



When Do Investors Know? Security Class-Action Lawsuits, Short
Selling, and Pre-filing News Releases
Abstract
Prior literature on security class-action lawsuits generally treats the lawsuit filing day as the day when the event become public, in terms of evaluating event-study returns and informed shorting activity. However, in the days prior to the lawsuit filing, our investigation reveals that there are public announcements of law-firm investigations into more than half of the sued firms. Over our 2009-2019 sample, accounting for these pre-filing investigation announcements weakens prior evidence that suggested short-selling investors tend to anticipate the lawsuit filing from private information or inference from related industry litigation. Strikingly, the average cumulative abnormal return over the 5-day pre-event filing window is about -6.5% for our full sample (similar to prior studies) but it is only about -2.2% when excluding the lawsuits with a recent pre-filing investigation announcement. Regarding responses to the public news releases, we find that: (1) the coincident abnormal short selling and negative abnormal returns are much larger for the higher quality lawsuits, and (2) the abnormal shorting coincident with the initial public news about the lawsuit is reliably negatively related to the post-news abnormal return. Thus, in addition to weakening an anticipatory shorting view, our evidence provides considerable support to conclusions in Engelberg, Reed, and Ringenberg (2012), who argue that short sellers are skilled at analyzing publicly available information.







Introduction
When studying investors’ trading activities and return responses around corporate news events, it is critical that researchers assess investors’ information with precision. In this paper, we re-examine shorting activity and return responses around securities class-action lawsuit filings with new shorting data over the lengthy the period between August 2009 to June 2019period. Our additional innovation is to document that public news releases about the law-firm investigation precede the securities class-action lawsuit filings in a majority of the lawsuits, importantly impacting prior conclusions about anticipatory shorting. Our findings highlight how a refined measurement of investors’ information set can lead to different conclusions with regard to both investor behavior and market informational efficiency.
The economics of securities class-action (SCA) lawsuits seems clear: they are known to have a potentially significant negative impact on defendant firms’ value. According to Zingales (2006), the total value of securities class action lawsuit settlements increased from $150 million in 1997 to $9.7 billion in 2005. Historically, the largest settlements include:  Enron ($7.2 billion), Worldcom ($7.2 billion), and Tyco International ($3.2 billion).[footnoteRef:1] We emphasize that the settlement amount likely understates the real costs to defendant firms. For example, Gande and Lewis (2009) report that in their sample from 1996 to 2003, during the three-day event window around the lawsuit filing date, the average loss in shareholder wealth is $355.65 million. There is also interesting evidence that suggests the mere threat from securities litigation can significantly impact firms’ liquidity, investment and financing decisions, as well as their innovative capability (see, e.g., Arena and Julio (2015); Lowry and Shu (2002) , and Lin, Liu, and Manso (2020)). Given the potentially damaging impact from litigation threats, many studies have proposed models to help predict litigation risks.2 [1:  Historical top 10 settlement figures are available from http://securities.stanford.edu/top-ten.html. 2For example, see Kim and Skinner (2012) and the references therein.] 

Prior studies in this literature rely principally on the SCA lawsuit filing date as the ‘event day’ to evaluate market response; in terms of event-study returns and short selling activity. For example, Romano (1991) finds that the average return in a two-day window around the filing date is -0.41% in an early sample from 1966 to 1987. Blau and Tew (2014) report that the mean filing day return is about -1% in their sample of 224 filings from 2005 and 2006. Gande and Lewis (2009) argue that the filing day return probably underestimates the true market reaction because investors can partially anticipate these lawsuits based on lawsuit filings against other firms in the same industry. Consistent with this anticipation hypothesis, they find that in the 10 days preceding the filing date window, share prices of defendant firms on average suffer from a staggering decline of 9.79%.
In this article, we find intriguing new evidence that indicates investors do not necessarily have to use complex modeling techniques to predict and assess the likelihood of upcoming lawsuits —in many cases there is advance public news that largely tips o↵ the pending lawsuit. Specifically, we find that, for more than half of the firms in our sample (52.4%), the law-firm investigation into the later sued firms are publicly announced in the days prior to the formal filing of a security class-action lawsuit. Law firms announce their investigations as a form of advertisement to recruit shareholders who could potentially become participating plaintiffs in the subsequent class action lawsuits. Importantly, these investigation news are published in the financial press, which allows us to measure precisely the gap between the investigation announcement and the subsequent filing of a law suit (if any). The mean (median) number of days between the announcement of an investigation by law firms and the filing date is 10 (8) days. There is a large variations in the number of days between the investigation and the filing dates, ranging anywhere from 1 to 42 days in our sample.
To study the implications of this new information revelation, we evaluate investors’ short selling activities and stock return behavior around SCA litigation news days - - both pre-filing investigation news and the lawsuit-filing news. Our goal is to shed light on the long-standing debate in the literature on the informational role of short selling as well as its implications for market efficiency.
Our study contributes to the literature in two primary areas. First, prior studies have documented substantial negative cumulative returns and elevated short selling prior to the security class-action lawsuit filing, suggestive that short sellers anticipate the lawsuit - presumably based on private information or inference based on the industry litigation environment. Weakening such an anticipatory view, we find that the pre-filing cumulative negative returns are largely attributed to the lawsuits that had a public pre-filing investigation announcement coincident with (or in close proximity to) the 5-day pre-filing event window. Strikingly, the average cumulative abnormal return over the 5-day pre-event filing window is about -6.5% for our full sample (similar to that reported in prior studies) but it is only about -2.2% when excluding the lawsuits with a recent pre-filing investigation announcement.
Also Also, related to an anticipatory-shorting evaluation, we find that the pre-event abnormal shorting activity for the lawsuit filings without a pre-filing investigation news release (as compared to the lawsuit filings with a recent pre-filing investigation news release) is: (1) appreciably lower, on average, and (2) appreciably less informative about the subsequent abnormal return over the filing event window. In sum, Ideally, when accounting for the public news from pre-filing law-firm investigation announcements, our results imply appreciably less support for an anticipatory-shorting hypothesis than is suggested by prior SCA lawsuit studies, such as Gande and Lewis (2009) and Blau and  Tew (2014).
Our second contribution area relates to the conclusions from Engelberg, Reed, and Ringgenberg (2012) - - that short sellers are skilled at using public information to take profitable positions. Several of our findings findings in our research provide support for this view. First, for the higher-quality lawsuits with an investigation announcement that closely precedes the lawsuit filing,[footnoteRef:2] we find: (1) much higher average abnormal shorting over the investigation-news event window; and (2) a stronger economic relation between the investigation-news event-window shorting and variation in the post-news abnormal returns. Second, when evaluating the abnormal shorting activity that is approximately contemporaneous with the initial public news release for all the lawsuits in our sample, we find that the event-window shorting is reliably negatively related to the subsequent post-news abnormal return. [2:  We refer to this category of lawsuits as ‘higher quality’ because they exhibit more negative abnormal returns over both the investigation-news event window and the post-event window, and their likelihood of being settled (rather than dismissed) is greater than the other lawsuit cases.] 

