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SHORT SELLING AND JEWISH LAW
INTRODUCTION

I

n short selling, an investor sells a stock he does not own. Typically,
the investor accomplishes the sale by either borrowing the shares
from a brokerage firm’s inventory of the stock or from the margin
accounts of the firm’s clients. The investor executes the short sale because
he believes that the price of the stock he sold will go down. When that happens, the investor will buy back the stock at the lower price, return the stock
to the entity that lent him the stock, and, thereby profit from the difference
in price. If, on the other hand, the price of the stock rises, the short seller
will be forced to buy back the stock at a higher price and incur a loss.
Recently, in the context of the current severe economic downturn,
the phenomenon of short selling has grabbed the public’s attention. The
failure of Lehman Brothers was a pivotal event in the downturn, and the
CEO of the company, Richard Fuld, claimed that a particular variety of
short selling, called “naked short selling,” played an important role in
the collapse of his company.1
Our purpose here will be to examine the ethics of short selling from
the standpoint of Jewish law. We will also address short selling from an efficiency standpoint and show that from the standpoint of stabilization policy
Jewish law would approve of this phenomenon in the financial markets.

SHORT SELLING IN AMERICAN LAW
We begin with a description of the mechanics of short selling and the
requirements American law sets for this type of transaction. Most fundamentally, a broker-dealer may not execute a short sale for a client unless
1
Statement of Richard Fuld Jr. before the United States House of Representatives
Committee on Oversight and Government Reform, October 6, 2008, pp. 9-11.
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the broker-dealer has reasonable grounds to believe that the security can
be borrowed and delivered on the date delivery is due. This SEC rule is
called the locate requirement.2 Once the shares of stock are borrowed,
the broker must actually deliver the shares to the short seller within
three business days of the trade. The delivery requirement is done
through the Depository Trust and Clearing Corporation (DTCC). A
financial service company, the DTCC processes most of the securities
transactions in the United States. Its function is to provide an efficient
and safe mechanism for buyers and sellers to make their exchanges without the burden of exchanging paper certificates every time a stock is
traded. The role of the DTCC in a short sale is as follows: Suppose
Avery Kurtz wants to sell short 1,000 shares of Citigroup stock. He
arranges through Merril Lynch, his brokerage house, to borrow the
shares.3 Merril Lynch has three days to deliver the shares to Kurtz. If
Merril Lynch does not deliver the shares within the three day period,
the rules of the DTCC call for Merril Lynch to create an IOU that it
owes the DDTC 1,000 shares of Citigroup stock. Merril Lynch must
then send this IOU to the DTCC, who, in turn, records a debit against
Merril Lynch’s account and calls it a Fails to Deliver (FTD) item. At the
same time, Merril Lynch will credit Kurtz’s account with 1,000 shares
of Citigroup stock. To be sure, in a matter of days, Merril Lynch may
erase the FTD item by sending a stock certificate of 1,000 shares of Citigroup stock to the DDTC. But, it is also possible that the shares will
never be delivered. Let’s take note that when a broker-dealer sends more
FTDs into the system, it increases the stock’s supply significantly because
the system sees FTDs as normal stock. The result is that shares of stock
can be duplicated multiple times and can be owned by multiple investors, creating phantom shares of the stock and depressing its price.4

NAKED SHORT SELLING
Let us first turn our attention to the illegal form of short selling, called
naked short selling. The most blatant form of this illegal practice
2

U.S. Securities and Exchange Commission, Division of Market Regulation SHO,
http://www.sec.gov/spotlight/keyregshoissues.htm.
3
In executing the short sale, Kurtz will have to pay a fee for borrowing the 1,000
Citigroup shares and, in addition, he will have to reimburse the lender for any dividends
he gets from Citigroup.
4
Alexis Brown Stokes,” In Pursuit of the Naked Short,” NYU Journal of Law and
Business, vol. 5, Spring 2009, p.7.
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consists of selling a stock short without first borrowing the shares or
ensuring that these shares can be borrowed, as is done in a conventional short sale. The most abusive form of this type of trade takes
place when the stock the short seller wants to sell is, for all intents and
purposes, not available to borrow. These stocks are called threshold
securities.5
In analyzing the ethics of naked short selling in Jewish law, the
most salient point to focus on is that the transaction increases the
number of outstanding shares of the company without the company’s
authorization to do so. Moreover, consider that, other things remaining equal, an expansion of the number of outstanding shares increases
the supply of shares relative to its demand and therefore lowers price.
Accordingly, the price of the company’s shares may decline as result of
short selling, generating a loss to the shareholders. Proceeding from the
above analysis is that naked short selling is conceptualized in Jewish law
as conducting business in a company for one’s own benefit without getting authorization from the owners to do so. The analogue for the ethics of naked short selling is R. Yose’s dictum, recorded in the Mishna in
Bava Metsia 3:2:
[If] one rents a cow from another and lends it to someone else, and it dies
naturally, the renter must swear that it died naturally, and the borrower
must pay the renter. Said R. Yose: How does that person do business with
another’s cow? Rather, the cow should be returned to the owner.

