G Academic Education
ket Publishing House

-AE

International Conference on Advances in Economics

and Management Science (AEMS 2025)

Research on the Dual Impact of Short Selling Mechanism on the
Stability and Efficiency of the Capital Market

Ruyuxuan Xie
Jinan New Channel - JUTES High School, Jinan, Shandong, China
*Corresponding Author

Abstract: As the capital market progresses,
the short selling mechanism, which stands as
a crucial trading arrangement, has assumed
an ever more significant function. Nonetheless,
the influence of short selling mechanisms on
the capital market is multifaceted. They have
the capacity to yield beneficial outcomes or
give rise to latent hazards. Consequently,
conducting a thorough examination of how
short selling mechanisms affect the capital
market is of substantial importance both
theoretically and practically. This study
centers on investigating the diverse impacts
that the short selling mechanism exerts on the
capital market. Through the extensive
utilization of theoretical examination and
empirical investigation techniques, it delves
deeply into the wunderlying relationship
between the short selling mechanism and the
stability as well as the efficiency of the capital
market, and, building upon this analysis,
formulates pertinent policy
recommendations.
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1. Introduction

In today's complex and volatile global financial
environment, the capital market, as a core
component of the economic system, its stability
and efficiency are of crucial significance for
economic growth, resource allocation, and the
prevention of financial risks [1]. The stability of
the capital market is not only related to the
wealth security of investors, but also affects the
financing costs and business decisions of
enterprises, thereby having a profound impact on
the entire macroeconomy [2]. The efficiency of
the capital market is reflected in its ability to
guide funds quickly and accurately to the most
productive  investment  opportunities and
promote the optimal allocation of resources [3].
Short selling mechanism, as an important trading
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system in the capital market, allows investors to
perform selling operations when they expect
asset prices to fall, thereby obtaining profits.
Since its birth, the short selling mechanism has
played an increasingly important role in the
global capital market [4]. However, the impact
of short selling mechanisms on the capital
market is not one-dimensional but has a dual
nature. On the one hand, the existence of short
selling mechanisms helps improve the pricing
efficiency of the market, enables asset prices to
more accurately reflect their intrinsic value, and
promotes the rational allocation of market
resources [5]. On the other hand, short selling
may also trigger panic in the market, intensify
market volatility, and even lead to systemic risks
[6].

In recent years, with the continuous development
and innovation of the financial market, the forms
and scales of short selling mechanisms have also
been constantly evolving. For instance, the
introduction of short selling tools such as margin
trading and short selling, stock index futures,
and options has provided investors with more
diversified short selling channels [7]. Meanwhile,
the short selling mechanism has also drawn
extensive attention and controversy from the
academic community and regulatory authorities.
Some scholars believe that the short selling
mechanism is a necessary component for the
healthy development of the capital market and
can enhance the self-regulation ability of the
market [8]; while some other scholars are
worried that the short selling mechanism might
be maliciously exploited, posing a threat to
market stability.

Against this background, in-depth research on
the impact of short selling mechanisms on the
stability and efficiency of the capital market has
significant theoretical and practical significance.
This study aims to systematically sort out the
basic concepts and operating principles of the
short selling mechanism, combine theoretical
analysis with empirical research,
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comprehensively assess the dual impact of the
short selling mechanism on the stability and
efficiency of the capital market, and provide
decision-making references for improving the
capital market system and promoting the healthy
development of the market.

2. Basic Concepts and Operating Principles of
Short Selling Mechanisms

2.1 Basic Concepts

Short selling mechanism refers to a trading
method where investors borrow assets and sell
them immediately when they expect the asset
price to fall, and then buy them back when the
price drops, thereby earning the price difference
income [9]. Essentially, the short selling
mechanism offers investors a new way to hedge
risks and gain profits, increasing the trading
strategies and investment options in the market.
Unlike traditional long trading, short trading
does not rely on the rise of asset prices to make
profits, but rather achieves profitability by
predicting the fall of asset prices. The existence
of this trading method makes the forces of bulls
and bears in the market more balanced, which
helps asset prices reflect their intrinsic value
more accurately [10]. For instance, when a stock
is overvalued, short sellers will push the price
back to a reasonable level through selling
operations, thereby enhancing the efficiency of
price discovery in the market.

