
targets. Consistent with previous papers that examine disclosure of short positions in
other contexts (e.g., Ljungqvist and Qian, 2016; Zhao, 2016), cumulative abnormal returns
(CARs) are approximately -3% in a [-10 ,10] window around public disclosure. This negative
abnormal performance is not short-lived; CARs decrease to less than -7% for the [-10, 100]
window. For public short selling campaigns classified as activism, the results are even more
striking: CARs decrease to less than -12% for the [-10, 100] window. We obtain similar
results for the sample of campaigns announced at investment conferences, suggesting that
confounding events (e.g., announcement of negative news) do not drive the findings.

We next examine changes in the behavior of other stakeholders that potentially
contribute to the decrease in firm value stemming from public disclosure of short
positions. We find that aggregate short interest increases by 10% following such disclosures.
Campaigns are also associated with a sizable increase in media coverage with a negative
tone. Finally, disclosures of short positions are followed by an increase in litigation. This
result is driven by shareholder lawsuits, fraud/accounting lawsuits, and IP lawsuits, all
of which can impose significant costs on firms. Importantly, for both changes in targets’
valuations and the behavior of other stakeholders, the results are not driven by changes in
aggregate short interest, suggesting the effects of public short campaigns are stronger than
those of non-public short sales.

We consider two non-mutually exclusive economic mechanisms that may explain why

activist hedge funds voluntarily disclose short positions. First, if activists have the ability



to decrease the value of targets, public disclosure may facilitate short investor activism.’

Similar to long campaigns in which activists seek increase firm value, short activism
campaigns seek to influence corporate behavior or future cash flows so as to lower firm value.
Indeed, two recent papers by Collin-Dufresne and Fos (2015) and Back, Collin-Dufresne,
Fos, Li, and Ljungqvist (2018) develop theoretical models to study activist shareholders
who can not only undertake activities to increase the value of long positions, but also take
actions to decrease the value of short positions. Approximately one third of our sample
consists of short campaigns which activist allegations, indicating that disclosure of some
short positions is motivated by activism.

Second, we consider why activists disclose short campaigns with passive allegations.
We develop a framework showing that even if activists cannot engage in short activism, the
ability to increase the value of long positions incentivizes information acquisition because
it can be used for either trading or activism purposes. However, these incentives also
make it more likely that activists uncover information that is sufficiently negative to offset
the costs associated with disclosure of a short position. If this is the case, the likelihood
of voluntary disclosure increases with the activist’s ability to increase the value of long
positions. Consistent with this prediction, we find that public short selling campaigns are
more likely to be undertaken by experienced activists.

Finally, we undertake a joint analysis of both the long and short positions of activist
hedge funds to assess their aggregate effect on the existing shareholders of targets. While
previous research documents that long campaigns by activists are associated with significant
wealth gains for existing shareholders, we find that such gains are offset by negative returns
following a short campaign. The aggregate effect of activists on the existing shareholder
base of firms they target is indistinguishable from zero. Thus, while there are positive effects

of both long activism (e.g., promoting economic and price efficiency) and short activism

5We use term “investor activism” rather than “shareholder activism” because activist hedge funds do
not own shares of their public short selling targets.



campaigns (e.g., reducing fraud), our findings indicate the effect on targets’ shareholders
may not be positive. This highlights the tension between the contribution of activist hedge
funds to economic and price efficiency and their effects on targets’ shareholders.

Our findings contribute to multiple strands of literature. First, our paper is related
to the literature on hedge fund activism. This literature broadly finds that long campaigns
by activists are associated with positive stock price reactions and improved operating
performance (e.g., Brav et al., 2008; Becht et al., 2008; Klein and Zur, 2009; Bebchuk et al.,
2015; Clifford, 2008).5 While this literature focuses on activists buying stakes in firms, our
paper shows that these investors increasingly initiate public short selling campaigns. We
document the characteristics of such campaigns and show they are associated with large
abnormal negative returns. Thus, our findings indicate that the actions of activist hedge
funds are not limited to those intended to increase stock prices.

We also contribute to the literature on short selling. Financial economists have long
been interested in the relation between short sales and future performance. A number of
papers have shown aggregate short interest for a stock is associated with weaker future
performance at both the market and individual stock levels (e.g., Seneca (1967); Senchack
and Starks (1993); Desai et al. (2002); Rapach et al. (2016)). Previous work has also
analyzed alternative measures of aggregate or institutional short selling, including required
disclosure in European markets (e.g., Jones et al. (2016)), costs associated with shorting
(e.g., Cohen et al. (2007); Jones and Lamont (2002)), and institutional short sale orders
(e.g., Boehmer et al. (2008)). A related strand of literature studies the nature of information
known by short sellers, including the detection of financial misconduct (Karpoff and Lou
(2010)), anticipation of earnings and analyst downgrades (e.g., Christophe et al. (2004);

Christophe et al. (2010)), and the ability to process public news releases Engelberg et al.

6Other papers examine the effect of activists on various outcomes, including innovative activities (Brav
et al., 2018), productivity and asset allocation (Brav, Jiang, and Kim, 2015), and takeover offers (Boyson,
Gantchev, and Shivdasani (2017); Greenwood and Schor (2009)). See Brav, Jiang, and Kim (2010), Denes,
Karpoff, and McWilliams (2017), and Gillan and Starks (2007) for comprehensive reviews of this literature.



(2012)). In contrast to this literature, we examine voluntary disclosures of short positions.
While such disclosures have been rare historically, it has become a more common occurrence
in recent years. We also provide evidence that public short selling campaigns are associated
with chages in the behavior of stakeholders potentially to the benefit of the activist.

Our paper is also related to recent work on public short selling by different market
participants. Ljungqvist and Qian (2016) argue that negative research reports issued by
small investors help them to overcome limits to arbitrage associated with short selling.
Zuckerman (2011) studies the use of public disclosure of short positions by hedge funds
as a coordinating mechanism. Finally, Zhao (2016) assembles a database of public short
selling campaigns by institutions, research firms, and individual investors and studies target
characteristics and announcement returns. In contrast to this earlier work, our paper
specifically focuses on public short campaigns by activist hedge funds. A key contribution
of our work is to argue that the access to activism technology can explain why activist hedge
funds engage in public short selling. In addition, we offer an assessment of the aggregate

effects of activists on target shareholders.

1. Data

Our sample consists of public short selling campaigns by activist hedge funds between
1996 and 2015. Because US securities laws do not mandate disclosure of short positions, we
collect information on campaigns from public sources. To construct the sample, we begin
with a list of activist hedge funds from Brav et al. (2010). This list contains hedge funds
that have filed a Schedule 13D, indicating an ownership stake of larger than 5% in a firm
and an intent to influence the target. Our focus on activist hedge funds is an important
difference between our work and the previous literature that examines voluntary disclosure

of short positions by non-activist shareholders.”

"Ljungqvist and Qian (2016) focus on research reports published by arbitrageurs that specialize in short
selling, while Zhao (2016) focses on a sample of public short disclosures by various types of investors (e.g.,
individuals, institutions, research firms, etc.)



We use Factiva to create a database of publicly disclosed short positions by activist
hedge funds. Specifically, we conduct searches of the form “Activist Hedge Fund Name”
and (“short position” or “short selling”), as well as other variants of these phrases across
the newspapers, newswires, blogs, and television transcripts covered by Factiva. In some
cases we conduct internet searches to find additional information. For each instance
of a public short campaign, we collect the date of the announcement, the revelation
method (e.g., investment conference, media interview, release of a white paper, etc.), and
the primary allegations made by the activist (e.g., general overvaluation, fraud, threats
from competitors, etc.). We match target firms and activist funds to their respective
identifiers by searching the CRSP/Compustat merged database and the Thomson Reuters
13F database, respectively. The final sample consists of 280 public short selling campaigns
by 49 activist hedge funds from 1996-2015.

We merge data from several other sources to our sample. Financial accounting
and stock return information are from the Compustat annual files and CRSP daily files,
respectively. Short interest and fail-to-deliver data are from Compustat and the SEC,
respectively. Institutional ownership data is from Thomson Reuters, and analyst coverage
is from IBES. We obtain information on different types of litigation against firms using
Audit Analytics. Measures of the quantity and tone of media coverage are from RavenPack

News Analytics. All variables are defined in Table A1l.