In the view of the first opinion expressed, when the animal dies,
the renter becomes exempt from paying and acquires the animal.
Since the renter is not liable for accidents, he takes the oath merely to
placate the owner. Therefore, the borrower – who is responsible for
accidents – must pay the renter.6 R. Yose, however, regards the renter
who lends out the deposit as an agent of the owner.7 Therefore, the
payment for the cow should be given to the owner, not the renter.8
5
The organized exchanges, such as NYSE and NASDAQ, compile a list of threshold securities. The lists of threshold stocks are available on the websites of these organizations. Technically speaking, threshold securities are equity securities that have
an aggregate fail to deliver position for five consecutive settlement days at a registered
clearing agency totaling 10,000 shares or more; and equal to at least 0.5% of the issuer’s total shares outstanding. (U.S. Securities and Exchange Commission, Division of
Market Regulation SHO, op. cit.
6
Mishna, Bava Metsia 3:2.
7
Rosh, Bava Metsia 3:5.
8
Mishna, Bava Metsia 3:2.
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While Talmudic decisors follow R. Yose’s line,9 authorities are in disagreement regarding the conditions necessary to trigger the prohibition
of doing business with someone else’s property.
The majority position calls for disgorgement whenever A makes
commercial use of B’s property while having no right to make use of
it. The circumstance that B suffers no loss thereby is not a saving factor
according to this school of thought.
Exemplifying this point of view are the following two rulings of
R. Solomon b. Adret (Rashba, Spain, c. 1235-1310):
A rents B’s field to C without having any authority to do so. Given
that the property in question has not been up for rental, B suffers no
loss thereby. Nonetheless, it would be unconscionable for A to keep the
rent, as this would amount to doing business with another’s property.
Rashba, however, hedges on a definitive ruling regarding the disposition
of the rent B received. It might be appropriate, he points out, to return
the rent to C on the grounds that B suffers no loss.10 In another application of R. Yose’s dictum, Rashba ruled that if A builds up B’s ruin and
rents it to C, A must surrender the rent to B. Since the ruin is not rentable without A’s improvements, this too is a case where A’s commercialization of B’s property entails no loss for B.11
A final example of a ruling which follows the above line is the
subletting case that came before R. Joseph Habiba’s (Nimmukei Yosef,
Spain, late 14th - early 15th century). A rents an apartment from B and
then sublets it at a higher rent to C. In respect to the disposition of the
rent differential, Nimmukei Yosef finds the critical factor to be whether
A was within his rights to sublet the apartment. If A’s subletting was
legal, then he bears no responsibility to surrender the differential to
B. B’s unjust enrichment claim against A is dismissed on the grounds
that A’s gain causes B no harm (zeh nehene ve-zeh lo haser). The circumstance that B suffers no loss as a result of A’s subletting activity,
however, is not a saving factor when A did not have permission to sublet the apartment to C, as would be the case when C’s household was
larger than B’s. Here, A must surrender the rent differential to B on

9

R. Isaac b. Jacob Alfasi (Algeria, 1012-1103), Rif, Bava Metsia 34b; Yad, Sekhirut.
1:6; R. Asher b. Jehiel (Germany, 1250-1327), Bava Metsia 3:5; R. Jacob b. Asher
(Germany, 1270-1343), Tur, Hoshen Mishpat 307:5; R. Joseph Caro (Safed, 14881575), Shulhan Arukh, Hoshen Mishpat 307:5; R. Jehiel Michel Epstein (Belarussia,
1829-1908), Arukh ha-Shulhan, Hoshen Mishpat 307:5.
10
Rashba, Bava Kamma 21a.
11
Rashba quoted in Nimmukei Yosef, Bava Metsia 8.
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the grounds that it is unconscionable to do business with someone
else’s asset.12
A minority interpretation of R. Yose’s dictum is expressed by R.
Ephraim b. Aaron Navon (Mahaneh Ephraim, Constantinople, 16771735). Disgorgement, in Mahaneh Ephraim’s view, is called for only
when the following two conditions obtain: (1) defendant’s commercialization of plaintiff’s property was unauthorized; (2) plaintiff suffers a loss
in conjunction with the unauthorized use of his property. Understanding this to be the position of Nummukei Yosef, Mahaneh Ephraim posits
that the subletting case speaks of the instance where A rents an apartment from B below its market value and then goes ahead and sublets
it to C at a higher price. Here, A bears a responsibility to surrender the
differential to B in the event the subletting was not legal. If A was, however, within his rights to sublet the apartment to C, halakha does not
compel him to surrender the differential to B, despite the loss B suffers
in conjunction with A’s commercial activity.13
What proceeds from the mainstream explication of R. Yose’s
view is that the prohibition against “doing business with someone
else’s asset” applies even when the owner of the asset sustains no
loss on account of the unauthorized use. What is crucial is only that
the owner did not give permission to use his asset. Application of
R. Yose’s dictum to the practice of naked short selling says that the
practice is prohibited even if we cannot point to a definite loss the
shareholders will suffer.

