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Informed Short-Selling Prior to Analyst
Downgrades

Mei-Chen Lin*
Department of Business Administration, National Taipei University
Chien-Lin Lu
Department of Business Administration, National Taipei University
Hao-Wen Jiang

Department of Business Administration, National Taipei University

This study investigates the abnormal short-selling activities prior to analyst
downgrade announcements in the Taiwan stock market. Empirical results show that
short selling through stock lending significantly increases before analysts announce
downgrades, indicating that institutional short sellers may foresee a price drop.
However, large-scale downgrades do not lead to greater abnormal short-selling by
institutional investors. Significant increases in short-selling through margin trading
only occur before substantial short-selling activities. The informed front-running
behavior of short sellers through stock lending can be explained by the prediction
hypothesis, which suggests that institutional investors have the ability to predict the
future price decline of a company and thus engage in short selling. In contrast,
significant short selling through margin trading before substantial downgrades can
only be explained by the tipping hypothesis, implying that there may be information
leakage prior to the downgrade announcement, enabling informed retail short sellers
to short the stock and profit from the subsequent price decline. Short sellers possess
the ability to predict the returns of stocks that will be downgraded, but this predictive

period lasts only two weeks.
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