2. Campaign and Target Characteristics

In this section, we characterize public short selling campaigns and their targets. Our
analysis of campaign characteristics focuses on the prevalence of public short campaigns
over time, as well as their allegations and disclosure methods. For our analysis of targets,
we document firm characteristics that predict short campaigns and compare them to those

of long campaigns undertaken by activist hedge funds.



2.1. Campaign Characteristics

Figure 1 shows the time series distribution of public short selling campaigns. The
figure is consistent with anecdotal evidence suggesting that voluntary disclosure of short
positions has increased in recent years. Specifically, prior to 2008 the number of public
short selling campaigns was fewer than 10 per year. Starting in 2008, however, the number
of campaigns increased substantially, averaging 28 per year. While some of campaigns
launched in 2007-2008 were in direct response to the financial crisis (e.g., Bill Ackman’s
campaign against Lehman Brothers), the number of public short selling campaigns by
activist hedge funds has remained elevated in the post-crisis period. Indeed, 2015 saw
more public short selling campaigns by activist hedge funds than any other year in our
sample. Panel B shows the number of activist hedge funds that have launched public short
selling campaigns during the sample. The time series pattern is similar to panel A, though
the magnitudes are lower indicating that some activists launch multiple campaigns in the

same calendar year.
[Insert Figure 1 here]

We next turn attention to the allegations of public short campaigns. For each
campaign in our sample, we classify the activists’ allegations into six categories: fi-
nancials/capital structure, industry/competitors, general overvaluation, fraud/accounting,
product/business model, and management/insider trading. The classifications are not
mutually exclusive, so some campaigns include multiple types of allegations. We further
classify the allegations into two broad samples: passive and activist. Passive allegations
(financials/capital structure, industry /competitors, and general overvaluation) relate to the
valuation of the target. Activist allegations (fraud/accounting, product/business model,
and management /insider trading) seek a change inthe firm’s practices. The key difference
between the samples is that activist allegations seek to directly affect a corporation by

infuencing corporate practices or future cash flows. While passive campaigns may lead to



similar effects (e.g., if there are feedback effects stemming from a lower share price), this
is not their primary goal.

Panel A of Table 1 reports the distribution of short campaigns across the types of
allegations. Short campaigns with passive allegations that seek to convince other investors
that a firm is misvalued constitute approximately two-thirds of our sample. Approximately
13% of the campaigns in our dataset allege that the target firm has financial or capital
structure problems, such as being over-leveraged. Another 24% of campaigns allege that
the target’s industry is weak or that the target is at a competitive disadvantage within its
industry. About 40% of the campaigns allege that the target is generally overvalued but
provide no further justification for this claim.

The remainder of the sample consists of activist campaigns that seek to directly
influence corporate behavior or cash flows. Campaigns that accuse the target of fraud or
misleading accounting make up about 13% of the sample. In these campaigns activists
hedge funds demand regulatory action against the firm. Approximately 15% of campaigns
criticize the target’s products or business model. These allegation can lead to changes in
the demand for targets’ products. Finally, close to 5% of campaigns criticize management
or cite insider selling as the reason for the short position. These campaigns can potentially

lead to changes in insider trading and even management turnover.
[Insert Table 1 here]

Panel B reports the distribution of disclosure methods across short campaigns. We
classify disclosure methods into four categories: letters to investors, newspapers/television,
investment conferences, and white papers/other. Approximately 12% of the short positions
are disclosed in a letter to the fund’s investors. The most common form of disclosure, in
the newspaper or on television, accounts for about 46% of the sample. Another 23% of
positions are revealed at investor conferences. The remaining 13% are either disclosed

through white paper or some other form of announcement.



2.2. Target Selection

Table 2 reports characteristics of public short selling targets as well as the difference
with matched firms (following the matching methodology in Brav et al. (2008)). The targets
differ from the matched sample along a number of dimensions. The starkest difference is
in terms of size: on average the market value of equity for targets is close to $10 billion
larger than matched firms. One potential reason for this finding is that we build our sample
based on media coverage of public short selling events. Media, of course, is more likely to
cover large companies. Therefore, a large firm is more likely to identified as a public short
selling target. We therefore will be using firm size (as measured by market cap) as one of
matching criteria in the remaining part of the analysis.

We also find that targets tend to have higher Q, revenue growth, and previous stock
returns than matched firms, indicating that they are (on average) growth firms with strong
past performance. This is the direct opposite of characteristics of activism campaign targets
reported by Brav et al. (2008) (see Table 3), who find such firms tend to be value stocks
with weak past performance. However, there are some similarities between the activism
and short selling targets of activists hedge funds. Namely, we find evidence that short
selling targets tend to have higher institutional ownership, more analyst coverage, and
higher leverage, which are also characteristics of activist targets according to Brav et al.
(2008). We do not find evidence of differences for book-to-market, ROA, cash flow, cash

holdings, or payouts between the public short selling targets and matched firms.
[Insert Table 2 here]

Table 3 analyzes which variables predict public short selling campaigns using probit
model (column 1) and OLS model (columns 2-4). The dependent variable is an indicator
variable equal to one if a firm is targeted in a public short selling campaign, and the sample
consists of all Compustat firm-year observations from 1996-2015. The evidence presented in
this table is broadly consistent with the descriptive statistics in Table 2. In particular, we

find robust evidence that the likelihood of targeting is positively associated with firm size
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across the different specifications. Similar to Table 2, we also find targeting is positively
related to Q, revenue growth, leverage, and institutional ownership. However, we do not

find evidence that targeting is related to analyst coverage.

[Insert Table 3 here]

3. Shareholder Wealth Effects

In this section we analyze the effect of public short campaigns on shareholder wealth.
Specifically, we analyze the abnormal returns around the announcement of campaigns. We
also separately document CARs for both activist and passive campaigns, and we compare
abnormal returns to those associated with large changes in short interest.

We first analyze stock price behavior around announcements of public short selling
campaigns by activist hedge funds. To conduct this analysis, we calculate the cumulative
abnormal returns from the Fama and French three-factor (market, size, and book-to-
market) model from 100 days before the announcement of a public short selling campaign
to 100 days after. Figure 2 plots CARs for the [-100, 100] period around the announcement
of a public short campaign. Table 4 reports CARs calculated using CAPM, three-factor,
and five-factor models for the [-10, 10] and [-10, 100] periods.

[Insert Figure 2 here]

Panel A of Figure 2 indicates that the [-100, 100] period around the announcement
of public short selling campaign by activist hedge funds is characterized by negative stock
performance. Prior to the announcement of public short selling campaign, abnormal returns
reach 4%, suggesting that the stock could be overvalued. After the announcement, the
abnormal return drops to -7% and the within few months stabilizes at -4% level. Thus,

public short selling campaigns lead to a significant change in stock prices, corresponding

to about -8% CAR.
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Panel A of Figure 2 also provides insights into the abnormal turnover around
activist hedge funds’ public short campaigns. The dark bars in Figure 2 correspond to
abnormal daily turnover. We find negative abnormal turnover during [-100, -20] period
and positive abnormal turnover during [-10, 30] period. Abnormal turnover jumps after
campaign announcement, indicating that market participants respond to public short
selling campaign announcements. Moreover, it validates our empirical setting as it suggests
the announcement dates we hand-collect correctly capture the timing of when market
participants learn about a campaign. Volume remains elevated for approximately 30 days,
and then abnormal turnover is close to zero in the [30, 100] period.

Panel B of Figure 2 separately analyzes CARs for campaigns announced at investment
conferences and the remainder of the sample (e.g., those announced in newspapers or
letters to investors). The light and dark gray lines in this figure show CARs for positions
announced and not announced at conferences, respectively. One advantage of analyzing
campaigns announced at conferences is that their timing is likely orthogonal to other firm-
specific events (e.g., earnings reports) that may have a negative effect on stock prices.
In contrast to the rest of the sample, CARs for such campaigns are positive prior to
announcement, but fall by a similar magnitude after public disclosure at a conference.