VANILLA VARIETY OF SHORT SELLING
In contrast to naked short selling, in the vanilla variety of short selling the
investor accomplishes the sale by either borrowing the shares from a brokerage firm’s inventory of the stock or from the margin accounts of the
firm’s clients. Since the obligation of the short seller to the owner of the
shares is only to return the shares he borrowed, selling the shares does
not constitute doing business with someone else’s asset. Nevertheless, in
considering the ethics of short selling the motive of the short seller is
most relevant. Let’s consider a number of scenarios:
In one scenario the short seller believes that the shares of the company he is shorting are overvalued. Examination of the balance sheet
12
13

R. Joseph Habiba, Nimmukei Yosef, Bava Kamma 2.
R. Ephraim b. Aaron Navon, Mahaneh Efrayim.
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of the company may convince the short seller that the earnings of the
company are not sustainable and are headed lower. The red flags may
include the growth of accounts receivable much faster than revenue, the
listing of non-recurring earnings as ordinary revenue, capitalizing routine expenses, the failure of the company to meet the strategic goals it
set out in previous reports, and the arrival of new competition on the
scene.14
In the above scenario the transaction takes place because the counterparties have opposing opinions regarding the prospects of the stock.
To be sure, one party may have superior information, but if the relevant
information is publicly available, the ethics of the transaction should not
be put to question.15

PROFITING ON THE DISCOVERY OF FRAUD IN
A COMPANY BY SELLING SHORT: AMERICAN LAW
The motivation behind short selling is not always the conviction that the
shares are overvalued on account of market forces. What may be the
driving force behind the transaction is the conviction that the company
is guilty of outright fraud. What follows is details taken from a famous
insider trading case, Dirks vs. SEC, 463 U.S. 646 (1983). Our interest
will be confined to the aspect of the case that involved short selling:
Dirks, an investment analyst in the insurance business, discovered
that Equity Funding Corporation for America (EFCA), a publicly traded
insurance company, was engaged in massive fraud, consisting of selling partnerships in non-existent real estate and writing fictitious insurance policies. Because Dirks obtained the information by coaxing some
former EFCA officials to admit to doctoring the company’s insurance
records or having been aware of such improprieties, Dirks was sure that
the fraud was certain beyond doubt. Although Dirks did not personally
trade on the information he developed, he passed on the damaging facts
to both his own clients and other investors. Those who took advantage of
Dirk’s information by either short selling EFCA stock or purchasing put

14

Kathryn F. Stanley, The Art of Short Selling, (New York: John Wiley and Sons, Inc.,
1997), pp. 255-276.
15
For the ethics of trading on superior information when that information is publicly available, see Aaron Levine, Case Studies in Jewish Business Ethics (New York: Ktav
Publishing Co. Inc., Yeshiva University Press, 2000), pp. 153-177.
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options16 on the company, profited handsomely when the scandal broke
and the EFCA share price crashed.
Invoking the parity of information doctrine, the SEC censured Dirks
for selectively disclosing the insider information he had obtained about
EFCA. On the basis of this doctrine, any person who knows or should
know that the information he possesses is insider information is bound
either to publicly disclose that information or abstain from both personally trading on it and from tipping others.
On appeal, the Supreme Court overturned the SEC censure
of Dirks. In rejecting the SEC judgment, the court insisted that the
disclosure-or-abstain rule cannot be invoked when its operation would
exert an inhibiting influence on the role of market analysts. Holding
Dirks culpable for his behavior would discourage other analysts from
conducting similar investigations in the future. One way to encourage
investigators to ferret out fraud is to afford Dirks and others like him a
property right in their disclosures, thereby permitting them to reap the
profits of their labor.17
Proceeding from the above is that American law finds no fault in
short selling a company’s stock when the motivation for so doing is that
the company is engaged in fraud.