On the other hand, for the lawsuits that had a pre-filing investigation announcement, the filing-day event-window shorting is not reliably related to variation in the subsequent post-filing abnormal returns. So, As a result, for the lawsuits where the lawsuit filing announcement is not the initial public news release about the pending lawsuit, our results suggest that the shorting activity and return response over the preceding investigation announcement already largely accounted for the lawsuit implications - - consistent with short sellers being skilled at analyzing the initial public news release and with the follow-on filing news containing relatively little new information.
The rest of this paper is organized as follows. Section 2 provides additional background and literature discussion. Section 3 describes the two primary short-selling hypotheses and related predictions, which are the focus of our subsequent empirical evaluation. Section 4 describes the data as well as the sample selection process. We present our main empirical results regarding the anticipatory shorting hypothesis in Section 5, and our main results regarding the ‘analysis of public news’ shorting hypothesis in Section 6. Section 7 provides additional supplemental analysis to evaluate robustness, and Section 8 concludes.
Additional Literature Discussion
In some sense, short sellers are the ultimate Dr. Jekyll and Mr. Hyde of financial markets. For some investors and even government officials, short selling is predatory (e.g., Brunnermeier and Oehmke (2014)) and often the scapegoat for market crashes. For others, especially among academicians, short sellers are generally viewed as the quintessential rational investors, making informed bets against overvalued securities in a speculative bubble (e.g., Miller (1977); Diamond and Verrecchia (1987); Bris, Goetzmann, and Zhu (2007).
Past empirical studies on the informativeness of short selling have had mixed results. Using monthly short interest data, Dechow, Hutton, Meulbroek, and Sloan (2001) and Desai et al. (2002) find that short sellers use information from valuation ratios to take advantage of overvalued firms, and both high levels and large increases in short interest lead to lower subsequent monthly stock returns, consistent with the hypothesis that short sellers possessing private information. However, other researchers find the predictive power of short interest to be largely limited to small stocks (Asquith, Pathak, and Ritter (2005)) and short sellers in aggregate are unable to impede speculative bubbles (Lamont and Stein (2004).
Since short interest is only available on a semi-monthly basis, it is not well-suited to study short selling activities in the short run[footnoteRef:3] and for event-study type of research that focuses on short sellers’ trading around corporate news. More recently, the availability of high frequency shorting flow data allows researchers to investigate whether short sellers are informed about stock returns with greater precision. For example, with the help of proprietary shorting flow data for the New York Stock Exchange (NYSE), Boehmer, Jones, and Zhang (2008) report that heavily shorted stocks underperform lightly shorted stocks by about 1.16% over the following 20 trading days from 2000 to 2004. Christophe, Ferri, and Angel (2004) and Christophe, Ferri, and Hsieh (2010) analyze the short-sales transactions in NASDAQ firms in 2000 and 2001, and find evidence of informed trading 3 to 5 days prior to earnings announcements and analyst downgrades. More closely related to our paper, Blau and Tew (2014) find that short selling surges in the days preceding the filing of a securities class action lawsuit. Citing anecdotal evidence based on two reports from the Securities and Exchanges Commission (SEC), they conjecture that short sellers are tipped o↵ by law firms about the timing of upcoming lawsuits. [3:  Boehmer, Jones, and Zhang (2008) report that the average duration of a short position is only 37 days, whereas the average duration of a long position is about 1.2 years.] 

Contrary to these findings, Daske, Richardson, and Tuna (2005) find no evidence that short sale transactions are concentrated prior to corporate news events in a sample of NYSE firms from 2004 to 2005. They attribute the differences in these findings to: (a) a rise in short selling activities in recent years, which lowers the signal-to-noise ratio, and (b) Regulation Fair Disclosure (Reg FD), which requires publicly traded companies to make equal and simultaneous dissemination of corporate news, thus reducing the likelihood of informed trading by investors who has early access to information. Using a sample from January 2005 to December 2006, Henry and Koski (2010) find no evidence of informed short selling around seasoned equity offerings announcements.
Engelberg, Reed, and Ringgenberg (2012) evaluate daily short sales data from the NYSE Regulation SHO database (over 01/2005 to 07/2007), in combination with all news stories from the Dow Jones Archive. They find that short sellers’ information advantage does not appear to come from anticipation of news, but rather from their ability to process and trade public news.[footnoteRef:4] Their focus on public news suggests additional implications for our new data that we also explore, with over half the lawsuits having a pre-filing public new releases about the law-firm investigation. [4:  Blau and Wade (2012) as well as Blau and Pinegar (2013) also cast doubt on short sellers act as informed traders prior to analyst downgrades and earnings announcements.] 

We contribute to this debate by highlighting the importance of understanding more precisely short sellers’ public information set, and the implications for market informational efficiency. We emphasize that the flow of information is likely to be more complicated than previously suggested in the extant literature. In particular, in the context of SCA lawsuits, short sellers who act upon the announcement of an investigation could be mistaken as privately informed traders if we use the filing date as the main event date and disregard the investigation news.
Hypotheses and Predictions
In this section, we focus on two different hypotheses regarding short sellers’ trading around security class-action lawsuit filings. Our empirical work evaluates the hypotheses’ predictions for the relation between short selling activity and subsequent market reactions in the context of the two major securities litigation news events: the filing date (hereafter FD) and the investigation announcement date (hereafter ID). Note that in the case of the FD sample, there two types of lawsuit filings - - those with an advance pre-filing news release of the related law-firm investigation and those without such advance public news. Therefore, in our following discussion, we will refer separately to the FD sample without prior public news of the law-firm investigation, the FD sample with a prior public news release of the law-firm investigation, and the ID sample.
First, the evidence from Boehmer, Jones, and Zhang (2008), Christophe, Ferri, and Angel (2004), and Blau and Tew (2014) suggests that short sellers could possess privately acquired information that would enable them to appear to anticipate the upcoming event. For example, Blau and Tew (2014) suggest that the investigating law firm might tip o↵ some investors, prior to the lawsuit filing. Gande and Lewis (2009) suggest that short sellers might anticipate the lawsuit filing due to rational inference from the industry litigation environment and/or knowledge of the corporate misdeed. In our context, these possibilities suggest an anticipatory-shorting hypothesis, where shorting activity is elevated prior to the lawsuit filing day in a manner that suggests meaningful profits to the short sellers - - even without an advance public news release of the law-firm investigation preceding the lawsuit filing. For this hypothesis, even for the FD sample without an advance investigation news release, we would expect that advance short selling over the FD pre-event window should be associated with sizable negative returns over both the FD pre-event window and the actual FD event window.
Second, Engelberg, Reed, and Ringgenberg (2012) present evidence that a substantial portion of short sellers’ trading advantage is based on their ability to analyze publicly available information. The implication is that short sellers do not necessarily possess superior private information, but rather they tend to be better at processing and analyzing public news. Thus, this view suggests that the apparent profitability of FD pre-event shorting activity might largely be linked to the lawsuits that had an advance public news release of the law-firm investigation. Further, this hypothesis suggests that the shorting activity coincident with the initial public news release about the lawsuit (either the prefiling investigation news for the lawsuit with an advance law-firm announcement, or the lawsuit filing news for those lawsuits without an advance law-firm announcement) is likely to be negatively related to the post-event returns, suggestive of short-seller profits. We refer to this second hypothesis as the analysis-of-public-news shorting hypothesis, or the
APN-shorting hypothesis (for short).[footnoteRef:5] [5:  We point out that these two hypotheses are not necessarily competing hypotheses in that short sellers could both: (1) tend to possess superior private information, prior to the lawsuit filing; and (2) be highly skilled at analyzing the related public news releases. Our investigation recognizes this possibility.] 

