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Background

BACKGROUND AND QUESTION

The usual tradeoff is between lending revenue and voting power.

@ Lend shares to earn fees, or recall them to cast more votes.
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BACKGROUND AND QUESTION

The usual tradeoff is between lending revenue and voting power.

@ Lend shares to earn fees, or recall them to cast more votes.

This paper adds a third element: information.
@ Borrowing demand reveals what informed short sellers know.

@ That information can improve voting with the shares the lender retains.

Research question:

e Can firm value increase when a lender does not recall shares to vote?
My reading:

@ Investor faces a tradeoff between the number of votes she can cast and how
informed she is.
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THIS PAPER: FIVE AGENTS

Q@ Informed short seller. Starts with no shares; perfectly informed and present only in
the low state. May borrow \ shares from the lender and sell to the market maker.
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Q@ Informed short seller. Starts with no shares; perfectly informed and present only in
the low state. May borrow \ shares from the lender and sell to the market maker.
Does not vote.

@ Securities lender (« shares). Sets fee f, observes borrowing demand, and chooses
whether to recall shares. Then votes using borrowing demand and a private signal.
Does not trade.

@ Noise traders (A shares). Sell their entire stake to the market maker with
probability 1/2; otherwise, do not trade. Do not vote.

© Dispersed shareholders (1 — o — A shares). Do not trade and vote randomly.
Their votes and the lender's votes determine the outcome V' by simple majority.

@ Market maker. Observes aggregate order flow O = Os 4+ Oy, not lending activity.
Sets P(O) = E[N(H, V) | O]. Does not vote.
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THIS PAPER: HOW THE MECHANISM WORKS

Lending and learning
o The lender sets a fee; the short seller borrows only in the low state.

@ Borrowing reveals the low state. No borrowing is a noisy positive signal.
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Background

THIS PAPER: HOW THE MECHANISM WORKS

Lending and learning
o The lender sets a fee; the short seller borrows only in the low state.

@ Borrowing reveals the low state. No borrowing is a noisy positive signal.

Voting
@ The lender combines borrowing demand with a private signal of precision ¢.

@ It chooses change or the status quo and votes the shares it retains.

The commitment problem
o Anticipated recall makes shorting unprofitable and prevents borrowing.

@ When lending occurs, fees are high enough to make no recall credible.
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Comments

COMMENT #1: MUST THE INFORMED VOTER ALSO LEND?

The model assumes that the large investor is the sole lender.
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COMMENT #1: MUST THE INFORMED VOTER ALSO LEND?

The model assumes that the large investor is the sole lender.

Suppose other investors lend and market quantities and fees become observable after
trading but before voting.

o The large investor could retain its votes and still learn from the lending market.

Section 4.1 already allows non-lending shareholders to learn from public borrowing
demand, but retains the single lender.

What incremental voting information comes from lending one’s own shares?
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Comments

COMMENT #2: INFORMED SELLERS

Large shareholders can have incentives to acquire information and sell shares they
already own.

@ The model rules out this channel: the lender and long-term shareholders do not
trade.

o With informed sellers, stock prices could remain informative even when anticipated
recall deters short selling.

o What information does borrowing demand add beyond information already reflected
in prices?

Slava Fos, Boston College, CEPR, ECGI, NBER The Corporate Governance Academic Forum 6/ 10



Comments

COMMENT #2: INFORMED SELLERS

Large shareholders can have incentives to acquire information and sell shares they
already own.

@ The model rules out this channel: the lender and long-term shareholders do not
trade.

o With informed sellers, stock prices could remain informative even when anticipated
recall deters short selling.

o What information does borrowing demand add beyond information already reflected
in prices?

Does the governance benefit of not recalling shares survive when informed blockholders
can sell?
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Comments

COMMENT #3: WHAT DOES THE SHORT SELLER KNOW?

The model makes low fundamentals and a positive payoff from change the same state.
@ Borrowing reveals 0 = |.

@ In that state, change raises firm value by §.
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COMMENT #3: WHAT DOES THE SHORT SELLER KNO

The model makes low fundamentals and a positive payoff from change the same state.

@ Borrowing reveals 0 = |.

@ In that state, change raises firm value by §.

But does bad news necessarily make an anti-management vote optimal?
Information about firm value need not identify the right governance action.

A possible extension:
@ Separate firm fundamentals from the payoff to the proposed change.

@ Which proposals make borrowing demand informative about the right vote?
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Comments

COMMENT #4: WHAT IS SPECIAL ABOUT VOTING?

The interaction between costly governance and trading is not new.
o Kahn and Winton (1998, JF); Maug (1998, JF); Back et al. (2018, Econometrica).
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The interaction between costly governance and trading is not new.
o Kahn and Winton (1998, JF); Maug (1998, JF); Back et al. (2018, Econometrica).

Voting can aggregate dispersed private information.
o Feddersen and Pesendorfer (1997, Econometrica).

@ Does voting aggregate information that prices cannot reveal?

Here, the lender learns from borrowing demand before voting.

o Other shareholders vote randomly in the baseline or follow a common public signal
in the extension.

Which result requires voting, rather than a generic costly governance action?
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Comments

COMMENT #5: WHAT HAPPENS WHEN SHARES ARE RE-LENT?

The model has one lender and one short seller.

Slava Fos, Boston College, CEPR, ECGI, NBER The Corporate Governance Academic Forum 9/ 10



Comments

COMMENT #5: WHAT HAPPENS WHEN SHARES ARE RE-LENT?

The model has one lender and one short seller.

In practice, shares purchased from a short seller can be lent and shorted again.
o SEC Staff Report on Equity and Options Market Structure Conditions (2021)

Slava Fos, Boston College, CEPR, ECGI, NBER The Corporate Governance Academic Forum 9/ 10



Comments

COMMENT #5: WHAT HAPPENS WHEN SHARES ARE RE-LENT?

The model has one lender and one short seller.

In practice, shares purchased from a short seller can be lent and shorted again.
o SEC Staff Report on Equity and Options Market Structure Conditions (2021)

Re-lending complicates the link between short selling and informed votes.
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The model has one lender and one short seller.

In practice, shares purchased from a short seller can be lent and shorted again.

o SEC Staff Report on Equity and Options Market Structure Conditions (2021)

Re-lending complicates the link between short selling and informed votes.
o Additional short sales need not cost the original lender additional votes.

@ Who learns from borrowing demand, and who ultimately votes?

Does the tradeoff between the number of votes and their informativeness survive
re-lending?
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Comments

CONCLUSION

Thank you!
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