We next compare CARs around short campaigns by activists to large changes in
aggregate short interest. The dashed line in Figure 3 shows that large changes in short
interest (more than 5% of shares outstanding)® take place after the stock experiences
positive CARs. Specifically, CARs are about 5% in the [-100, -1] window. After the
stock experiences a large increase in short interest, it realises negative abnormal returns.
CARs reduce from 5% in the [-100, -1] window to 2% in the [-100, 100] window. Thus,
large increases in short interest are associated with lower future abnormal returns.

We next consider two types of public short selling campaigns. The grey line in Figure

8Conditional on experiencing a 5% of shares outstanding increase in short interest, the average increase
in short interest is about 15% of shares outstanding.
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3 corresponds to CARs for campaigns with passive allegations. Overall, pre-event dynamics
of CARs for passive public short selling campaigns and large increases in short interest are
similar: both groups exhibit 4-5% CAR. After passive public short selling campaigns are
announced, however, stocks experience more negative abnormal returns than after large
increases in short interest. Within 100 days CARs for two groups converge. These findings
are consistent with passive public short selling campaigns enhancing the flow of negative
information into prices.

The dark line in Figure 3 corresponds to CARs for campaigns with activist
allegations. Stock price dynamics are very difference for this group of campaigns. Prior
to announcement, abnormal returns are small. On the announcement date, target
stocks experience sharp negative abnormal returns, reaching -10% two weeks after the
announcement. Negative abnormal returns continue, leading to approximately -14% in the
[-100, 100] window. The magnitude of this effect is much large than that for passive public
short campaigns and for large increases in short interest. This differential suggests the
valuation effects of public short campaigns that require an action exceed those of a large

change in aggregate short interest.
[Insert Figure 3 here]

Table 4 reports formal statistical tests for the abnormal returns around announce-
ments. In panel A we compare all public short selling campaigns and large increases in
short interest. When we consider public short selling campaigns, we find that CARs in the
[-10, 10] period range from negative 3.3% to negative 3.5%. Longer-term abnormal returns
from [-10, 100] range from negative 5.2% to negative 7.2%, depending on the model used to
calculate abnormal returns. Consistently with results in figures, we find that public short
selling campaigns experience more negative CARs in the [-10, 10] window as well as in the
-10, 100] window. For instance, when we use three-factor model, we find that relative to

large increases in short interest, CARs for public short selling campaigns are 4.4% lower
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in the [-10, 10] window and 5.7% lower in the [-10, 100] window. These differences are

statistically significant at 1% and 5% level, accordingly.
[Insert Table 4 here]

In panel B we compare CARs for large increases in short interest and CARs for public
short selling campaigns with activist allegations We find that the differences in CARs are
significant both economically and statistically. When activist hedge funds actively advocate
for real changes (e.g., regulatory enforcement), target firms experience CARs from negative
6.7% to negative 7.3% in the [-10, 10] period, reaching negative 12% in the [-10, 100] period.
These CARs are larger than CARs for large increases in short interest, both statistically
and economically. For instance, when we consider three-factor model CARs and [-10,100]
period, the difference between CARs is about 10% and is significant at 5%.

Finally, panel C compares CARs for large increases in short interest and CARs for
public short selling campaigns with passive allegations. Consistent with the evidence in
Figure 3, the difference in CARs between these two types of events in the [-10,100] window
is small economically (2-3%) and statistically insignificant. These findings indicate that
public short selling campaigns with passive allegations lead to faster flow of information
into prices relative to large increases in short interest.

In sum, public disclosure of short positions by activists leads to significantly negative
abnormal returns. This finding validates our empirical setting as it suggests market
participants we unaware of the campaigns prior to the public disclosure. Moreover, the
evidence suggests this effect is not solely driven by a large change in short interest. We
also find that when activist hedge funds advocate for real changes, cumulative abnormal
returns are more negative. In the next section, we explore whether the negative abnormal
returns are (at least partially) the result of a change in behavior by other stakeholders that

may have negative effects on firms.
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4. Actions by Other Stakeholders

As noted previously, public short selling campaigns may entail significant costs for
short sellers. In equilibrium, short sellers will still undertake such campaigns if there are
benefits that outweigh these costs. In the previous section, we reported evidence of one
such benefit: the announcement of a short campaign is associated with significantly negative
abnormal returns in excess of those associated with large changes in short interest. In this
section, we turn attention to how the announcement of such campaigns affect the behavior
of other stakeholders. We specifically focus on short selling by other market participants,
media coverage, and litigation by shareholders and other parties. We hypothesize that
public disclosure of short campaigns may lead to changes in the behavior of along these

dimensions that may have a negative effect on firm value.

4.1. Short Interest

A potential benefit of publicly disclosing a short position (from the perspective of
activists) is that it may induce a “bear raid” in which other investors sell the stock (e.g.,
Goldstein et al., 2013; Khanna and Mathews, 2012). In this section we test whether there
are changes in aggregate short selling behavior around the announcement of activist short

selling campaigns. To address this question, we estimate the following regression:

Yiet = aTargetys + Co + Eiet, (1)

where y;; is aggregate short interest (normalized by shares outstanding) for firm i, event
e, and period t, where a period is two weeks. Target;; is a dummy variable that indicates
observations after the announcement of a public short selling campaign, and (; are event

fixed effects.” The results of this analysis are reported in Table 5.

[Insert Table 5 here]

9In contrast to later tests, we do not include firm-level accounting controls in the regression specification
due to the high-frequency nature (bi-weekly) of short interest data.
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The positive coefficient for T'arget; (both including and excluding event fixed effects
in columns 1 and 2, respectively) indicates that total short interest increases in the period
following the initiation of a public short selling campaign. The economic magnitude of these
effects is sizable, corresponding to over a 10% increase in short interest for the campaigns in
our sample. The coefficient is significant at the 1% level when we control for time-invariant
heterogeneity at the event level.

Figure 4 plots total short interest in the 20 two-week periods around the initiation of
a short selling campaign. Panel A shows that there is an upward trend in short interest
prior to the public announcement of a campaign. Following the announcement, average
short interest continues to increase for approximately 5 periods (i.e., 10 weeks) and then
remains relatively stable. This trend potentially reflects the endogenous timing of the
announcement of campaigns (e.g., activists may announce campaigns when a company is
already performing poorly), but may also be indicative of activists increasing their short
position in the stock. Panel B plots short interest for the sample of campaigns revealed
at investment conferences. The pre-trend in short interest is less apparent for this sample,

and short interest only increased following the public announcement of the campaign.
[Insert Figure 4 here]

Overall, the results are consistent with the idea that public short selling campaigns
by activist hedge funds affect short selling by other market participants. Since such short
sellers are arguably likely to further push down share prices, this would increase benefits

of publicly disclosing short position.

4.2. Media Coverage

We next turn attention to the relation between public short selling campaigns by
activist hedge funds and media coverage. Previous work finds that media coverage mitigates
informational frictions (e.g., Fang and Peress, 2009; Engelberg and Parsons, 2011), and

the tone of such coverage affects returns and volume (e.g., Tetlock, 2007). One potential
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benefit of public disclosure of short positions is that it may influence the likelihood or tone
of media coverage of a firm. Such changes may, in turn, further reduce prices and therefore
increase the value of activists’ short positions.

To study media coverage around public short selling campaigns, we estimate the

following OLS regression:

Yiq = QTarget;, + Xilqﬁ + (g + G + €igs (2)

where y;, is outcome variable related to media coverage for firm ¢ and year-quarter g,
Target;, is a dummy variables that indicates the event quarter and the following three
quarters, X, is a vector of control variables, (, are year-quarter fixed effects, and ¢, are
firm fixed effects.

Table 6 reports results for the tone of media coverage. In this table, we report
estimates of regression (2), while considering only strongly negative articles (columns 1
through 4) and strongly positive articles (columns 5 through 8). The sentiment of media
coverage as measured by the Event Sentiment Score (ESS) assigned by Ravenpack. We

define an article as strongly negative if ESS<30 and as strongly positive is ESS>70.
[Insert Table 6 here]

We find public short selling campaigns are associated with an increase in the number
of strongly negative articles.

Coefficients are significant at the 1% level or lower for each of the specifications. The
estimates remain significant after we control for short interest in column 3 and several firm
characteristics in column 4, suggesting changes in media coverage are above and beyond of
what can be explained by passive short selling. Similarly, columns 5-8 indicate evidence of
a corresponding increase in strongly positive articles.