Description of Data and Sample
Securities Class Action Lawsuits Data
Data for securities class action lawsuits are from the Securities Class Action Clearinghouse (SCAC) (http://securities.stanford.edu/) at Stanford Law School. According to its website, the database tracks all securities class action cases filed in Federal Court (but not state court) after the Private Securities Litigation Reform Act of 1995, and is updated on each business day. Our initial sample contains 5388 lawsuits from 01/1996 to 06/2019.
For each lawsuit, we collect the following information: (a) company name; (b) its ticker symbol; (c) lawsuit filing date; (d) district court where the lawsuit is filed; (e) the stock exchange where the defendant firm is listed; (f) a brief case summary; and (g) current case status. The case status in this paper is updated through 12/2020. There are four possible case status: settled, dismissed, ongoing, or unknown. The SCAC database also contains links to the original court documents if they are available.
Daily Short Selling Data
To alleviate concerns about results that might be unique to specific market conditions due to a relatively short sample, we investigate a sample of daily short sales that covers the longest (as far as we know) sample period among all existing studies that use high frequency shorting flow data.[footnoteRef:6] This data set is from the Financial Industry Regulatory Authority (FINRA), which, per request from the Securities and Exchange Commission, publishes daily short sales data on its website (https://www.finra.org). The same short selling data are also used in two recent papers by Reed, Samadi, and Sokobin (2020) as well as Wang, Yan, and Zheng (2020). The FINRA database covers all stocks listed on major exchanges as well as OTC stocks in the U.S. market. As noted by Wang, Yan, and Zheng (2020), the daily data are usually updated on the same trading after the end of regular trading hours, and are retained on FINRA website for up to the past 12 months. [6:  Studies that evaluate relatively short samples might find results that do not generalize; for example, if they focus on abnormal times such as around the so-called tech bubble in the late 1990’s to 2000 or the Great Recession and its aftermath around 2008-2010.] 

In order to increase our sample size, we rely on FINRA’s historical data archive stored in monthly file format, which provides much longer time series. The monthly files start from 08/2009 and contain intraday short sales data for each intra-month trading days. For each short sale transaction, the data file records the market center for the security, ticker symbol, date, timestamp, exempt or non-exempt short volume, and the transaction price. We aggregate all intraday short sales during the regular trading hours to obtain the daily short volume for each security.
As noted by many authors (e.g., Boehmer, Jones, and Zhang (2008), Diether, Lee, and Werner (2009), and Engelberg, Reed, and Ringgenberg (2012)), exempt short volumes represent bona fide market making activities by market makers and are usually not informative. As a result, we follow the literature and focus exclusively on the information content from non-exempt short volumes. We also follow Asquith, Pathak, and Ritter (2005), Christophe, Ferri, and Hsieh (2010), as well as Blau and Tew (2014), and measure the amount the short shorting using the ratio of daily non-exempt short volume over the number of shares outstanding (in thousands of shares). The shares outstanding variable is from the Center for Research in Security Prices (CRSP).
Sample Formation
We merge the SCAC data with the short selling data, which determines that our sample period is from 08/2009 to 06/2019. We then match the data with CRSP to obtain stock price information. We select domestic common stocks (share code 10 and 11) that are listed on NYSE, NASDAQ, and American Stock Exchange (AMEX) but exclude ADRs, closed end funds, and foreign companies. We further merge the data with COMPUSTAT to obtain defendant firms’ financial statement information. At a minimum, we require our sample firms to have sufficient price and financial information so that we can compute momentum (which requires at least 6-month stock returns before the filing date), book to-market ratio, firm size, as well as bid-ask spread. We also require that firms have trading information for 21 days around the filing date and investigation announcement dates. As a result, in our main sample, we have a total of 1017 lawsuits.[footnoteRef:7] [7:  In our sample, there are only 48 cases out of 1017 where the stocks were priced less than $1/share on event days. Our results are essentially the same when excluding these cases.] 

For each case in our main sample, we search for related law firm investigation news in days preceding the filing date using the FACTIVA database. In cases where there are announcements of investigation by multiple law firms, we use the earliest identified announcement date as the news date. In some cases, we also find law firms send reminders to investors that reiterates the subject firm is under investigation. In such cases, we trace to the earliest announcement date that we can find. In appendix A, we provide more detailed description of the search process and give a specific example (see also Figure 1). After some extensive searches, we are able to identify law firm investigation announcements for 52.4% (533 cases) of our sample. This allows us to study investors’ trading activities in three distinct sub-samples: (a) cases where law firm investigation dates (ID) are identified; (b) the lawsuit filing date (FD) sample where firms have known investigations by law firms; (c) the FD sample where there are no known investigations.
To estimate abnormal short selling, we use a matching portfolio procedure that has been used in many related studies.[footnoteRef:8] More specifically, we first sort all firms in our sample into five portfolios based on their size quintiles. Within each size quintile, we further sort firms into five portfolios based on their lagged book-to-market ratios. Finally, we match each firm with one of these 25 portfolios double-sorted on their size and book-to-market. On any given day, the amount of abnormal short selling for stock i is defined as the difference between its unadjusted short selling and the median short selling in the matching portfolio. We find our results are very robust when replacing the median with the mean in the matching portfolio. Similarly, we also compute the abnormal returns by taking the difference between the return of stock i and the median return of its matching portfolio on any given day. [8:  For example, please see Loughran and Ritter (2000), Dechow, Hutton, Meulbroek,and Sloan (2001), Desai, Krishnamurthy, and Venkataraman (2006), and Christophe, Ferri, and Hsieh (2010).] 

