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A short sale exists when a seller borrows securities from a current owner who is willing to lend shares for immediate sale.  Academics have long held that short sales are an important part of market efficiency while also providing increased liquidity.  Market regulators, corporate executives, and politicians, however, often see short selling as the cause of excess volatility.  In distinction to a normal short sale, a so called “naked short sale” exists when the seller offers shares for which they have no legal title.  Eliminating naked shorting would require either abolishing short selling altogether or greatly impairing the speed of the market.  

There have been significant regulatory changes by the U.S. Securities and Exchange Commission (SEC) in recent years to curb abusive naked short selling.  A 2009 study by the U.S. Government Accounting Office (GAO) has suggested that abusive naked shorting has been reduced by the new regulations and suggested certain factors which might characterize firms targeted by naked short sellers.  The purpose of this study is to determine if these factors are in fact useful in predicting naked short selling and to what extent they might have analytical power.  

Historical daily delivery failure data, a prime indicator of naked short selling, was gathered for over five thousand stocks from the AMEX, NASDAQ and NYSE exchanges during the first half of 2011.  The results showed that the average daily trading volume, market capitalization, percentage of ownership by institutions, and open short positions strongly predicted delivery failures.  Listed options for a stock, insider ownership percentage, and the number of outstanding shares were not significant in predicting delivery failures.  This study indicates that naked shorting is not a random effect in the market and can be predicted by easily observable variables, implying that further regulatory action might be required.