Interpreting the relative economic magnitude of the effect on positive and negative

articles is challenging because we use the natural logarithm of one plus the dependent
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variable (due to some firms having zero positive or negative articles). To facilitate the
interpretation of the effects, Figure 5 reports the percentage increase relative to the sample
mean in the number of articles for each ESS bin. The figure suggests the largest changes
in the tone of media coverage are driven by the bins with the most negative tone. While
there is a statistically significant increase in coverage for 8 of the 10 bins, the increases are
economically largest for negative articles. For instance, three largest percentage increases—

ranging from 90% to 110%—are observed for three most negative ESS bins.
[Insert Figure 5 here]

Overall, the above results indicate that public short selling campaigns by activist
hedge funds are associated with a change in media coverage, leading to more negative
coverage. This evidence is consistent with the idea that activists may use the media as
a platform to disseminate negative information about targets. Indeed, the majority of
campaigns (57.1%) in our sample are initially revealed via TV or newspaper. Given previous
research linking sentiment to stock returns, this is a plausible channel through which public

short selling campaigns confer benefits to activists.

4.8. Lawsuits

Finally, we consider whether activist short campaigns are associated with changes
in the likelihood of litigation. One reason why activists may publicly reveal negative
information about a firm is if such an action will lead to lawsuits initiated by regulators,
shareholders, or other parties harmed by the target’s actions. Such lawsuits may lower
firm value due to costs associated with mounting a defense or as part of a settlement
or penalty. Indeed, according to one survey of Fortune 200 firms, total litigation costs

averaged over $100 million per firm in 2008.1° Moreover, litigation may also be costly if it

10See http://www.uscourts.gov/sites/default/files/litigation_cost_survey_of_major_
companies_0.pdf.
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leads to a change in corporate behavior (e.g., discontinuing fraudulent practices) as part of
a settlement or penalty.

The results of our analysis are reported in Table 7. The outcome variables are an
indicator for litigation in the year following a public short selling campaign and the natural
log of one plus the total number of cases in the year following a public short selling campaign
in columns 1-4 and 58, respectively.!! The table reports estimates of the following OLS
regression:

yir = oTargety + X0+ G + G + €ir, (3)

where y;; is the litigation-related outcome for firm 7 in year t, T'arget;; is a dummy variables
that indicates year following the event, X; is a vector of control variables, (; are year fixed

effects, and (; are firm fixed effects.
[Insert Table 7 here]

Our findings indicate public short selling campaigns are associated with an increase
in litigation. Specifically, columns 2-4 show that public short selling is associated with
an increase in the likelihood of litigation (within firm) of approximately 11-13 percentage
points. This effect is economically large relative to the sample mean of 11%. We find
similar results for the number of lawsuits faced by firms in columns 5-8. In untabulated
results, we break down the specific types of lawsuits and find a positive and statistically
significant effect for shareholder lawsuits, fraud/accounting lawsuits, and IP lawsuits. We
do not, however, find evidence of a change in antitrust lawsuits or product liability lawsuits.

Overall, the results indicate that public short selling is associated with a significant
increase in litigation for targeted firms. These results are consistent with activist hedge
funds revealing damaging information through such public short selling campaigns (e.g.,

fraud) that directly results in the filing of a lawsuit by a damaged party.

UThe types of lawsuits considered include shareholder litigation, fraud or accounting suits (potentially
initiated by the SEC or other regulators), IP suits, product liability suits, and antitrust suits.
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5. Discussion of Economic Mechanisms

In this section, we seek to understand why activist hedge funds engage in public short
selling campaigns. We consider two main economic mechanisms that potentially explain
our findings. First, public disclosure may facilitate “short investor activism” in which
activists attempt to influence corporate decisions or otherwise affect future cash flows.
Second, activists have stronger incentives (relative to non-activist investors) to acquire
information about firms because they can take actions to increase the value of their long
positions. These information acquisition incentives make it more likely that activists learn
sufficiently negative information to outweigh the costs associated with disclosure of a short
position. We also consider whether public disclosure of short positions is associated with
reputational effects or serve as hedges for existing long positions, though we do not find

evidence consistent with these explanations.

5.1. Short Investor Activism

Activists may disclose short positions because it allows them to influence the actions
of a target in ways that reduce firm value (i.e., short investor activism). It is important
to note, however, that not all public disclosures of short positions constitute activism. To
illustrate this, first consider a long activism campaign. In such a campaign, the activist
identifies a company whose future free cash flows can be increased if a certain action is
implemented. For example, the activist may believe that replacing a firm’s CEO would
benefit shareholders. The activist accumulates shares of the target and makes a public
announcement about this demand. If market participants agree with the activist, stock
prices will increase in anticipation of higher future cash flows. The activist will then engage
with the target to influence its behavior.

In both cases, the activist takes an action that is expected to affect a target’s
future cash flows and trades in the direction of the impact on firm value. Thus, public
short campaigns with allegations that aim to change target’s practices constitute activism.

Indeed, theoretical models by Collin-Dufresne and Fos (2015) and Back, Collin-Dufresne,
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Fos, Li, and Ljungqvist (2018) study activist shareholders who engage not only in long
campaigns, but also in short activism campaigns. Our paper provides evidence that is
consistent with some public short campaigns being examples of short activism. Specifically,
approximately one-third of our sample (i.e., activist short campaigns) aim to influence
aspects of corporate behavior or future cash flows. Voluntary disclosure of short positions
potentially facilitates such campaigns. Thus, public short campaigns are potentially a
result of activists’ ability to decrease the value of targets.

However, it is important to note that two-thirds of campaigns in the sample do not
have the explicit goal of influencing corporate behavior. Rather, most short campaigns
are passive and seek to convince other investors that a stock is misvalued. While such
campaigns may still affect corporate decision making (e.g., through feedback effects as
in Goldstein et al., 2013), it is public disclosure of these positions is likely not a direct
consequence of access to activism technology that lowers firm value. We next explore a

potential channel for why activists publicly disclose campaigns with passive allegations.

5.2. Information Acquisition Synergies

We next consider whether access to activism technology for long positions increases
the expected payoff from the disclosure of short positions. We formally develop a theoretical
framework describing this mechanism in Appendix B. In our framework, an investor can
acquire information about a firm. If the firm is undervalued, the investor can purchase the
stock and choose whether or not to initiate a shareholder activism campaign. If the firm is
overvalued, the investor can short the stock and choose whether or not to publicly disclose
the position. Assuming disclosure is costly, the investor will take this action only if his
private information about the firm is sufficiently negative, such that the expected benefits
of disclosure (e.g., due to actions by other stakeholders) exceed its costs.

We assume that the activist has access to activism technology that allows him to
increase the value of long positions. This technology incentivizes information collection

because positive information can be used for either trading or activism purposes. That
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is, because the activist can increase firm value if he learns that the firm is a good target
for shareholder activism, this creates an incentive to learn information. However, this
investment in information acquisition also makes it more likely that the investor uncovers
information that is sufficiently negative to justify the public disclosure of short positions.
This potential mechanism suggests that short campaigns are more likely to be undertaken
by skilled or experienced activists (i.e., those with access to effective activism technology)
because they will have relatively stronger incentives to acquire information.

We find evidence that the characteristics of activists are consistent with this
explanation. First, in Table 8 we examine whether activist hedge funds that undertake
short campaigns differ from those who do not in terms of their previous experience with
shareholder activism. In this table, we sort activist hedge funds into quartiles based on
their number of previous long campaigns. For this analysis, we use the updated sample
of activism campaigns from Brav et al. (2008), which consists primarily of 13D filings by
activist hedge funds. There is a wide range of experience among the activists in our sample;
those in the first quartile have undertaken just one activism campaign, while those in the
fourth have undertaken 17 on average (median=12). For each quartile we report the average
number of public short selling campaigns in column 4. Activist hedge funds in quartiles
1 and 2 (i.e., those with the least activism experience) initiated 0.036 and 0.348 public
short selling campaigns, respectively. However, those in quartiles 3 and 4 (with the most
activism experience) initiated 1.222 and 1.034 public short selling campaigns, respectively.
Thus, consistent with the information acquisition mechanism, our findings indicate public

short campaigns are more likely to be undertaken by more experienced activists.