Later, as a robustness check, we investigate alternative abnormal metrics for abnormal short selling and abnormal returns around the SCA lawsuit filing. We find that the lawsuit related patterns in abnormal shorting and returns are very similar with our alternative abnormal metrics. See Section 7.2, as well as the results shown in Figure 3.
Features of the Sample
Panel A of Table 1 describes the distributions of securities class action lawsuits in our main sample sorted by year, district court, and status with regard to law firm investigation. Compared with the annual total case numbers reported on the SCAC website during the same sample period, our main sample represents about 43% of the unfiltered data, and the ratio is quite steady over time. For example, our sample (the SCAC website) has 115 (271), 172 (411), and 168 (402) cases from 2016 to 2018 respectively, and the ratios range from 41.8% to 42.4% for the three-year period. In addition, we notice that in our sample there appears to be a surge in the number of class action lawsuits in recent years, which is also consistent with the overall trend from the original SCAC database. Based on this observation, we conclude that our sample seems to be representative of the overall unfiltered data, and is not influenced by outliers in any given year.
Table 1 also reveals that the distribution across district courts is heavily skewed. Among the 94 US district courts, the top three district courts handle a total of 333 cases, which is about 1/3 of our sample. The top 10 courts cover about 61% of the total cases. Importantly, 533 out of the total 1017 cases have public announcements of investigations by law firms, and the other 484 cases do not. Among the three listing exchanges, the technology-dominated NASDAQ has 627 cases, followed by NYSE (350) and AMEX (40).
Financial Characteristics of Defendant Firms
Panel B of Table 1 reports the summary statics of defendant firms’ financial variables. We report the mean, median, standard deviation, as well as the 25th and 75th percentiles for sample firms’ total assets, sales revenue, earnings per share (EPS), size as measured by a firm’s market value of equity, and book-to-market ratio. Size and book-to-market are computed following the method of Fama and French (1993). Other financial variables are taken from COMPUSTAT for the year prior to the filing date. The average total assets, sales, and firm size are $7.8 billion, $4.2 billion, and $5.8 billion, respectively. However, the median values are much lower, indicating a skewed distribution. The mean reported earnings per share is $0.67 (median $0.48), suggesting that the average defendant firm in the sample is profitable.
Distribution of Days between Investigation News and Filing Dates
Panel C of Table 1 reports the summary statics of the distribution of days between law firm investigation announcement date (ID) and the formal lawsuit filing date (FD). We find that the average number of days between the ID and FD is 10 days with a median of 8 days. The 25th (75th) percentile is 4 (15) days. The longest gap is 42 days whereas the shortest is only 1 day.
Main Results I: Pre-filing Shorting Activity and FilingWindow Returns, with and w/o Advance Investigation News
Prior studies have suggested that short sellers anticipate the SCA lawsuit filings. Blau and Tew (2014) suggest that the source is likely private information; for example, investigating law firms might tip o↵ some investors. Gande and Lewis (2009) suggest that informed short sellers might anticipate the lawsuit filing through rational inference of the industry litigation environment or knowledge of the corporate misdeed.
In this section, we show that the short-selling activity and abnormal returns around the lawsuit filing depend importantly upon whether there was a recent public news release of the lawsuit investigation. When excluding lawsuit filings with an advance public news release of the law-firm investigation, the evidence weakens appreciably for the anticipatory shorting hypothesis - - that short sellers can anticipate the subsequent lawsuit filing in a manner suggestive of meaningful short-seller profits.
Specifically, in this section, our focus is on contrasting two subsets of lawsuit-filing observations, based on differences in their public information flows. The first subset has the filing-day (FD) cases where there was not a preceding investigation-news release (484 cases), or ‘no-IN FD cases’. The second subset has the FD cases where there was a recent investigation-news release (285 cases), or ‘recent-IN FD cases’.
By ‘recent’, we refer to the FD cases where the number of days between the IN release and the FD is less than or equal to the sample median of 8 days. This choice is based on the following: In our empirical work, for the pre-event window that precedes the 2-day FD event window, we follow from Blau and Tew (2014) and focus on a pre-event window over trading-days -5 to -1, relative to filing-day 0. Thus, with this convention for classifying ‘recent IN’ releases, this mean that the FD pre-event window will either include the IN release (for IN releases on day -5 through -1) or the IN release just precedes the FD preevent window (for IN releases over days -8 to -6). Presumably, for IN releases over days -8 to -6, there may be spillover shorting activity in the FD pre-event window attributed to this recent investigation news. Thus, our method conveniently categorizes ‘FD cases with recent IN releases’ as those observations where the difference between the investigation news and lawsuit filing days is less than or equal to the median of 8 days.[footnoteRef:9] [9:  We later also examine the 248 FD cases where the IN release precedes the FD by more than the median of 8 days.] 

With this approach, this section offers new evidence that bears on the anticipatory shorting hypothesis and the APN-shorting hypothesis. For the no-IN FD cases, the prevent short selling is not driven by an associated pre-filing public news release about the law-firm investigation. Thus, for the no-IN FD cases, a finding of high short selling and large negative abnormal returns in the pre-event window and a negative predictive relation between the pre-event short selling and the FD event-window returns would be supportive of the anticipatory-shorting hypothesis. Conversely, for the recent-IN FD cases, the short selling in the FD pre-event window is likely substantially related to the recent public news release about the law-firm investigation. Thus, for the recent-IN FD cases, a finding of high short selling and large negative abnormal returns in the pre-event window and a negative predictive relation between the pre-event short selling and the FD event-window returns - that is stronger for any comparable patterns in the no-IN FD cases - - would imply support for the APN-shorting hypothesis.[footnoteRef:10] [10:  Later, in Section 6, we investigate other implications to help distinguish between these two hypotheses.] 

