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I1. A Stylized Model and Main Hypotheses
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Figure 2: Timeline of the Model with Short Selling.




Proposition 1: The presence of the short seller disciplines firm managers.
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Corollary 1: The disciplining effect of short selling declines in short-selling costs.

I11. Data, Variables Construction and Preliminary Evidence
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IV. Short-selling potential and earnings manipulation: Initial evidence
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V. Endogeneity Issues

A. Alternative Specifications
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B. An Instrumental Variable Approach
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C. An Event-based Approach

C.1. Uptick Rules and Circuit Breakers
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D. Market-wide Events: A Cross-country Experiment of Regulatory Reach
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B. Alternative Definitions of Short-selling Potential and Earnings Persistence

B.1. Short-selling potential and Earnings Persistence
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B.2. Alternative Earning Management Measures
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Appendix A: The Model

Table Al: Managerial actions and corresponding payoffs.

Scenarios of Actions Managerial Payoffs Firm Value
0
1
= / 0,
X
0,

Definition: A mechanism is disciplining if it reduces the bad-action region of in which managers

choose to take the bad action.

01
Lemma 1: If the market mechanism allows the price of to be updated to 1 when the bad
action is taken and 0 when no bad action is taken, then

1) it disciplines the manager of the firm if and only if 0 1 Oand



2) its discipline effect can be quantified by the shrinkage of the bad-action region from O, to

0, , where — 0 1 isaconstant.
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Proposition 1: The presence of the short seller disciplines managers. More specifically, 0

1 0 because of informed short selling, and the bad-action region is reduced by

— /2.

Proof:
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Corollary 1: The disciplining effect of short selling declines in short-selling costs.

Proof: -
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Appendix B: Variable definitions

Variable Acronym

Definition

Data Source

A. Firm-level variable

Al. Short selling variables
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A2. Earnings management variables
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Appendix B: Variable definitions - Continued

Variable

Acronym Definition

Data Source

A3. Control variables

A4. Other variables

B.Country-lewvel variable

Size
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Appendix C: Number of Stocks by Country and Year




Table 1: Hlustration of the Relationships between Earnings Misstatement and Short Selling
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Table 2: Summary Statistics
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Panel B: Correlation Coefficients (Spearman for the upper-right part, highlighted; Pearson for the bottom-left part)
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Table 3: Short Selling and Earnings Management
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Table 4: Alternative Specifications on Short Selling and Earnings Management
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Table 5: ETF, Short Selling, and Earnings Manipulation
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Table 6: Uptick Restriction, Circuit Breakers, and Earnings Management
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Table 7: The U.S. and Hong Kong’s Experiments on Short Selling and Earnings Management
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Panel B: Accruals and Shortable Firms in Hong Kong
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Table 8: Market-wide Short Selling and Earnings Management
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Table 10: Short Selling and Earnings Persistence
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Table 11: Short Selling and Alternative Earnings Management Measures
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Table 12: Stock Price Non-synchronicity and Earnings Management
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Figure 1: An lllustration of Earnings Misstatement and Short Selling
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