[Insert Table 8 here]

In Table A2 we examine whether there are differences in the tactics used for long
campaigns by activist hedge funds with public short selling experience. Our findings

indicate that activist hedge funds that undertake short campaigns tend to be more hostile
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than those that do not.'? Specifically, the likelihood of initial hostility is 4.8 percentage
points higher for activist hedge funds with public short selling experience, while the
likelihood of hostility at any point during activism campaign is 4.4 percentage points higher.
In addition, there is evidence that such activist hedge funds have more ambitious goals;
the likelihood of seeking a sale is 5.7 percentage points higher and the likelihood of seeking
a change in business strategy is 4.4 percentage points higher for activist hedge funds with
public short selling experience. To the extent that the use of hostile tactics and ambitious
goals are correlated with activist skill, the differences in tactics are also consistent with the

information acquisition mechanism.

5.3. Alternative Mechanisms

We next consider alternative explanations for why activist investors voluntarily
disclose short positions. First, successful campaigns may improve the reputation of activists
and lead to higher returns for subsequent long activism campaigns. For example, successful
public short selling campaigns may lead to higher abnormal returns for subsequent activism
campaigns if it leads to more support from long-term investors (Appel et al., 2018). To
test this idea, we regress long campaign CARs on CARs for previous short campaigns.

Specifically, we run the following regression:
CARM = aCARY™ + X[5 + G + (s + <5, (4)

where C’AREO"Q is the abnormal return for long campaign i for activist hedge fund f,
C’AR;’“’” is the abnormal return for public short selling campaigns for fund f in the
preceding 12 months, X; is a vector of control variables, (; are year fixed effects, and (y are
activist hedge fund fixed effects. The results are reported in the Appendix Table A3. We

find little evidence that CARs for public short campaigns are related to subsequent CARs

12Brav et al. (2008) define hostile campaigns that includes actions such as threatening/initiating a proxy
fight, suing the company, or intending to take control of the company.
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for long activism campaigns. If anything, the coefficients are positive across the different
specifications, though only statistically different from zero in two instances. Overall, our
results suggest that there are not strong reputation effects associated with public short
selling campaigns by activists.

Second, short positions may serve as hedges for existing long positions. Specifically,
activists may undertake such campaigns as part of a pair-trade with an existing long
position. To conduct this analysis, we test whether public short campaigns are associated
with the weights of competitors in activists’ portfolios. Specifically, we estimate the

following regression:

Target;; = aCompetitor Port folioW eighty, + X[,0 + ¢ + G + €it, (5)

where Target;; is an indicator for whether a firm is targeted by a public short campaign,
Competitor Port folioW eight;; is the activists’ portfolio weight in competitors, X;; is a
vector of control variables, (; are year fixed effects, and (; are firm fixed effects. We define
competitor portfolio weights (and score weighted portfolio weights) based on classifications
by Hoberg and Phillips (2010) and Hoberg and Phillips (2016). Table A4 in the Appendix
reports the results. The results indicate hedging is not a primary motivation for public

short campaigns.

6. Discussion and Implications

Our analysis indicates that short campaigns, particularly those with activist allega-
tions, are associated with negative CARs. In contrast, the previous literature shows that
long campaigns by activists are associated with positive gains for shareholders (e.g., Brav
et al. (2008)). One interpretation of these findings is that activists are skilled in identifying
misvalued stocks (both over- and under-valued) and potentially taking actions to correct
mispricings. However, the effect of activists on the existing shareholders of targets is

unclear. When an activist launches a long campaign, the holdings of existing shareholders
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increase in value on average; when it launches a short campaign, the holdings of existing
shareholders decrease in value on average. In this section we analyze the overall effect of
activist hedge funds on shareholder wealth.

The results of our analysis are illustrated by Figure 6. The light grey line shows
the cumulative value-weighted abnormal returns for long activism campaigns. Similar to
Brav et al. (2008), we find that long campaigns are associated with abnormal returns
of approximately 4% using a three-factor model.'® In untabulated results, we find this
effect is highly statistically significant. The dark grey line shows the cumulative value-
weighted abnormal returns for public short selling campaigns. The abnormal returns reach
approximately -7% and, as noted in Table 4, are also statistically significant. The black
line in Figure 6 shows the cumulative value-weighted abnormal returns for all campaigns
(i.e., both long activism and public short selling campaigns) undertaken by activist hedge
funds. The value-weighted CARs for the aggregate sample are negative, though statistically
noisy. Thus, the overall effect of activist hedge funds on target shareholders’ wealth is

indistinguishable from zero.

[Insert Figure 6 here]

Overall, this finding raises questions related to the aggregate effect of activists
on financial markets. Traditional metrics that are aligned with interests of existing
shareholders (e.g., abnormal returns) fail to detect a positive effect of activists, thus
highlighting the tension between the contribution of activist hedge funds to economic and
price efficiency and their effects on targets’ shareholders. The main reason for this tension
is that enhancing economic efficiency (e.g., by reducing fraud) can go against interests of

existing shareholders.

13Note that we use value-weighted CARs, which leads to slightly lower average abnormal returns.
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7. Conclusion

Short sellers have been cast as villains throughout history; they have served as
scapegoats for the collapse of the Dutch East India Company, the stock market crashes
of 1929 and 1987, and the recent financial crisis.'* Even today, disclosure of short positions
is often met with hostility by managers, regulators, and the public at large. Despite
these costs, voluntary disclosure of short positions by activist hedge funds has become
increasingly common in recent years.

In this paper, we study the emergence of public short selling campaigns by activists.
While such campaigns were rare prior to 2008, there have been an average of nearly 30 per
year since. Short campaigns target growth firms and are associated with long-term negative
abnormal returns of nearly -7%. The abnormal returns are driven by activist campaigns
that specifically seek to influence corporate behavior or future cash flows as opposed to
passive campaigns that seek to convince other investors that a firm is misvalued. Moreover,
short campaigns are associated with changes in the behavior of other stakeholders, including
an increase in overall short interest, negative media coverage, and litigation.

We highlight two economic mechanisms that potentially explain the findings. First,
because some campaigns explicitly aim to change firms’ cash flows, voluntary disclosure
may also facilitate short activism. Second, the ability of activists to increase the value
of long positions incentivizes information acquisition, making it more likely that they
uncover sufficiently negative information to justify public disclosure of a short position.
Consistent with this mechanism, we find that short campaigns tend to be undertaken by
more experienced activists..

Finally, we jointly analyze activists’ long and short positions to assess their aggregate
effect on target shareholders. We find the negative abnormal returns for short campaigns
offset the positive returns of long campaigns, and the overall cumulative abnormal return

for shareholders of activists’ targets is indistinguishable from zero.

14See “Short sellers have been the villain for 400 years,” Reuters 9/26,/2008
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Overall, while public disclosure of short positions is costly, our findings indicate that
the benefits of disclosure outweigh the costs for some activists. This suggests that the
costs and benefits of disclosure potentially vary across investor types. Understanding these
incentives may play an important role in informing the policy debate regarding disclosure

rules for short sales.
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Figure 1: The Prevalence of Activists’ Public Short Selling Campaigns. Panel (a)
plots the number of public short selling campaigns initiated each year by activist hedge
funds. Panel (b) plots the number of activist hedge funds initiating public short selling
campaigns each year. The public short selling campaign data are described in Section 1.
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Figure 2: Abnormal Returns for Public Short Selling Campaigns. In panel (a), the
dark line plots the cumulative abnormal returns from the three-factor (market, size, and
book-to-market) model from 100 days before the announcement of a campaign to 100 days
after. The bars plot abnormal share turnover from 100 days before the announcement of a
campaign to 100 days after the announcement. In panel (b), the grey and black lines plot
the cumulative abnormal returns for public short selling campaigns initially disclosed at
investment conferences and disclosed through other means, respectively. The public short
selling campaign data are described in Section 1.
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Figure 3: Abnormal Returns for Large Increases in Short Interest and Types of
Public Short Selling Campaigns. This figure plots the cumulative abnormal returns
from the three-factor (market, size, and book-to-market) model from 100 days before an
event to 100 days after. The dashed line plots the cumulative abnormal returns for large
(more than 5% of shares outstanding) increases in short interest. The grey line plots the
cumulative abnormal returns for public short selling campaigns with passive allegations.
The dark line plots the cumulative abnormal returns for short activism campaigns. Table