Average FD Pre-Event Shorting Activity and FD Pre-event and EventWindow Abnormal Returns, with and w/o Recent Investigation News
Table 2 reports the average daily abnormal short selling (ABSS) and abnormal return (ABRET), both adjusted by size and book-market sorted matching portfolios, for three different event windows. Row-1 in each panel reports on the 5-day pre-event window, [5,-1].  In each panel, row-1 reports on the 5-day pre-event window, [5, -1]. Row-2 in each panel reports on the 2-day event window, [0,1], where t = 0 is the event day and t = 1 denotes the day after. Finally, Row-3 in each panel reports on a 5-day post-event window, [2,6]. We report separately for windows based on the lawsuit filing day and, on the investigation, -news release day, as denoted in the subpanel headings.
Panel A reports on the no-IN FD cases and Panel B on the recent-IN FD cases. We highlight the following three results for these two different subsets of FD cases. First, we find that the average pre-event shorting, ABSS(-5,1), is much larger for the recent-IN FD subset at 7.81, over 2.4 times the average pre-event ABSS(-5,-1) for the no-IN FD subset at 3.19. Second, we find that the pre-event ABRET(-5,-1) is also much more negative for the recent-IN FD subset at -3.46%, versus -0.57% for the no-IN FD subset. Third, we note that the ABRET(0,1) over the FD event window is somewhat more negative for the recent-IN FD cases at -0.69%, versus -0.33% for the no-IN FD cases.
We emphasize that these abnormal returns are ‘average daily returns’ over the respective windows. Thus, for example, the implied average cumulative return over the 5-day FD prevent window for the recent-IN FD cases is around -17%, versus about -2.8% for the no-ID FD cases. By comparison, results in Table 2 of Gande and Lewis (2009) suggest an average cumulative abnormal return of about -8.1% over the 5-day FD pre-event window for their sample of class-action lawsuit filings over 1996-2003. And, results in Table 2 of Blau and Tew (2014) suggest an average cumulative abnormal return of about -6.2% over the 5-day FD pre-event window for their sample of class-action lawsuit filings over 2005-2006.
These 5-day pre-event returns from those two earlier studies on SCA lawsuits are close
to the weighted average of about a -6.5% abnormal return for the FD cases in our Table 2, Panels A, B, and D (weighted by the relative numbers of lawsuits in each category). However, when excluding the recent-IN FD cases in Table 2, Panel B; the weighted average of the implied cumulative 5-day pre-event abnormal return for the remaining lawsuits is much less negative at about -2.2%. These observations and our findings suggest both: (1) that there is a consistent sizably negative cumulative return over the FD pre-event period, with similar returns across three different studies covering three different time periods; and (2) that the FD cases that had an IN release either coincident with, or in close proximity to, the 5-day pre-event period (the Panel B cases) are primarily responsible for the sizably negative pre-event abnormal returns (at least over our approximate 10-year sample over August 2009 to June 2019). Thus, without knowledge that there were preceding IN releases, a researcher would conclude that the pre-event abnormal returns support the anticipatory shorting hypothesis.
However, such an anticipatory-shorting conclusion is weakened appreciably when taking into account the public IN release that precedes the FD in many cases. Consider the results in Table 2, Panel C, which reports on the pre-event ABSS and ABRET for windows based on the day of the investigation-news release, for the same set of recent-IN lawsuits examined in Panel B. In row-2 of Panel C, we report relatively very large shorting activity (13.10) and large average negative abnormal daily returns (-6.43%) over the ID-event window (0,1). We stress that these shorting and return numbers are contemporaneous with the public IN release and are approximately concurrent with the pre-event window for the FD-based windows for the recent-IN FD cases. Further, the much lower average negative returns for the no-IN FD cases (Panel A), over both the FD pre-event and event windows, imply relatively little profitability for short positions taken over the pre-event window for these noIN no IN FD cases. Thus, after accounting for the law-firm investigation news release, the results in Table 2 indicate less support for the anticipatory-shorting hypothesis than is suggested by the earlier SCA lawsuit literature.
Figure 2 further depicts the di↵erences  differences in abnormal shorting and abnormal returns between the FD-based windows and the ID-based windows. This figure plots the time series of daily average abnormal short selling (top panel) and abnormal returns (bottom panel) from day -10 to day 10, with day 0 being the day of the public news release. We report separately for the FD subsample with a prior IN release, the FD subsample without a prior IN release, and the ID sample. Here, for the FD subsample with a prior IN release, we include all the relevant FD cases to more broadly depict the results for this category of FD cases (rather than reporting only on the recent-IN FD cases, as in Table 2, Panel B). The figure reinforces the characteristic patterns indicated in Table 2. The event-day market reaction is strongest for the ID sample with a return of nearly -4.5% and abnormal short selling exceed 12. The ID sample also seems to experience larger and more persistent negative returns after the investigation announcement day. Further, the FD sample with a prior IN release has a more distinct pre-event pattern, with heavier short selling and more negative returns during the pre-event days, relative to the FD sample without a prior IN release.
FD Pre-Event Shorting and FD Event-Window Abnormal Returns, with and w/o Recent Investigation News: Regression Analysis
We next examine how the abnormal shorting activity in the pre-event window (ABSS (-5,1)) is related to the subsequent abnormal returns over the event window (ABRET(0,1)) in a multivariate regression analysis. We again focus on the no-IN FD cases and the recent-IN FD cases separately, to present additional evidence on the anticipatory-shorting hypothesis and the APN-shorting hypothesis.
The anticipatory-shorting hypothesis predicts that pre-event short selling should be negatively correlated with event-day window returns, even for the FD cases without a prefiling IN release. To evaluate this premise, we estimate variations of the following regression model:
ABRET(0,1)i = 0 + 1ABSS( 5,	1)i + 2ABRET( 5,	1)i +CONTROLSi +"i (1)
where ABRET(0,1)i is the average daily abnormal return during the 2-day event window for lawsuit i, we evaluate both FD-based and ID-based event windows; ABSS(-5,-1)i is the abnormal short selling from the pre-event window and the main explanatory variable of interest; ABRET(-5,-1)i is the pre-event abnormal return; CONTROLSi denotes a set of additional control variables that include momentum, the natural log of the book-to-market equity ratio, the natural log of the firm’s market capitalization (size), the bid-ask spread, and dummy variables for district courts and calendar months.
Momentum, book-to-market, and firm size are known to have explanatory power for the cross-section of average stock returns. The bid-ask spread is from CRSP and is included to proxy for liquidity. We include monthly dummy variables to account for seasonality. The use of court dummies is motivated by the results from Huang, Hui, and Li (2019) who find that judge ideology is an important measure of litigation risk and firms in liberal circuits are 33.5% more likely to be sued in securities class action lawsuits than those in conservative circuits. If short sellers have private information about the securities class action lawsuits, then it is likely that they have insider knowledge about the relation between the court jurisdiction of a lawsuit and the likelihood of obtaining a favorable ruling. Detailed descriptions of all these variables are provided in the Appendix B, including a correlation table for the key abnormal short selling and abnormal return variables.
Table 3 reports the results, with 1 being the primary coefficient of interest. We again begin by evaluating the no-IN FD cases (those without a preceding investigation news release) in Panel A. We find that the estimated 1 coefficient is not statistically significant for the first model specification, where the pre-event ABSS is the only explanatory term. The 1 coefficients are statistically significant for the multivariate specifications in columns 2 through 5; and about 43% larger, on average, as compared to the first specification. Yet, the implied economic significance seems modest. For model-1 with no-ID FD cases where ABSS(-5,-1) is one standard deviation above its mean, the implied abnormal return over the 2-day event window (0,1) would be only about -0.58% lower than the mean case, with an adjusted R2 of only 0.3% for this case.[footnoteRef:11] [11:  For these sensitivity examples, we use the subsample-specific standard deviations of the ABSS and ABRET observations, rather than the full-sample standard deviations. The -0.58% is approximated as twice the implied change in the value for the daily average return over this window.] 

Next, Panel B of Table 3 reports on this investigation for the recent-IN FD cases. Here, for all five model specifications, we find that the estimated 1 coefficients are negative and statistically significant with only a modest variation across the different specifications. Here, for model-1 with recent-ID FD cases where ABSS(-5,-1) is one standard deviation above its mean, the implied abnormal return over the 2-day event window (0,1) would be about -1.7% lower than the mean case, with an adjusted R2 of 1.7% for this case.
Thus, when comparing Panel A to Panel B in Table 3, the implied predictive information of the pre-event shorting for the event-window abnormal return is appreciably larger and more robust for the recent-IN FD cases, relative to the no-ID FD cases. Without knowledge of the pre-event IN releases for the FD cases in Panel B, a researcher would infer support for the anticipatory-shorting hypothesis for the FD cases in Panel B. However, evaluation of the anticipatory-shorting hypothesis should be more appropriately based on the weaker evidence from the no-IN FD cases in Panel A only.[footnoteRef:12] [12:  And, an analysis of the combined FD cases in Panels A and B of Table 3 together would suggest more support for the anticipatory-shorting hypothesis than would the proper analysis of the no-IN FD cases only.] 

And, as discussed in Section 5.1, much of the shorting in the pre-event FD window for the recent-IN FD cases in Panel B is likely attributable to high short selling associated with the recent public IN release. For the Panel B FD cases, this suggests that the predictive information from the pre-event ABSS is likely driven by the shorting activity taken in response to the investigation public news release. If so, these FD cases would suggest support for the APN-shorting hypothesis (rather than the anticipatory-shorting hypothesis). In Section 6, we present additional results that supports this premise, by showing that the abnormal shorting over the event window (coincident with the public information news release) has predictive information about the post-event abnormal returns (ABRET (2,6)).
We next shift to evaluate windows based on the investigation-news day (ID) (rather than FD-based windows). We examine the predictive information in the pre-event short selling prior to the public IN release (ABSS (-5,-1)) for the abnormal return over the ID event window (ABRET(0,1)).
Table 4 reports the results, with the estimated 1 again being the primary coefficient of interest. Here, as previously explained, we bifurcate the ID events into two subsets, cases where the difference between the ID and FD are less than or equal to the median (Panel A) and cases where this difference is greater than the median (Panel B). In both panels, we find that the estimated 1 coefficients are negative and statistically significant for all five specifications. These results provide some support for the anticipatory-shorting hypothesis, because the pre-event shorting precedes both the public IN release and the public lawsuit-filing news release.
However, the ability of the pre-event short selling to explain variation in the event window returns seems quite modest. In Table 4 for the first specification, we note that the pre-event short selling can only explain about 1% of the variation in the event-window abnormal returns. Further, for the ID cases in both Panels A and B of Table 4, a one standard deviation increase in the pre-event ABSS implies that the event-window ABRET would only be about 1/10 of a standard deviation lower than the unconditional case.[footnoteRef:13] [13:  For the ID cases in Panel A of Table 4, the standard deviation of the pre-event ABSS (event-window ABRET) is 11.37 (15.33%). For the ID cases in Panel B of Table 4, the standard deviation of the pre-event ABSS (event-window ABRET) is 12.60 (18.54%).] 