2.2 Operating Principle

The operation process of short selling trading
usually includes the following steps. First,
investors need to borrow stocks from securities
companies or other financial institutions. As the
main intermediary for short selling transactions,
securities companies will decide whether to
provide stock borrowing services, as well as the
quantity and term of borrowing, based on the
credit status and asset size of investors. After
borrowing  stocks, investors sell them
immediately to obtain cash. This step is similar
to a traditional stock selling transaction, but it
should be noted that the short seller does not
own the sold stocks but is obligated to buy them
back at an agreed price in the future. After
selling stocks, investors will closely monitor
market dynamics and wait for the stock prices to
fall. Once the price drops to the expected level,
investors can carry out the buying operation.
When the stock price drops, investors buy the
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same number of stocks and return them to the
lenders, paying a certain amount of interest or
fees. The calculation of interest or expenses is
usually determined based on factors such as the
quantity of borrowed stocks, the borrowing
period, and the market interest rate.

2.3 Types of Short Selling Mechanisms

Spot short selling, that is, directly borrowing
stocks and selling them, is the most common
way of short selling. This approach requires
investors to have a certain financial strength and
credit rating so that they can borrow stocks from
securities companies.

Futures short selling involves investors
conducting short selling operations by selling
stock index futures contracts or commodity
futures contracts. Futures short selling has a
leverage effect. Investors only need to pay a
certain proportion of margin to conduct
transactions, but they also face relatively high
risks.

Option short selling: Investors can buy put
options or sell call options to achieve the
purpose of short selling. A put option grants the
holder the right to sell the underlying asset at an
agreed price within a specific period of time,
while selling a call option means that the
investor is obligated to deliver the underlying
asset to the option buyer at an agreed price upon
the option's expiration.

2.4 Risks and Returns of Short Selling
Mechanism

The main source of income from short selling
transactions is the decline in asset prices. If an
investor's prediction is accurate and the asset
price drops after selling, then the investor can
earn the price difference when buying and
returning. In addition, short selling can also
provide investors with the function of hedging
risks. When investors hold a large number of
long positions, they can reduce the overall risk
of the investment portfolio by short selling
related assets.

Short selling transactions involve numerous risks,
among which the most significant one is the risk
of rising prices. If the asset price rises instead of
falling after being sold, investors will face huge
losses. In addition, short selling transactions may
also be affected by factors such as market
liquidity risk and regulatory risk.

3.The Impact of Short Selling Mechanisms on
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the Stability of the Capital Market

3.1 Correlation Analysis of Short Selling
Mechanism and Market Volatility

The short selling mechanism, as an important
trading system in the capital market, its impact
on market volatility has long been the focus of
attention in both the academic and practical
fields. On the one hand, the short selling
mechanism may intensify market volatility.
When market participants expect asset prices to
fall, they make profits through short selling
transactions. This behavior may amplify the
negative sentiment in the market in the short
term, leading to excessive price drops and
creating a "stampede effect". Especially in an
environment where market confidence is weak
or information asymmetry is severe, the
concentrated actions of short sellers may trigger
market panic and intensify price fluctuations.
However, on the other hand, the short selling
mechanism also plays a role in stabilizing the
market. It provides the market with the function
of price discovery, prompting market prices to
reflect the true value more quickly and reducing
the accumulation of bubbles. Meanwhile, the
existence of short sellers increases the
counterparties in the market, enhances market
liquidity, and helps smooth out price
fluctuations.

3.2 The Interaction between Short Selling
Mechanism and Systemic Risk

The impact of short selling mechanisms on
systemic risks is complex and subtle. Under
extreme market conditions, such as during a
financial crisis, short selling mechanisms may
act as a catalyst for the spread of systemic risks.
Short sellers take advantage of market panic to
conduct large-scale short selling, leading to a
sharp drop in asset prices, deterioration of the
balance sheets of financial institutions, and
subsequently triggering a chain reaction,
threatening the stability of the entire financial
system. However, in a normal market
environment, the short selling mechanism helps
to diversify and reduce systemic risks. By
allowing investors to hedge risks, the short
selling mechanism enhances the market's risk
tolerance and reduces systemic crises triggered
by exposure to risks in a single asset or industry.

3.3 Prevention of Short Selling Mechanisms
and Market Manipulation
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The existence of short selling mechanisms
provides new space for market manipulation, but
at the same time, it also offers regulatory
authorities tools to identify and combat market
manipulation. Short sellers may influence asset
prices by spreading false information,
manipulating market sentiment and other means
to make profits. However, regulatory authorities
can effectively prevent and crack down on
market manipulation by strengthening the
monitoring of short selling transactions, raising
information  disclosure  requirements, and
implementing strict trading rules. Meanwhile,
the existence of short selling mechanisms also
prompts market participants to assess investment
risks more carefully, enhancing the transparency
and fairness of the market.