1 describes types of allegations.
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Figure 4: Short Interest Around Public Short Selling Campaigns by Activist
Hedge Funds. In panel (a), the dark line plots the percentage short interest from 20
two-week periods before the announcement of a campaign to 20 two-week periods after. In
panel (b), the dark line plots the percentage short interest for public short selling campaigns
revealed at investment conference. The public short selling campaign data are described
in Section 1.
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Figure 5: The Tone of Media Coverage. The bars plot the percentage change in the
number of articles (relative to the mean) for each Event Sentiment Score (ESS) bin. ESS
ranges from 0 to 100, and 50 corresponds to a neutral sentiment. To calculate the changes
in media coverage for each ESS Bin, we estimate the following OLS regression for each
ESS Bin: y;, = aTargetiy + Xi 8+ (4 + (i + €ig, Where y;q is the log-transformed number
of articles written about the firm ¢ during year-quarter ¢, T'arget;, is a dummy variables
that indicates the event quarter and the following three quarters, X, is a vector of control
variables, ¢, are year-quarter fixed effects, and (; are firm fixed effects. Media coverage
data are from RavenPack News Analytics and cover 2000-2015 period. The bars report the
ratio of o to sample average, minus one. Standard errors are clustered at the firm level.
* ¥ and *** indicate statistical significance at the 10%, 5%, and 1% levels, respectively.
All variables are defined in Table Al.
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Figure 6: Value-Weighted Abnormal Returns for Long and Short Campaigns.
This figure plots the cumulative value-weighted abnormal returns from the three-factor
(market, size, and book-to-market) model from 100 days before an event to 100 days after.
The light grey line plots the cumulative abnormal returns for activism campaigns. The
dark line plots the cumulative abnormal returns for all campaigns publicly disclosed by
activist hedge funds. The dark grey line plots the cumulative abnormal returns for public
short selling campaigns.
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Table 1: Public Short Selling Campaigns Allegations and Disclosure Methods
Panel A reports allegations made by activist hedge funds in public short selling campaigns.
These allegations are not mutually exclusive. We split the allegations into two groups.
Passive Allegations address the general overvaluation of the firm. Active Allegations ask
for a specific change in firm’s practices. Panel B reports how activist hedge funds revealed
their short positions. The public short selling campaign data are described in Section 1.

Number of campaigns Percentage of campaigns

(1) (2)
Panel A: Allegations
Passive Allegations:
Financials/Capital Structure 37 13.0%
Industry/Competitors 69 24.3%
General Overvaluation 113 39.8%
Activist Allegations:
Fraud/Accounting 36 12.7%
Product/Business Model 42 14.8%
Management /Insider Selling 13 4.6%
Panel B: Disclosure Methods
Letter to Investors 33 11.8%
Newspaper/TV 160 57.1%
Conference 51 18.2%
White Paper/Other 36 12.9%
Total Campaigns: 280
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Table 2: Target Descriptive Statistics

This table reports descriptive statistics of public short selling campaigns targets. All
variables are defined in Table A1l and are measured during year prior to the campaign.
Column (1)—(3) report mean, median, and standard deviation of each variable. Column
(4) reports the average difference with a matched firm and column (5) reports the t-statistic
of the difference. Matched firms are chosen based on 3-digit SIC code and MV and BM
deciles. If no match is found, we change the matching criteria to 2-digit SIC code and MV
and BM quintiles. If no match is found, we further change the matching criteria to 2-digit
SIC code and MV and BM terciles. Columns (6) and (7) report the median difference and
the corresponding Wilcoxon signed-rank test statistics.

Summary Statistics Difference with Matched Firms
Mean Median SD Avg. Diff. t-stat of Diff. Median Diff. Wilcoxon

(1) (2) 3) (4) () (6) (7)

Panel A: Firm-Level Variables

Log(MV (t-1)) 860  8.76 1.77 2.26 17.11 2.07 11.45
BM (t-1) 0.43 0.30 0.76 -0.07 -1.45 -0.10 -4.56
Q (t-1) 2.98 1.95 2.84 0.78 4.61 0.03 3.44
GROWTH (t-1) 0.20 0.15 0.39 0.09 3.23 0.02 2.79
ROA (t-1) 0.11 0.13 0.43 -0.01 -0.35 -0.01 -0.97
CF (t-1) 0.05 0.09 0.45 0.01 0.20 -0.01 -0.73
LEV (t-1) 0.60 0.62 0.23 0.03 2.01 0.04 2.53
CASH (t-1) 0.19 0.14 0.20 0.001 -0.20 -0.01 -0.90
DIVYLD (t-1) 0.02 0.00 0.04 0.002 0.66 -0.002 -2.29
PAYOUT (t-1) 0.25 0.00 0.52 -0.04 -0.93 -0.04 -3.23
Log(1 + ANALYST (t-1)) 1.88 2.05 0.82 0.13 2.20 0.15 3.22
INST (t-1) 0.66 0.72 0.31 0.05 1.55 0.08 3.49
STKRET (t-1) 0.32 0.08 0.83 0.15 2.69 -0.02 0.83
AMIHUD (t-1) 0.03 0.02 0.06 -0.02 -4.88 -0.01 -7.82
SHORTINT (t-1) 0.09 0.05 0.09 0.04 5.90 0.01 4.83
FTD (t-1) 0.0005 0.0006 0.0014 0.0002 1.88 0.0000 1.36
Panel B: Event-Level Variables

Lawsuit = 1 0.11 0.00 0.31

Log(1++# Lawsuits) 0.10 0.00 0.30

Log(1+# Articles) 1.74 1.95 1.39

Average Event Sentiment Score  52.00 50.00 5.57

Public Short Selling Dummy 0.12 0.00 0.32
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Table 3: Predicting Public Short Selling Campaigns

Column (1) reports estimated coefficients of the probit regression: Pr(PSS; = 1) =
O( Xy + ¢ + ¢ + €i), where the dependent variable PSS is a dummy variable equal
to one if the company is targeted in a public short selling campaign during the year, & is
the cumulative normal distribution, Xj;, is a vector of lagged covariates, (; are year fixed
effects, and (; are industry fixed effects. Columns (2)—(4) report estimated coefficients of
the OLS regression: PSS;; = Xjao + ¢ + (5 + €. Standard errors are reported in the
parentheses and are clustered at the firm level. These regressions cover all Compustat
firm-year observations from 1996 through 2015, and include both event and non-event
observations. All independent variables are defined in Table Al. *, ** and *** indicate
statistical significance at the 10%, 5%, and 1% levels, respectively.

Model: Probit OLS OLS OLS
(1) (2) (3) (4)
Log(MV (t-1)) 0.0003***  0.0008***  0.0010***  0.0010***
(0.0000) (0.0001) (0.0002) (0.0002)
Q (t-1) 0.0000***  0.0002**  0.0002**  0.0002**
(0.0000) (0.0001) (0.0001) (0.0001)
GROWTH (t-1) 0.0004***  0.0008* 0.0007* 0.0009**
(0.0001) (0.0004) (0.0004) (0.0004)
ROA (t-1) 0.0000 0.0001 0.0001 0.0000
(0.0002) (0.0006) (0.0006) (0.0006)
LEV (t-1) 0.0005**  0.0018***  0.0028***  (0.0021***
(0.0002) (0.0006) (0.0008) (0.0008)
DIVYLD (t-1) 0.0012 -0.0050 0.0020 -0.0015

(0.0013)  (0.0037)  (0.0042)  (0.0045)
Log(1 + ANALYST (t-1))  0.0000  0.0005%  0.0005 0.0004

(0.0001)  (0.0003)  (0.0003)  (0.0003)
INST (t-1) 0.0005%%*  -0.0010  -0.0020%*  -0.0020**

(0.0002)  (0.0008)  (0.0008)  (0.0008)

Observations 91,991 91,991 91,991 91,539
Pseudo R? / R? 0.158 0.004 0.012 0.072
Fized Effects:

Year FE No Yes Yes No
Industry FE No No Yes No
Industry-Year FE No No No Yes
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Table 5: Short Interest and Public Short Campaigns

This table reports changes in short interest around public short selling campaigns. Panel A
reports estimates of the following OLS regression: y;; = aTarget;+(;+¢;, where y;; is short
interest for event ¢ and period ¢, where a period is two weeks. Post; is a dummy variable
that indicates observations after the announcement of a public short selling campaign,
and (; are event fixed effects. The regression cover observation from 10 periods before the
announcement of a campaign to 10 periods after. Panel B reports estimates for a sub-sample
of public short selling campaigns reveled at investment conferences. Robust standard errors
are clustered by event and reported in the parentheses. *, ** and *** indicate statistical
significance at the 10%, 5%, and 1% levels, respectively. All independent variables are
defined in Table Al.

