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THE PRESENT AGITATION OVER SHORT SELLING

To the careful student of finance, the recent agitation
against short selling appears only as a discouraging evidence the economic
education remains decidedly limited. The bursting of every speculative
bubble in recent history has produced similar outcries, and it is a sad
commentary on human nature that mankind seldom admits guilt and through
rationalication always discovers a scapegoat. Fundamentally, the present
excitement is the age-longz story of speculation, and of the moth that went
too close to the fire, Many in%telligent, though uninformed people, fail
to discﬁ“i this basic factor and permit their vision to be obscured by
personal losses and an anthropomorphic conception of so-called bears.

And this failure to grasp the real issus has been further ageravated by placing
undue emphasis on the much publicized activities of the New York Stock
Exchange.

Then, in order to think cleurly on this matter, let us
recognize at the outset th:.t the New York Stnck “xchange is only one of
the capital markets of the world., Historically it has arisen as a necessary
adjunct to the industrial pevolution. OCapital marketes became essential to
finance hig corporations, and as America became the leader in corporate
develooment it followed as a natural gequence that in the New York Stock
Exchange Amecrica evolved the outstanding share market of the world, Now
there is more glamour in capital markets than in others, just as there is
more appeal to the casual observer in the great rolling rooms of the

United States Steel Corporation than there is in the storing of wheat or
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the planting of rice. It was through this brain befogeging fascination
that General Dawes, in his picturesque manner, was attempting to penetrate,
when he recenufcharacterized Wall Street as a “peanut stand®,

The New York Stock Exchange is even more mysterious to the
average man than is electricity, but whereas he perceives quickly ths
dangers adhering to electricity, he fails utterly to semse the perils
lurking beneath the bmbdling quotations on the Exchange. iany people are
benefited by eleoetricity, but these people do not play with the wires nor
do they experiment with the current. Techniclans, protected by rubber
gloves and scientific knowledge and experience, are constantly working
to further develop electirical mergy, and yst despite their precautions
many perish in the laboratory. And if a specialist often comes to grief
it is small wonder that the layman ie invariably injured. The same ape
plies to operatiens oa the New York Stock Exchange. One of tho most
marvalous mechanisms of the machine age, it has made it possible for the
small man to participate in corporate development through purchases of
shares in leading equities. And as long as ho buys with savings and for
the trimary purpose of acquiring income he is similar to the consumer of
electricity and we believe will in time derive as much benefit but as
soon ac he uses credii and buys on margin, he is like the mun who plays
with electricity without rubber gloves. Tho first man is an investor
and éf short selling works to his detriment we desire to abolish it.

The second man is a speculator, and while we may urge him to exercise
caution, 4f he fails to do so, we cannot feel any great responsibility
for him. Because of his inexperience he struggles under the illusion

that he is an investor and invariably purchases stocks., If the market
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rises his equity increases and hia worries over margin calls diminish,

He was short money so he borrowsd to 2o long stocks. Eis rallying ory
wag never to sell the United States short. Buy it, even if you can't pay
for it. The short who has gone long money and short stocks has his margin
cut down and muet either buy in his stock or raise more money. The stock
has proved more valuable than the money and he is foroed out to the great
delight of owr sager bull. When the sﬁoe is on the othar foot and the
stock goes down our bull speculator feels hurt and incemsed to think that
anyons should be taking advantage of his misfortune. He cries loudly
about destroying the country ani menaces to civilization, little realizing
that his rampant enthasiasm may have been as unfortunate for the country
as too viclant exerciss often is for the individual.

Yow, overy intellizent men and woman knows that countries
are noither maie nor breoksa on stock exchanges., Too manypeople have age
quired the fantastic notiom that patriotism centers on the floor of stock
exchangas and that George Washincton, were he to return in the flesh,
would become the leading operator of ths prosent day. What utter nonsonsef
The great bulk of the peopls, even today, despite stories of chorus girls,
bellhops, ete. in the market, do not have the fainteat conception of what
the New York Stock Exchange 18 and move placldly about the factory or the
farm, as their calling may be. The Stook Fxchange i1s a visidle refleoction
of their efforts, not they a reflection of its energy. The soomer we rea-
lize this the better off all of us will be. High wages do not produce
prosperity, as President Hoover has ondiecavored to make us believe; on the
contrary, property is the only thing that can make for high wages. And,
simllarly, it is putting the cart ahead of the horse to talk about higher

stock prices leading to good business. One of the great troubles with
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the present depression is that too many business men and bankers are
looking at the reflection in the mirror rather than at the fase itself.
¥e talk and think in terms of reflections ani illusioys, rather than
actualities and possibilities.

Neither the bull nor the bear can alter basic values over
a period of time., These fundamendal market values are vroduced by long
buying and long 86llinz, emanating principally from busineas men who know
thorouchly their own companies. Both dull =nd hear attempt to sense the
buying or selling, and ultimately their success or failure denends uvpon
the rapidity of their adjustments to thosse norms. And it i3 on accoms
of this elemenidary factor that short selling statistics becom: worthless
and marky thinking evelves.