Section 5 Summary
Our investigation reveals that over half of SCA lawsuit filings over our 2009-2019 sample are preceded by a public news release about the lawsuit investigation. Well over half of these investigation announcements occur within 8 days of the lawsuit filing. Prior studies have documented substantial negative cumulative returns prior to the lawsuit filing, attributed to either private information or inference based on the industry litigation environment or corporate misdeed. However, we find that the substantial pre-filing cumulative negative returns are largely attributed to the lawsuits that had a public IN release either coincident with, or in close proximity to, the 5-day pre-filing period. This suggests that the public IN release is primarily responsible for the sizably negative pre-event abnormal returns, rather than apparent anticipation of the lawsuit filing.
Further, as compared to the lawsuit filings with a recent IN release, we find that the prevent abnormal shorting activity for the lawsuit filings without a preceding IN release is: (1) appreciably lower, on average, and (2) appreciably less informative about the subsequent abnormal return over the filing event window. In sum, when accounting for the public news from law-firm investigation announcements, our results here imply less support for the anticipatory-shorting hypothesis than is suggested by prior SCA lawsuit studies.
Main Results II: Event-Window Short Selling andPost-Event Abnormal Returns
Next, we evaluate how the short selling over the event window, ABSS(0,1), is related to the abnormal returns over the post-event window, ABRET(2,6). For our interpretation, we presume that short-selling activity over the event window is largely driven by reaction to the public news release of either the lawsuit filing (for the FD-based event windows) and/or the preceding law-firm investigation (for the ID-based event windows). Under this view, an economically meaningful relation between the event-window shorting and the subsequent post-event return would suggest support for the APN-shorting hypothesis.
However, without the exact intraday timing of the news announcement, returns, and shorting; we cannot rule out that some of the short selling over the event windows (0,1) might reflect superior private information that was obtained in the hours (or minutes) preceding the public news release. Given this, our investigation here better addresses an extended APN-shorting hypothesis that considers analysis based on all information obtained nearly contemporaneous with the public news release (more specifically, all information flows over the event window).
Average FD Event-Window Shorting Activity and Average Post-Event Abnormal Returns
Recall that Table 2 also reports on the average event-window shorting activity (ABSS(0,1)) and the average post-event abnormal returns (ABRET(2,6)). Here, we highlight these results from Table 2 that bear on the APN-shorting hypothesis.
Panels A, C, and E of Table 2 capture the three categories of public news release windows where the event-window shorting should largely be in response to news releases that initially reveal the lawsuit intentions.[footnoteRef:14] Across these three panels, we see that both the event window abnormal shorting, the event-window negative abnormal returns, and the post-event negative abnormal returns are all appreciably stronger for the ID-based window in Panel C when the IN is within 8 days of the FD. The ABSS(0,1) for Panel C is 13.1 versus an average of 4.81 for Panels A and E. And, the implied average cumulative abnormal returns are about -12.8% for the 2-day ABRET(0,1) windown and -3.1% for the 5-day ABRET(2,6) window for Panel C versus an average of about +0.5% for the 2-day ABRET(0,1) window and -0.5% for the 5-day ABRET(2,6) window for Panels A and E. [14:  Conversely, for the FD cases in Panels B and D of Table 2, the FD-based event window does not reflect the initial public news about a pending lawsuit, because there was a preceding news release about the lawsuit investigation.] 

These abnormal-return differences suggest that the lawsuit cases in Panel C are the higher quality lawsuits, in terms of the potential adverse economic impact to the firm and the potential profitability for short sellers. Further, these patterns in shorting activity suggest that short sellers can substantially distinguish between the lawsuits’ economic prospects upon the public news release, with greater shorting profits suggested for the Panel C cases than for the Panel A and E cases (especially for short positions established early in the ID event window).
To further investigate whether the Panels A, C, and E also subdivide the lawsuit cases by quality, we calculate the proportion of cases with settlements for the plaintiffs versus dismissal. Consistent with the view that Panel C captures the higher-quality lawsuits, we find that proportion of cases ‘settled’ (versus ‘dismissed’) is appreciably higher for the lawsuit filings in Panel C at 40.2% versus an average of 22.4% for the cases in Panel A and Panel C. Further, we note that both: (1) the event-window and post-event abnormal returns (ABRET(0,1) and ABRET(2,6)) are more negative for the Panel A cases than for the Panel E cases, and (2) the proportion of cases ‘settled’ (versus ‘dismissed’) is higher for the Panel A cases (at 31.5%) than for the Panel E cases (at 13.4%).[footnoteRef:15] [15:  These settlement percentages are based on the cases that have either a settled or dismissed status; thus, excluding the approximately 11% of the lawsuits that do not have a ‘settled’ or ‘dismissed’ status reported in the Stanford SCAC data base.] 

In sum, we feel that these above cross-panel patterns from Table 2, along with the related settlement statistics, suggest support for the APN-shorting hypothesis. Upon the initial public news release of a lawsuit (or likely lawsuit), short sellers favor the apparent higher quality cases in Panel C and would appear to earn associated shorting profits. However, we acknowledge that the higher average event-window shorting (ABSS(0,1)) for the Panel E cases, relative to the Panel A cases, is puzzling under a skilled APN-shorting view, but rather seems to indicate limited real-time ability for short sellers to distinguish ex ante between the higher-quality IN cases in Panel C and the lower-quality IN cases in Panel E.
Event-Window Shorting and Post-Event Abnormal Returns: Regression Analysis
We next investigate how the level of event-window shorting is related to variation in the post event abnormal returns in a multivariate regression framework. We estimate five variations of the following regression model:
	ABRET(2,6)i = 0 + 1ABSS(0,1)i + 2ABRET(0,1)i + CONTROLSi + "i	(2)
where ABRET(2,6)i is the post-event average daily abnormal return for lawsuit i; ABSS(0,1)i is the abnormal daily short selling during the event window; ABRET(0,1)i is the abnormal return over the event window: and the other terms are as defined for equation (1). We again perform separate estimations based upon either the lawsuit-filing event or the law firm investigation news event, and the estimated 1s are again the coefficients of interest.
Table 5, Panel A, presents the estimation results for equation (2) when fitted to the FD cases without a prior IN release. The estimated 1 coefficients on ABSS(0,1) are highly significant and negative with t-statistics ranging from -3.9 to -4.7 across the five different model specifications. For a case when the ABSS(0,1) observation is one standard deviation above its mean, the implied average abnormal return over the 5-day post-event window is about -1.10% lower than the mean case, and the adjusted R2 is 2.0%.
Next, Table 5, Panel B, reports the estimation results from the FD sample with a prior announcement of a law-firm investigation. Interestingly, we find completely di↵erent different results when compared to the results from Panel A. In particular, all of the estimated 1 coe cients  coefficients on the event-window abnormal short selling, ABSS(0,1), lack statistical significance, and the adjusted R2 for specification-1 with the sole ABSS(0,1) explanatory term is only 0.6%.
The sharp contrast between the FD cases with and without pre-filing IN news releases (Panel B versus Panel A) seems consistent with our APN-shorting hypothesis under the follow explanation. For Panel B, the filing-day window occurs after the public IN news release. Thus, the pending lawsuit has substantially already been publicly revealed for the FD cases in Panel B, prior to the actual announcement of the lawsuit filing. Thus, the skilled short traders should have largely reacted to this event upon the occasion of the investigation-news release, leaving relatively little information revelation with the actual filing. Accordingly, for these cases, the FD event-window abnormal shorting has little relation to the FD post-event returns.
This above explanation, regarding the contrast between Panels A and B of Table 5, also suggests the abnormal shorting over the IN event window should be negatively related to the post-event returns (qualitatively similar to the results in Table 5, Panel A). As we report next, this is exactly what we find for the event-windows based on the public IN release.
Table 6 reports the estimation results for equation (2) using the ID-based event windows.
Panel A evaluates all the ID-based windows together. As predicted, here we find that the
1 estimates on ABSS(0,1) are highly significant for all five specifications, with t-statistics from about -3.7 to -4.4.
Table 6, Panels B and C, report on comparable estimations on two subsamples of the ID-based event windows, with Panel B (Panel C) reporting on the cases when the IN release was less than or equal to (greater than) the median of 8 day before the FD. For both panels, we again see that the estimated 1 coefficients are negative and statistically significant in all cases.
However, the implied negative post-event returns are somewhat larger for Panel B than for Panel C, fitting with our earlier arguments that suggests short sellers seem to focus on the higher-quality lawsuits represented by the Panel B cases.[footnoteRef:16] Specifically, for cases when the ABSS(0,1) is one standard deviation above its mean, then the implied average cumulative 5-day post-event abnormal return is about -4.2% for the cases in Panel B versus -1.7% for the cases in Panel C. [16:  From Table 2, recall that the average ABSS(0.1) for the ID events when the IN was withing 8 days of the FD was about twice the average ABSS(0,1) for the ID events when the ID preceded the the subsequent FD by more than 8 days.] 