Dependent Variable: Short Interest

(1) (2)

Target 0.0098*  0.0138***
(0.0052)  (0.0044)
Constant 0.0980***
(0.0075)
Observations 3,829 3,829
R? 0.002 0.853

Fized Effects:
Event FE No Yes
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Table 8: Long Activism Experience and Public Short Selling Campaigns

This table documents the relation between long shareholder activism and public short
selling campaigns by activist hedge funds. Activist hedge funds are assigned to quartiles
based on the number of long activism campaigns. For each quartile, column (2) reports
the average number of long activism campaigns, column (3) reports the media number of
long activism campaigns, and column (4) reports the average number of public short selling
campaigns.

Long Activism  Average Number of Median Number of  Average Number of

Quartiles Activism Campaigns Activism Campaigns  Short Campaigns
(1) 2) (3) (4)
1 1 1 0.036
2 2.36 2 0.348
3 4.7 5 1.222
4 17 12 1.034

44



Supplemental Internal Materials for the paper

“Public Short Selling by Activist Hedge Funds”

by Ian Appel, Jordan Bulka, and Vyacheslav Fos



Appendix A. Supplemental Tables and Figures



“JUOWIIIUDS
[RIIMOU PAIDPISUOD SI ()G JO an[eA Y "()0T 03 () JO 9SURI ® [IIM ‘SO[OI}IR SMOU I0J 9I0JS JUSWIIJUSS POseq-1xo) Y
‘porred ouIr) USAIS ® UI WLIY S} JNOCR USIJLIM SS[OTLIR JO IdQUINU ) + [ JO 307

‘poriod ouIl} WOAIS & UI ULIY 9} ISUreSe Po[y synsme| Jo Joquunu o) + T jo o]

‘poriod ouIT} WOALS & UL PONS SI ULIY © UM dUO 0} [enbo o[qerres Awrumn ]

“3UIpURISINO SOIRYG/IOAT[O(]-0-S[IR ]

"BUTPURISINO SAIRYG/1S0I0IUT 1I07S

"S)osse [8}0) 0} }goP WLId}-FUOT

9I00§ JUSWIIUDG JUSAT 9FCIoAY
(sap1Y # + 1)Ul

(symsaer # + 1)up

1 = ymnsmer|

TOAT(I-0V-S[Ie] %

189193U] 110US %,

199 WLI9T,-8U0]

"SUTPURISINO SAIRYG 09 IOAIR((-0}-S[Ie] JO (ejep A[rep Suisn) oSeIoAR [0AS[-ULIY [RNUUY ard
“BuIpURISINO SOIRYG/1SOIONUT 1I0YS JO (RIep AYOoMIq SUISN) dFRIoAR [9AD]-ULIY [RNUUY INILIMOHS

o1 (ungoa buipv.ay avpjoc [|uangayy|) x 0001 Jo (eyep A[rep Sulsn) oFeIoAR [OAD[-ULIY [ENUUY ANHINV
‘stjguont g1 snotadid oY} I9A0 WINYAI YD03G IAYMIS

"SUOTINYIYSUT AQ P[RY SOIRYS JO 95RIULDIO] ILSNI

ULy 9Y) SUIMO[[0] SISA[eUR JO Iaquuinu oy} + T JO S0 (LSATVNV + 1)Ul

"SIl ATRUIPIORIIXD 9I0J9q SUIOdUT 10N /sjuotided pUOPIAIP [RI0T, LNOAVd

‘(£9mbe poirojord jo onfea yooq + A)mbo TOUOD JO dN[RA JoXIRIN )/ (SPUSPIAL(] POIIJOI] + SPUSPIAIP UOWIWIO))) ATAAIQ
"$)0SS® [8)0) 0} SIUOUIISOAUI ULID}-LIOYS PUR [[SB)) HSVD

'S19SSE [8107 OF SOUIRLT [B10T, AHT

‘S}asse [e107 padde] 01 UOIjRZILIOWR PUR UOIIRIINLSIda(] + SuI0dUl joN a0

'sjesse [290} padder 0} VALIIH vOu

)m013 sores Jo] HLMOYD

"(Aymbo Jo onfea j0ooq + 3gop jo onfea jooq) / (£3mbs jo enfea jexIRW + 1gop JO onfes Joog) (§)
‘A&3mba Jo enfea joog / ANmbs Jo anpea JoxIRN Wg

‘uoryezifeyided joxjrewr a1} jo 0] (AIN)So1

uorugedg O[qBLIBA

suoryuyge(J O[qRIIeA TV O[qR],



Table A2: Long Activism Tactics and Public Short Selling Campaigns

This table documents the relation between engagements in public short selling campaigns
and the tactics and outcomes of long activism campaigns. Shareholder activism data are
an updated sample from Brav et al. (2008). Panel A reports tactics adopted by activism
hedge funds as well as beneficial ownership disclosed in Schedule 13D. Panel B reports
activism campaign outcomes. Column (1) reports tactics and outcomes for activist hedge
funds that have public short selling experience. Column (2) reports tactics and outcomes
for activist hedge funds that do not have public short selling experience. Columns (3) and
(4) report the differences and t¢-statistics of the differences.

Variable Activists with Public ~ Activists without Public Difference t-statistic
Short Selling Experience Short Selling Experience
(43 funds) (291 funds)

(1) (2) 3) (4)
Panel A: Activism Tactics
Communication 0.173 0.193 -0.019 0.95
Proposal 0.374 0.308 0.066 2.70
Proxy 0.084 0.101 -0.017 1.09
Lawsuit 0.036 0.035 0.001 0.14
Takeover 0.046 0.031 0.015 1.60
Threat 0.089 0.085 0.004 0.24
Seek Board Representation 0.173 0.188 -0.014 0.71
Hostile 0.251 0.207 0.044 2.05
Initially Hostile 0.137 0.089 0.048 3.09
Objective = Sale 0.223 0.167 0.057 2.85
Objective = Business Strategy 0.216 0.172 0.044 2.21
Objective = Governance 0.321 0.317 0.005 0.19
% Ownership on 13D 0.102 0.091 0.011 2.38
Panel B: Activism Outcomes
Succeed 0.193 0.172 0.021 1.01
Fail 0.085 0.058 0.027 2.07
Settle 0.126 0.123 0.003 0.17




Table A3: Reputational Effects of Public Short Campaigns

This table reports the relation between abnormal returns around activism campaign an-
nouncements and abnormal returns around public short selling campaign announcements.
We report estimates of regression (4): CAR;OZ-W = aC’ARff["” + X6 + ¢ + (5 + €4, where
CAR'" is the abnormal return for long campaign i for activist hedge fund f, CAR?J“’”
is the abnormal return for public short selling campaigns for fund f in the preceding
12 months, X; is a vector of control variables (Long-Term Debt, In(MV), ObjGeneral,
ObjBusStrategy, ObjCapStructure, ObjSales, ObjGov, and Hostile), (; are year fixed effects,
and (y are activist hedge fund fixed effects. Columns (1)-(3) report abnormal returns from
the market factor model, columns (4)—(6) report abnormal returns from the three-factor
(market, size, and book-to-market) model, and columns (7)-(9) report abnormal returns
from the five-factor model (market, size, book-to-market, profitability, and investment).
Standard errors are reported in the parentheses and are clustered at the fund level. *, **
and *** indicate statistical significance at the 10%, 5%, and 1% levels, respectively. All
independent variables are defined in Table Al.

