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To make the best profit, researchers 
typically sell the reports to hedge funds. 
The fund(s) then short the stock, nearly 
always causing the price to decline as 
their position builds up selling pressure.  

Traders who follow chart and options 
trading patterns often detect that some-
thing is amiss and join in on the short-
ing. Large purchases of “put” options are 
a sure sign that short-sellers are close to 
sharing their research with the public. 

In the case of SCEI, the stock fell 
from US$7 to US$4 before the first 
short-seller published a negative report. 
Several more negative reports followed 
and, over the ensuing two months, those 
who shorted the stock at US$7 achieved 
a nearly 70% gross return on their invest-
ments. However, it’s worth noting that 
shorters’ net return is often greatly dimin-
ished by share borrowing costs as well as 
the premiums paid to purchase put op-
tions, both of which can run as high as 
10% per month.

Considering the large profits short-
sellers can make when share prices fall, 
investors should be careful to review short 
reports thoroughly and wary to believe 
them. Some short-sellers such as Andrew 

Left of Citron Research, Carson Block of 
Muddy Waters and myself have built up 
substantial track records exposing fraud 
in many Chinese US-listed companies. 

I think our track records give us a cer-
tain degree of credibility. Nevertheless, I 
encourage investors to always review the 
facts independently and make their own 
educated decisions. I, for one, do not give 
investment advice. Instead, I simply try to 
share the facts as I see them. 

Shooting stock in a barrel
Thus far, the opportunities for short-sell-
ers have been plentiful. Given a universe 
of hundreds of US-listed Chinese com-
panies, the shorts have so far wisely tar-
geted the most obvious frauds. They have 
found more cases of fraud than anyone 
expected. 

The result has led to pressure on all 
but the “blue chip” IPOs in the sector. 
Hundreds of stocks that were never at-
tacked by short-sellers have fallen in 
sympathy. 

Bullish investors in the sector re-
sponded by pushing companies to up-
grade to Big Four auditors. However, 
even a Big Four auditor upgrade does 

not always convince short-sellers that a 
company is legitimate. China Integrated 
Energy upgraded its auditor to KPMG 
in December and its 2010 financials and 
internal controls passed muster. However, 
after I released six months of video sur-
veillance showing that China Integrated 
Energy produces no meaningful volume 
of biodiesel at its two plants, KPMG re-
signed and withdrew its audit and inter-
nal controls opinion.

In the wake of such profitable victo-
ries, short-sellers are of course even more 
motivated to expose fraud in this sector. 
Considering the shorts have only so far 
picked the low-hanging fruit, I believe 
the risks remain high for quite some time.  

On the other hand, I am pleased to 
see long investors now demanding higher 
standards of due diligence, particularly 
when focused on company operations.  
Shorts rarely target companies that main-
tain high operational excellence. 

As investors reallocate funds to these 
companies, the bulls will run again. 
Looking back, we should recognize that 
shorts made a profit separating chaff from 
wheat, and we should defend this unique 
and beneficial feature of US markets. 


