
naked short selling has the same effect.
Josh Galper

Managing Principal
Vodia Group LLC

The authors respond:
Mr. Galper takes issue with our assump-
tion that naked shorting should not
affect the demand curve for the underly-
ing securities. He also takes issue with the
result we derive that naked short selling
has essentially the same economic impact
as permissible short selling. He calls this
assumption “flatly incorrect” but pro-
vides no argument that supports his crit-
icism. Such an argument would need to
demonstrate why naked short selling — a
supply impact — causes an impact on the
demand curve.

Chr istopher L. Culp

CompassLexecon
J .  B. Heaton

Bartlit Beck Herman Palenchar 
& Scott LLP

2 REGULATION S U M M E R  2 0 0 8

F O R  T H E  R E C O R D

Regulation
E D I T O R  

Peter Van Doren

M A N A G I N G  E D I T O R  

Thomas A. Firey

D E S I G N  A N D  L AYO U T

David Herbick Design

A R T I S T S

Morgan Ballard and Kevin Tuma

C I R C U L AT I O N  M A N AG E R  

Alan Peterson

E D I T O R I A L A D V I S O R Y B O A R D

Chairman

William A. Niskanen, Chairman, Cato Institute

William A. Fischel, Professor of Economics, 
Dartmouth College

H.E. Frech III, Professor of Economics, 
University of California, Santa Barbara

Richard L. Gordon, Professor Emeritus of Mineral 
Economics, Pennsylvania State University

Robert W. Hahn, Director, AEI-Brookings Joint
Center for Regulatory Studies

Scott E. Harrington, Alan B. Miller Professor, 
Wharton School, University of Pennsylvania

James J. Heckman, Henry Schultz Distinguished 
Service Professor of Economics, University of Chicago

Joseph P. Kalt, Ford Foundation Professor of 
International Political Economy, John F. Kennedy
School of Government, Harvard University

Michael C. Munger, Professor of Political Science, 
Duke University

Robert H. Nelson, Professor of Public Affairs, 
University of Maryland

Sam Peltzman, Ralph and Dorothy Keller
Distinguished Service Professor Emeritus of Economics,
University of Chicago

George L. Priest, John M. Olin Professor of Law and
Economics, Yale Law School

Paul H. Rubin, Professor of Economics and Law, 
Emory University

Jane S. Shaw, Executive Vice President, John William
Pope Center for Higher Education Policy

S. Fred Singer, President, Science and
Environmental Policy Project

Fred Smith Jr., President, Competitive Enterprise
Institute

Pablo T. Spiller, Joe Shoong Professor of
International Business, University of California,
Berkeley

Richard L. Stroup, Senior Associate, Property &
Environment Research Center, and Professor of
Economics, Montana State University

W. Kip Viscusi, University Distinguished Professor of
Law, Economics, and Management, Vanderbilt
University

Richard Wilson, Mallinckrodt Professor of Physics,
Harvard University

Clifford Winston, Senior Fellow in Economic
Studies, The Brookings Institution

Benjamin Zycher, Senior Fellow, Manhattan
Institute for Policy Research

PUBLISHER

Edward H. Crane, President, Cato Institute

Regulation was first published in July 1977
“because the extension of regulation is piecemeal,
the sources and targets diverse, the language com-
plex and often opaque, and the volume overwhelm-
ing.” Regulation is devoted to analyzing the
implications of government regulatory policy and
its effects on our public and private endeavors.

The Supply of
‘Phantom Shares’
In the previous issue of Regulation (Spring
2008), two articles were published on the
issue of naked short selling and its effect
in the marketplace. While there are points
I could note on both articles, it bears men-
tion that the first, “The Economics of
Naked Short Selling,” is based on a flawed
understanding of the securities markets. 

The authors seem to presume that
purchases and sales of stock operate in a
vacuum and that trading momentum is
not a factor in price discovery. While I
agree with the authors that naked short
sales can have a detrimental effect on the
price of a stock, they state that the
demand curve of that stock remains unaf-
fected. This is f latly incorrect. While
naked short selling has some legitimate
market uses in particular for market mak-
ers to stabilize prices, it can also be used
to sell more stock than exists in the mar-
ketplace. This violates the core principal
of supply and demand that
our markets are based on
and that the authors
assume is used in practice. 

Naked shorting shifts
out the supply curve, drop-
ping the price. The market
is no longer expressing its
opinion based on the expec-
tations and regulatory con-
straints of market partici-
pants. Without naked
shorting, listed shares are
fixed in number, which cre-
ates price discovery based
on a known supply and
demand. Naked shorting
introduces excess supply
through a process that dis-
torts price discovery and
for which there is not nec-
essarily a natural buyer of
liquidity. Hence, demand
for the stock is elastic, not
inelastic as the article
assumes.

The authors are correct
that short selling is bor-
rowing from future buyers.
They are incorrect that
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