If one adheres to the view that short selling stabilices
the market, and it doea in the rclative sense that it would b2 ovan
legs ztable without it, novortheless, hov can we axplain the fact that
there are invariably less shiorts at the top and more at the bottom of
the market than at any other time? Yol the answer is quite simple; it
is that wesy factor which determines a te¢p or a bottom. UWhenever there
are a great many shorts in the market, look for a bottom, and vhenevey
there are a greal many lengs, lock for a top. This is Lecause desplte
popular ideas on the sulject, spuculators ave fellowers, not leaders.
Tasy do net initlate trends, except in the sense that they load tham after
thelr base has been laid, And rocogniszing this 1t takes little reflection
to porceive that shori selling is far more beneficial to dAmmstkat than ie
lonz marginal buying, and that if we pormit the latter while abolishing
the formey, we have inflicted a soversc peaality on the investor, If one

desires to abolish bYoth short selling and long marginal buying, we cannot
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quarrel with his logle, except on the grounds of economic retrogression,
but to eliminate one without touching the other is to deliberately unbalance
the scales.

We fully admit that short selling is neither the constructive
influence in the market its proponsnts hold (because iy practice it does
not work as in theory) nor is it the destructive force its ctitics suppose.
In some cases it serves as a market stabilizer, while in others it unques-
tionably is a demoralizing influence. Hewever, in both instances these
are particulsar situations and quite aside from the general rule. The
functional purpose of short selling is to facilitate business in much the
sama way as checks de. It is simply stated the keystone in the arch of
liquidity and as such protects the iavestor by furnishing him with one
of his most necessary requisites.

We hear a greal deal about bear raids and the demoralization
of the market by unscrupulous operators., We do not deny that such exist,
any more than we deny that there are murderers and kidnappers still in
existence, despite our laws. Agalnst this rare contingency every stock
exchange has legislated from the beginning and the lew York Stock Ixchange,
under Article XVII, section 4, has provided for expulsion of any member
deemed guilty of attempting to do this, If we were to destroy all the
instruments that can ococasionally be misused there would ba little of
our machine age remaining., And while woe heay a great deal about badr
raids we quietly acquissce in bull raids and bull pools., They, of sourse,
are patriotic. Put prices up to the sky and never a word of warning.

And yot we maintain that if legislation honestly desires to protect the
American investor it must begin here for this brings us to the root of

the entire matter.
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When one inveighs againet short selling ome ories out
against market speculation. There has been an intelligent outery against
this from time immsmorial, and from a theoretical standnoint, justly so.
¥illions of dollars are lost every year by speculatien and over a long
period of time the number of speculators who have made big money and kept
it can he listed on the fingers of one hand, Yot from a practical standpoint,
all sane aconomists have baen forced to recognize the lezitimate place of
such sneculators, Thoeir losses have been the insurance premiums which
14ttle and big investora would have been otherwise forced to pay for that
element 80 necessary to successful investing in o world of varying vicissl-
tudes, namely, linuidfty. We do not condone this loss, but we recognize
it as a definite factor in modern economy, just as we recommisze the
physical loss so often incidental to human schievement.

However, we must pause herec for a moment to emphasize the
thin but none the lese tangzible line dividing speculaticn from gambling.
The swneculator buya or sells for ths rnurpose of making a profit. The
gambler noither huys nor sells. He simply bets that nrices will go up
or down, Yow it ia our contention that credit becams se zbundant in
1928-1929 that great hords of weople were usurping tha place of spacula-
tors and sn meagre was their actual purchasing power they were virtually
bucket shop gamblers. One prominent and well informed floor trader, in
recounting 1929 experiences® apologized to the writer for being caught
long in the market when it broke, as follows: %vhut could I do," he sald
hut follow the band wagon when I discovered to my sorrow that to sell
short several thousand shares of a medium nriced issue was like throwing
fish to a sea lion, and that while I worried about having such a large

Digitized for FRASER

http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



possession, some chauffeur or gardener probsbly bouskt my entire line and
slept soundly dreaxine of the monaey ha'd send his folls in dear old Irsland,.®
Such s rogrettabls state of affairs was not caused by the absense of short
gelling any more than the present decline has besn caused by its vresence,
but by a fallure to coatrol credit. Credit is tho base of this whole
structure,

Ist us not then waste cur onerglos attacidny ghoats such
ag short sellera, uwmimoewn individuals which asswse superstitious nropore
tions as Toodoo idols. MYow many times hava we heard sbout the lUashlavellian
"They"? "Thay" are goinc to push up Copver or Can. "They are bearish or
bullish,® "They are selling Telophene." M™Mey are abovt te rmid the market,"
Iat ue educate curselves beyoni this stage of "%the pobling will zet you if
you don't wateh out,” and castins aside this norsonalized intargidble "they®
perceive the impersonal tangible "thoy! that is connoted by the word
cradit., Iiterally, bpiliions of dollars have been utterly dastroyed and
wmtold mman misery and tragedy cavsed by excessive and unwarranted grants
of eredit, ILet us thon fase ths yroblom squarely and recoganize that when
we are able to devise a means of controlling credit within reasonable
limits wo will wot worry zbout such sirawv men as shorit sellers and the

world will have a scunder vrosperity than it has ever had before,

April 30, 1932,

(MARTTY MARTILL, JT.)

"sv?. ?\ics. }EARTEH' m.
(iember Hew York Stock Exchange)
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