Dependent Variable: C AR'"9
CAPM 3-factor model 5-factor model

(1) (2) (3) (4) (®) (6) (7) (8) (9)

C ARshert 00264 0358 0404 0.0363 0415 0460 0.0618 0.454* 0.499*
(0.189) (0.256) (0.265) (0.195) (0.275) (0.288) (0.193) (0.274) (0.285)

Observations 2,247 2,128 1,042 2,247 2128 1,042 2247 2,128 1,942
R? 0.010 0.149  0.174 0.009 0.146 0.169 0.011  0.150  0.168

Controls and Fized Effects:

Controls No No Yes No No Yes No No Yes
Fund FE No Yes Yes No Yes Yes No Yes Yes
Year FE Yes Yes Yes Yes Yes Yes Yes Yes Yes




Table A4: Public Short Selling Campaigns as Hedges of Long Positions

This table documents whether public short selling campaigns are used to hedge existing
long positions of activist hedge funds. The table reports estimates of regression (5), in
which we regress an indicator for public short selling targeting on the activists’ portfolio
weights in competing firms (based on classifications by Hoberg and Phillips (2010) and
Hoberg and Phillips (2016)). Columns (3) and (6) include control variables (log of market
cap, Q, and sales growth rate). Standard errors are reported in the parentheses and are
clustered by fund-firm pairs. *, ** and *** indicate statistical significance at the 10%, 5%,
and 1% levels, respectively. All independent variables are defined in Table A1l.

Dependent Variable: Public Short Selling Campaign Target

(1) (2) 3) (4) (5) (6)

Portfolio Weight in Competitors (t-1) 0.0007 0.0004 0.0002
(0.0004)  (0.0004)  (0.0006)
Portfolio Weight in Competitors (t-1), 0.0075 0.0042 0.0012
Score Weighted (0.0053)  (0.0054)  (0.0071)
Observations 10,900,264 10,900,264 6,149,276 10,900,264 10,900,264 6,149,276
R? 0.000 0.001 0.002 0.000 0.001 0.002

Controls and Fized Effects:

Controls No No Yes No No Yes
Fund FE No Yes Yes No Yes Yes
Firm FE No Yes Yes No Yes Yes
Year-Qtr FE Yes Yes Yes Yes Yes Yes




Appendix B. Information Acquisition Synergies: Theoretical Framework

In this section, we provide a theoretical framework to illustrate how access to activism
technology (i.e., the ability to increase firm value when buying a stock) increases the
expected payoft from disclosure of short positions. The key insight of this framework is
that, because activists can use information for both trading and activism purposes, activism
technology creates higher incentives to collect information prior to making an investment
decision. This, in turn, makes activists more likely to acquire information that is sufficiently
negative to justify the public disclosure of short positions.

Formally, investor A decides whether to acquire information about a public firm.
A can generate an expected trading profit ¢; if he invests % in information acquisition.
While we do not explicitly model the trading environment, the presence of noise traders
can generate positive expected trading profits for informed investors (e.g., Kyle, 1985). If
A learns that the firm is undervalued (over-valued), he can purchase (short) shares and
realize trading profits after the mispricing is corrected. We assume that the probability of
the firm being undervalued is v and the probability of the firm being overvalued is (1 — 7).

If A has access to an activism technology, he can realize an additional trading profit
on long positions. Specifically, we assume that if the firm is undervalued, A can gain an
additional profit ac; by running a long activism campaign. Because the benefits of activism
are increasing in «, this parameter can be interpreted as a measure of the skill or experience
of activists. If A takes a long position in the firm (either because the firm is undervalued or
because A engages in activism campaign), he is required to publicly disclose the position.
This assumption is consistent with the disclosure requirements under Schedules 13D and
13F of the Securities Exchange Act of 1934.

Also consistent with US securities law, we assume disclosure of a short position is
voluntary. Jank et al. (2016) and Jones et al. (2016) provide evidence consistent with
public disclosure of short positions being costly for investors. We therefore assume that

A incurs a private cost cguor if he publicly discloses short position. The benefit of public



disclosure is sc;, where s > 0. This parameter captures changes in the behavior of other
stakeholders that are driven by public disclosure of short positions by activists.

Our objective is to understand how the access to activism technology affects A’s
incentive to publicly disclose short positions. We first consider the case when the investor
does not have access the activism technology. A solves the following problem:

c2
max {—52 +i+ (1 =) Lseise,,., (56 — cshm)} ) (B.1)

Ci

First, suppose s = 0, implying that A does not have an incentive to disclose short

positions. In this case, A chooses ¢; that solves:

max{—ﬁ —i—cz}. (B.2)

ci 2
The first order condition leads to ¢f(ov = 0,5 =0) =1 and V(cj(a = 0,s = 0)) = 1.
Next, suppose s > 0 is sufficiently high to justify the disclosure of short position (to
be verified). In this case, A chooses ¢; that solves:

2
max {—% + ¢+ (1 —7)(s¢ — cshort)} : (B.3)

Cq

The first order condition leads to ¢f(a =0,s > 0) = 1+ (1 —7)s and V(¢ (a = 0,5 > 0)) =

A+(1—y)s)*

5 (1 — 7y)cshort- For the disclosure of short position to be optimal at this level of

information acquisition, we need to impose the following restriction on the parameters:
Cshort < 3(1 + (1 - ’7)3) (B4)

Proposition 1. Suppose condition (B.4) holds and A does not have access to activism

technology. If
(1—7)s

Cshort = 5(1 + 9 );

(B.5)



ci( ) =1, V(ci(a =0) =1, and A does not disclose his short position. Otherwise
¢ (

short position.

a=70
a=0)=1+(1-7)s, Vic(a=0)) = M — (1 — v)Cshort, and A discloses his

Proof. Follows from comparing V(¢;(a =0,s =0)) and V(cf(a =0,s > 0)). O

Note that if condition (B.4) holds, A generates positive profits when he discloses
his short position and acquires the corresponding amount of information. If condition
(B.5) holds as well, A prefers to invest less in information acquisition and to not disclose
the position. We next show that the access to activism technology can strengthen A’s
incentive to publicly disclose short positions.

Suppose A has access the activism technology. A solves the following problem:

c2
max {—51 + ¢ +yac + (1 —9)1se; 00, (SC — cshm)} ) (B.6)

Cq

If s =0, A does not have an incentive to disclose short positions. In this case, A

chooses ¢; that solves:

2
max{—%’ —i—cl-—i—’)/ozci} : (B.7)

The first order condition leads to ¢j(a > 0,5 = 0) = (1 + ya) and V(c¢f(a > 0,5 = 0)) =
%. Note that higher « strengthens A’s incentive to acquire information.

Next, suppose s > 0 is sufficiently high to justify the disclosure of short position (to

be verified). In this case, A chooses ¢; that solves:

2
max {—% + ¢ +yac; + (]- - ’7)(862' - Cshm"t)} . (B8>

Ci

The first order condition leads to ¢f(a > 0,5 > 0) = (1 + ya + (1 —7v)s) and V(¢ (a >

0,s>0)) = w — (1 —7)cshort- For the disclosure of short position to be optimal

at this level of information acquisition, we need to impose the following restriction on the



parameters:

Cshort < S(1+ya+ (1 —7)s). (B.9)

Note that if condition (B.9) holds, condition (B.4) holds too. This is because higher «

strengthens A’s incentive to acquire information.

Proposition 2. Suppose condition (B.9) holds. If

1—7)s
Cshort > S(1 + va + %), (B.10)

cla>0)=1+va), V(ic(a>0)= %, and A does not disclose his short position.

Otherwise c;(a > 0) = (1 +ya+ (1 —7)s), V(ci(a=>0)) = w — (1 = 7)Cshort

and A discloses his short position.
Proof. Follows from comparing V(¢;(a > 0,s =0)) and V(cf(a > 0,5 > 0)). O

Proposition 3. An investor with activism skills (o > 0) is more likely to voluntarily

disclose short position than an investor without activism skills (o = 0).

Proof. Follows from the right-hand-side of condition (B.10) being an increasing function of

Q. O

The main implication of Proposition 3 is that the access to activism technology leads
to larger expected benefits from the disclosure of a short position. This happens because
the access to activism technology creates is an additional incentive to acquire information:
An activist investor can profit not only by trading the stock, but also by taking an action
that enhance firm value. Thus, our framework shows that it’s possible to have a market in
which non-activist short seller prefer to not disclose their short positions whereas activist

investors prefer to disclose their short positions.
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