Shorting Before the Initial Public News Release about the Lawsuit and Post-Announcement Returns: A Comparative Analysis
In Section 6.2, we presented evidence that event-window shorting, over the event windows when the initial public news release about the pending lawsuit was released, is reliably negatively related to variation in the subsequent post-announcement returns (Table 5, Panel A, and Table 6). Since this shorting was coincident with the initial public news release of the lawsuit, this relation suggests support for the APN-shorting hypothesis.
However, for these ‘initial public news’ events, support for the APN-shorting hypothesis (over the anticipatory-shorting hypothesis) would be bolstered if: (1) any predictive relation between the pre-event shorting for the post-announcement returns is marginal; and (2) the predictive relation between the event-window shorting and post-announcement returns is more reliable and more substantial than any predictive relation between the pre-event shorting and the post-announcement returns. This is exactly what we find.
Specifically, while the estimated coefficients for the relation between the pre-event shorting (ABSS(-5,-1)) and the post-announcement abnormal returns (ABRET(2,6)) are always negative for these events, the estimated coefficients lack statistical significance in four of the 10 estimations and the p-values are never better than the 5% level for the cases where there is statistical significance. Further, for the specifications that only include the pre-event shorting as an explanatory term, the adjusted R2 values are 0.8% or lower. For brevity, the tabular details are relegated to Appendix C.
By comparison, recall that the estimated coefficients for the relation between the event window shorting and the post-announcement abnormal returns for these ‘initial public news’ events are always negative and statistically significant at the 1% level. Further, for the specifications that only include the event-window shorting as an explanatory term, the adjusted R2 values are in the 2 to 3% range.
Section 6 Summary
The evidence in this section, in combination with the evidence in Section 5, seems supportive of the APN-shorting hypothesis, as advocated in Engelberg, Reed, and Ringgenberg (2012). First, for the higher-quality lawsuits with a recent IN release,[footnoteRef:17] we find: (1) much higher average abnormal shorting over the investigation-announcement event window; and (2) a stronger economic relation between this shorting over the news-event window and variation in the post-news abnormal returns. Second, when evaluating the abnormal shorting activity that is approximately contemporaneous with the initial public news release for all the lawsuits,[footnoteRef:18] we find that the event-window shorting is reliably negatively related to the subsequent post-news abnormal return. [17:  Recall that we refer to this category of lawsuits as ‘higher quality’ because they exhibit more negative abnormal returns over both the IN event window and the post-event window and their likelihood of being settled (rather than dismissed) is greater than the other lawsuit cases.]  [18:  The ‘initial public news’ refers to either the first investigation announcement for the cases with a prefiling law-firm investigation announcement, or the filing-day news for the cases without a pre-filing law-firm investigation announcement.] 