3.4 The Impact of Short Selling Mechanism
and Investor Behavior

The short selling mechanism has had a profound
impact on investor behavior. It has changed
investors' investment strategies and risk
preferences, prompting them to pay more
attention to market dynamics and asset
valuations. The existence of short sellers has
increased the competitive pressure in the market,
forcing investors to enhance their investment
analysis capabilities and make more rational
investment decisions. Meanwhile, the short
selling mechanism also provides investors with
new investment opportunities and risk
management tools, which is conducive to
achieving portfolio diversification and risk
dispersion. However, the short selling
mechanism may also lead to excessive
speculation and short-term behavior by investors,
increasing the volatility and uncertainty of the
market. Therefore, investors should view the
short selling mechanism rationally and make
reasonable use of the investment opportunities
and risk management tools it provides.

4.The Impact of Short Selling Mechanisms on
the Efficiency of the Capital Market

4.1 Strengthening of Short Selling Mechanism
and Price Discovery Function

The short selling mechanism has markedly
bolstered the price discovery capability of the
capital market. By granting investors the ability
to engage in bidirectional trading of asset prices,
this mechanism facilitates a more rapid and
precise reflection of assets' genuine value in
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market prices. The presence of short sellers
augments the market's trading depth and scope,
thereby enhancing its informational efficiency.
Should the market price diverge from its true
value, short sellers promptly intervene in the
market, utilizing short selling transactions to
restore the price to a rational equilibrium. This
price discovery process serves to curb market
bubbles and excessive speculation, ultimately
optimizing the efficiency of resource allocation
within the capital market.

4.2 Short Selling Mechanism and the
Improvement of Market Liquidity

The short selling mechanism has had a positive
impact on market liquidity. It increases the
number of counterparties in the market and
enhances the trading activity of the market. The
existence of short sellers gives investors more
choices and flexibility when selling assets,
reducing transaction costs and market frictions.
Meanwhile, the short selling mechanism has also
promoted arbitrage trading and risk management
activities in the market, further enhancing the
market's liquidity. This improvement in liquidity
helps to reduce market volatility and enhance
market stability, laying a solid foundation for the
long-term development of the capital market.

4.3 Optimization of Short Selling Mechanism
and Resource Allocation Efficiency

The short selling mechanism has a profound
impact on the resource allocation efficiency of
the capital market by influencing asset prices
and investor behavior. It prompts funds to flow
towards assets and industries with greater
growth potential and value, reducing resource
waste and inefficient investment. The existence
of short sellers enables the market to more
effectively identify and eliminate those poorly
managed enterprises with dim prospects,
providing more financing opportunities and
development space for high-quality enterprises.
This optimization of resource allocation
efficiency is conducive to promoting industrial
upgrading and economic structural adjustment,
and facilitating the long-term  healthy
development of the capital market.

4.4 Short Selling Mechanism and the
Promotion of Market Innovation and
Development

The short selling mechanism serves as a fresh
catalyst for innovation and advancement within
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the capital market. It encourages financial
institutions to craft novel financial products and
services tailored to the varied investment
requirements of investors. Additionally, the short
selling mechanism has fostered heightened
competition and collaboration among market
players, propelling the ongoing refinement of
market regulations and frameworks. This drive
towards innovation and development aids in
elevating the capital market's overall
competitiveness and global standing,
establishing a robust foundation for its sustained
growth. Nevertheless, the evolution and
enhancement of short selling mechanisms
necessitate the proactive guidance and oversight
of regulatory bodies to safeguard their sound and
orderly progression.

5. Policy Recommendations

5.1 Improve the Regulatory Framework for
Short Selling Mechanisms

To ensure the stable and efficient operation of
the capital market, regulatory authorities should
establish a comprehensive and flexible
regulatory  framework for short selling
mechanisms. On the one hand, it is necessary to
refine the short selling trading rules, clearly
define the scope of short selling targets, trading
hours, information disclosure requirements and
other specific contents, reduce the ambiguous
areas in market operations, and lower the
probability of violations. For instance, it is
stipulated that short sellers are required to
disclose information such as their position
holdings and trading motives on a regular basis
to enhance market transparency. On the other
hand, the regulatory framework needs to be
flexible and able to be adjusted in a timely
manner in response to changes in the market
environment. When the market experiences
excessive fluctuations or systemic risks,
regulatory authorities can take temporary
measures such as restricting the scale of short
selling and increasing the margin ratio in a
timely manner to maintain market stability.
During the stable development stage of the
market, restrictions should be appropriately
relaxed to promote market vitality.