Conversely, for the lawsuits that had a pre-filing IN release, the FD event-window shorting is not reliably related to variation in the subsequent post-event abnormal returns. For these FD cases where the lawsuit filing announcement is not the initial public news release about the pending lawsuit, this finding suggests that the shorting activity and return response over the preceding IN release already largely accounted for the lawsuit information, as one would substantially expect if short sellers are skilled at analyzing public information.
Further Investigation and Robustness Checks
In this section, we report on a three additional empirical evaluations that extend our investigation and address robustness.
Sub-period Results
Since our sample starts in August 2009, the early part of our sample is likely influenced by market stress associated with the 2008-09 financial crisis and its aftermath. Thus, it is an interesting empirical question whether the abnormal return and shorting patterns are qualitatively similar for the earlier and later parts of our sample.
Accordingly, we subdivide our sample into two approximately equal-length sub-periods: 08/2009 to 10/2014 and 11/2014 to 06/2019. We note that October 2014 also marks the end of Federal Reserve’s quantitative easing, which was taken in response to the long-term economic weakness associated with the severe 2008-09 recession.
We find that the results from the two sub-samples are qualitatively similar to the full sample results. In particular, for both sub-periods, we find that: (1) for the event windows, the negative abnormal returns and abnormal shorting are the most pronounced for the earlier investigation-news releases, as compared to the lawsuit-filing news releases; and (2) for the pre-event windows, the abnormal shorting and negative abnormal returns are most pronounced for the ‘FD with investigation’ cases, presumably reflecting the public IN releases that were coincident with the FD pre-event window. For brevity, the tabular details are provided in Appendix C.
Alternatives for Abnormal Shorting and Abnormal Returns
We also find that the SCA-lawsuit patterns in abnormal returns and abnormal shorting remain very similar when we investigate alternative methods to adjust for abnormality. In Figure 3, we reproduce the time-series plots of abnormal returns and abnormal short selling for 21 days around the event date. Instead of using the matching portfolio approach as we did in Figure 2, in this figure we compute abnormal returns by subtracting CRSP valueweighted value-weighted index returns. For abnormal short selling, Figure 3 adjusts the event-window short selling for each lawsuit case by subtract the own-firm’s sample mean of short selling in a pre-event window from 66 to 22 trading days before the filing date. We choose a substantial 17-day gap (day t 22) for this adjustment average, prior to day t 5 for the beginning of the pre-event window, to guard against the event having an undue influence on the benchmark average. A comparison of Figures 2 and 3 indicates that the patterns are very similar for both our featured and our alternative metrics for abnormal shorting and abnormal returns. Thus, we conclude that our results are robust to the alternative measures of abnormal returns and abnormal short selling.
Extended Regression Models
Next, as robustness checks, we augment the regression models in equations (1) and (2) with additional control variables. Blau and Tew (2014) find that it is important to include variables that indicate the status of a case. For example, if a case is eventually settled, then it shows that the lawsuit has merits. Otherwise, it indicates that the case might have little merit in the first place. We rely on the case status information from the Stanford database, which has four possible case status for each case: settled, dismissed, ongoing, or unknown. Since the last two statuses are not very interesting, we only include two additional dummy variables in our regressions: DISMISSED and SETTLED. Our data rely on the case status variables that are updated through December 2020.
In addition, the literature also suggests that other variables might also be important indicators that can signify the potential severity of a lawsuit. Consequently, we also search for information that indicates a lawsuit belongs to at least one of following categories.
1. Initial public offerings (IPO): Lowry and Shu (2002) find that firms with higher litigation risk often under-price their IPOs to insure against and to deter possible future securities class action lawsuits. The dummy variable IPO is equal to 1 if a lawsuit is found to be in this category.
2. Investigation by the U.S. Securities and Exchange Commission (SEC): Karpo↵ and Lou (2010) report that short interest rises steadily in the 19 months prior to the public revelation of financial misconducts, particularly when the misconduct is severe. These financial misconducts usually trigger SEC investigations and/or enforcement actions. We set the SEC dummy variable to 1 if an SEC or other regulatory investigation is mentioned in the case summary.
3. Merger and acquisition (M&A): This dummy variable is equal to 1 if the case summary indicates that the lawsuit is related to a merger and acquisition deal.
More formally, after the inclusion of the above five dummy variables, our new augmented regression models are as follows:
ABRET(0,1) = 0 + 1ABSS( 5, 1) + 2ABRET( 5, 1) + 3SETTLED (3) + 4DISMISSED + 5SEC + 6IPO + 7M&A + CONTROL + "
ABRET(2,6) = 0 + 1ABSS(0,1) + 2ABRET(0,1) + 3SETTLED (4) + 4DISMISSED + 5SEC + 6IPO + 7M&A + CONTROL + "
Table 7 reports the estimation results for the above two models, separately for the ‘FDbased windows with a prior IN release’, the ‘FD-based windows without a prior IN release’, and the ID-based windows. We highlight the following results.
First, Table 7, Panel A, reports on the FD-based event windows. For equation (3), the estimated 1 coefficients on the FD pre-event shorting are negative with 5% p-values, quite similar to the comparable coefficients in Table 3. The estimated 1 for the ‘FD with a prior IN announcement (Panel A.1)’ cases is somewhat larger than the 1 for the ‘FD without a prior IN announcement (Panel A.2)’ cases. For these ‘FD with a prior IN announcement’ cases, we also note that: (1) the FD pre-event shorting tends to be larger and more variable (relative to the ‘FD without an IN announcement’ cases); and (2) many of the FD pre-event windows are coincident with a public IN news release. Thus, these observations indicate that the pre-event shorting is relatively more informative about the event-window returns for the ‘FD with a prior IN announcement’ cases and the response to the public IN release over the FD pre-event window is likely a factor. This view aligns with our earlier arguments.
For equation (4), the results in Table 7, Panel A, are also similar to our earlier comparable results in Table 5. Specifically, we find a negative but small and statistically insignificant 1 (on the event-window shorting) for the ‘FD with a prior IN announcement’ cases and a
sizably negative and statistically significant 1 for the ‘FD without a prior IN announcement’ cases.
Next, Table 7, Panel B, reports on the ID-based event windows. Again, the results are similar to our comparable earlier results in Tables 4 and 6. Here, for equation (3), the estimated 1 on the pre-event shorting is smaller than our comparable earlier results and statistically significant only at a 10% p-value; which casts further doubt on the anticipatory shorting hypothesis.
For equation (4) for the ID-based windows, we again find that the estimated 1 on the event-window shorting is negative with a 1% p-value. Considering the results from equation (4) in Panels A and B of Table 7 together, our results for the extended regression reinforce the view that the event-window shorting is meaningfully negatively related to the post event abnormal returns only for the initial news release about the SCA lawsuit. We feel this finding support an APN-shorting view.
Finally, we note that the SETTLED and DISMISSED dummy variables are statistically significant and in the predicted direction (negative for SETTLED and positive for DISMISSED) only in Panel B for equation (3). These results suggest that investors can somewhat infer the quality of the lawsuit upon the IN news release, with a more negative return being evident for lawsuits that are eventually settled. This observation also seems consistent with an APN-shorting view. Overall, we conclude that our earlier results and conclusions are robust to the inclusion of these additional control variables in these extended regressions.
Conclusions
Boehmer, Jones, and Zhang (2008) observe that “short sellers occupy an exalted place in the pantheon of investors as rational, informed market participants who act to keep prices in line.” Yet, while the literature has largely supported the existence of profitable short selling, there is an ongoing debate as to the source of the short sellers’ trading advantage.
Prior studies that have analyzed securities class-action (SCA) lawsuits, while treating the lawsuit filing news as the initial public news release about the lawsuit, have concluded that investors tend to substantially anticipate a securities class-action (SCA) lawsuit filing - - presumably due to superior private information or rational inference about the industry litigation environment (see, e.g., Gande and Lewis (2009) and Blau and Tew (2014)). However, evidence in Engelberg, Reed, and Ringgenberg (2010) suggest that the basis of shorting profits looks to be more attributable to short-sellers’ skillful analysis of public information, rather than short sellers possessing superior private information prior to the corporate event.
In this article, we contribute to this debate by studying short selling around news events that are related to SCA lawsuits. Relative to the earlier SCA lawsuit literature, our primary innovation is to document and analyze the related pre-filing public news releases about the law-firm investigation that signals the pending lawsuit. These pre-filing investigation announcements occur in 52.4% of the lawsuit cases in our sample over August 2009 to June 2019; the median investigation announcement is 8 days in advance of the lawsuit-filing day, with a range between 1 and 42 days in advance.
Our findings contributes contribute in two primary ways. To begin with, after accounting for the public news from the pre-filing law-firm investigation announcements, our results imply appreciably less support for the anticipatory-shorting hypothesis than is suggested by prior SCA lawsuit studies. We highlight the following two findings in support of this assertion. First, the sizably negative average pre-filing cumulative returns in our sample are about two-thirds attributable to the lawsuit cases that had a public pre-filing investigation announcement within (or in close proximity to) the 5-day pre-filing event window. Second, we find that the pre-filing abnormal shorting activity for the lawsuit filings without a pre-filing investigation news release is appreciably lower, on average, and appreciably less informative about the subsequent abnormal return over the filing event window; relative to the lawsuit filings with an accompanying pre-filing investigation news release.
Shifting to our second contribution area, our evidence also suggests support for the view in Engelberg, Reed, and Ringgenberg (2012), where short-sellers’ profits tend to be based more on skillful analysis of public information. We especially note that the higher-quality lawsuits in our study (which have an investigation announcement within eight days of the lawsuit filing) have both: (1) a much higher average abnormal shorting over the investigation-news event window, and (2) a stronger economic relation between the investigation-news event-window shorting and the post-news abnormal returns - - relative to the weaker lawsuit cases.
Beyond SCA lawsuits, the implications of our study likely bear on other earlier studies that have treated lawsuit filings (in general) as the initial public new release. For example, see Bhagat, Bizjak, and Coles (1998) for an earlier study that examines all corporate lawsuits and that focuses on a 2-day event window around the lawsuit-filing announcement. Given our evidence, it seems likely that their findings would have understated the negative-return impact of the lawsuit investigation and filing. Finally, regarding market informational efficiency and public versus private information, our findings suggests that event studies on abnormal returns or abnormal shorting around other corporate events (beyond lawsuits) might also need to carefully search for pre-event public news release
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