5.2 Strengthen Investor Education and
Protection

Investors are important participants in the short
selling mechanism, and their professional
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qualities and risk awareness directly affect the
quality of market operation. Therefore,
regulatory authorities and financial institutions
should enhance investor education by holding
training lectures, releasing promotional materials,
and conducting simulated trading, etc., to help
investors gain a deeper understanding of the
principles of short selling mechanisms, risk
characteristics, and operational skills.
Meanwhile, establish and improve the investor
protection mechanism, perfect the complaint
handling channels, and strengthen the protection
of investors' legitimate rights and interests. For
investors who have suffered losses due to short
selling transactions, if the losses are caused by
improper behaviors such as market manipulation
and violation of information disclosure
regulations, the relevant responsible parties
should be held legally accountable to ensure that
investors receive reasonable compensation.

5.3 Promote the Construction of Market
Infrastructure

Efficient market infrastructure is an important
support for the smooth operation of short selling
mechanisms. The upgrading and transformation
of the trading system should be accelerated to
enhance the speed and stability of trading
processing and ensure that short selling trading
instructions can be executed promptly and
accurately. Meanwhile, improve the clearing and
settlement system, reduce transaction risks, and
ensure the safety of funds for market participants.
In addition, efforts should be made to strengthen
the construction of market information
infrastructure, integrate various market data
resources, provide investors with comprehensive,
accurate and timely market information, and
enhance market transparency and information
efficiency.

5.4 Promote International Regulatory
Cooperation and Coordination
Against the backdrop of the increasingly

integrated global capital market, short selling
transactions have transnational characteristics,
and the supervision of a single country is
difficult to effectively deal with cross-border
short selling risks. Therefore, regulatory
authorities of all countries should enhance
international cooperation and coordination,
jointly formulate international regulatory
standards, and share regulatory experiences and
information. By establishing a cross-border
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regulatory coordination mechanism,
strengthening the monitoring and supervision of
cross-border  short  selling  transactions,
preventing international capital from using the
short selling mechanism for malicious short
selling, and maintaining the stability of the
global financial market.

6. Conclusion

This paper delves into a comprehensive analysis
of how short selling mechanisms influence the
capital market, leading to the following key
findings: Short selling mechanisms exert a
twofold influence on the stability of the capital
market. When operating within a well-regulated
and favorable market environment, the short
selling mechanism can effectively perform its
price  discovery role, enhance market
information efficiency, and support market
stability. Conversely, in the absence of adequate
regulation or amidst a deteriorating market
climate, the short selling mechanism may be
subject to malicious manipulation, exacerbating
market fluctuations and potentially sparking
systemic risks. Consequently, the establishment
of a robust regulatory framework and the
reinforcement of oversight and guidance for
short selling activities are paramount to ensuring
the stable functioning of the capital market.

The short selling mechanism has a significant
promoting effect on the efficiency of the capital
market. It enriches market trading strategies,
increases market liquidity and improves the
efficiency of resource allocation. Through short
selling transactions, investors can express their
views on asset prices more effectively,
prompting market prices to reflect the true value
more quickly. Meanwhile, the existence of short
selling mechanisms also prompts listed
companies to pay more attention to the quality of
information disclosure and the level of corporate
governance, in order to attract investors to invest,
thereby  promoting the overall quality
improvement of the capital market.

Although the short selling mechanism plays an
important role in the capital market, its
development still faces many challenges. In the
future, it is necessary to further improve the
regulatory framework of the short selling
mechanism, strengthen investor education and
protection, promote the construction of market
infrastructure, and facilitate international
regulatory cooperation and coordination. Only in
this way can the positive role of the short selling
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mechanism be fully exerted, its potential risks be
reduced, and a strong guarantee be provided for
the healthy, stable and efficient development of
the capital market. At the same time, investors
should also view the short selling mechanism
rationally, fully understand its risk characteristics,
and based on their own risk tolerance and
investment goals, rationally apply short selling
trading strategies to achieve the preservation and
appreciation of assets.
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