PROFITING ON THE DISCOVERY OF FRAUD IN
A COMPANY BY SELLING SHORT: JEWISH LAW
From the standpoint of Jewish law, the key issue for analyzing the ethics of
short selling when the motive is to profit from the discovery of fraud is the
disclosure duty. In Jewish law, the seller is obligated to disclose, in a forthright18 manner, all the flaws19 of his product or service. Selling short shares
16

A put option gives the owner the right, but not the obligation, to sell a specific
amount of an underlying security at a specified price within a specified time period.
17
Dirks v. SEC 463 U.S. 646 (1983).
18
For exposition of this principle in general terms, see Shulhan Arukh, op. cit.,
232:8-9.
19
The seller’s duty to disclose the flaws in his product applies even when the flaw
in question is non-material and the price is “fair” in respect to what the buyer actually
gets. In the latter instance, the rationale behind the disclosure requirement is that
non-disclosure causes the buyer to feel an unwarranted indebtedness to the seller on
account of the bargain he mistakenly thinks he got. A slight exception to this rule
obtains in a face to face transaction where the defects of the object of transfer can be
ascertained by means of visual inspection. This would be the case, for example, if the
object of transfer was an animal. Here, the duty of the seller is only to point out to the
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in a company that the short seller knows is guilty of fraud is in every way
identical to selling someone merchandise that the seller knows is defective
without disclosing the flaw upfront to the buyer. The rule here is that if the
non-disclosed flaw is material, the transaction becomes null and void.20
Clearly, if the counterparty of the short seller shared the knowledge of the
widespread fraud in EFCA, he would never have entered into the transaction. The transaction should therefore be declared null and void.
Since trading on the knowledge that fraud took place in EFCA is in
every way identical to selling defective merchandise, advising people to
either unload their shares of the company or to sell short these shares
amounts to advising someone to commit fraud and hence violates the
biblical prohibition against proffering ill-suited advice.21
Because selective disclosure here entails violations of various biblical
prohibitions, halakha, in opposition to the Dirks court, would not afford
Dirks a property right in his discovery.
What constitutes the correct course of action for Dirks entails an
analysis of parameters for engaging in whistleblowing in both Jewish and
non-Jewish society. Elsewhere we have dealt with these issues.22

SHORT SELLING A COMPETITOR’S STOCK
In his treatment of short sales, Karl T. Muth points out that there are
no laws against short sales of a company’s stock by one of its competitors
in the marketplace. Because the practice is rare and business culture
finds it reprehensible, Muth feels that legislating against the practice is
unnecessary.23
buyer the non-obvious defects present in the object of transfer. As far as the obvious
defects, the buyer is expected to pick up these defects himself. Accordingly, if the buyer
demands cancellation of the deal based on his discovery subsequent to the closing
of the transaction of an obvious defect, his claim lacks credibility. Instead, we take his
silence at the close of the deal as an acceptance of the defect. See Shulhan Arukh op. cit.
228:6, 232:4, 6, 7; Arukh ha-Shulhan, Hoshen Mishpat, op. cit., 232:6–7; R. Yehudah
Itra (Israel, contemporary, Netiv Yosher, Jerusalem, 1992, pp. 139–140).
20
Tur, op. cit., 233; Shulhan Arukh, op. cit., 233:1; Arukh ha-Shulhan, op. cit. 233:1.
21
Leviticus 19:14.
22
See Aaron Levine, “Whistleblowing as Treated in Jewish Law,” edited by Wojciech
Gasparski and Marek Arszulowicz, The Praxiology of Whistleblowing, (Edison, New
Jersey: Transaction Publishers, Rutgers University Press, forthcoming).
23
Karl T. Muth, “The Fragile Armistice: The Legal, Economic, and Policy Implications of Trading in Competitor’s Stock,” Loyola University Chicago Law Journal, 40,
Spring 2009, pp. 620, 624.
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From the perspective of Jewish law, short selling a competitor’s
stock is not just a matter of public opinion, but rather is prohibited by
law. The case against this practice begins with the following explication
of the parameters of “fair competition” in Jewish law:
R. Huna [d. 296] said: If a resident of an alley sets up a hand mill and another resident of the alley wants to set up one next to him, the first has the
right to stop him, because he can say to him “You are interfering with my
livelihood.”
R. Huna b. Joshua said: It is quite clear to me that the resident of one town
can prevent the resident of another town [from establishing a competing
outlet in his town]—not, however if he pays the poll tax to that town—and
that the resident of an alley cannot prevent another resident of the same
alley [from establishing a competing outlet in his
alley]. R. Huna b. Joshua then raised the question: Can the resident of
one alley prevent the resident of another [from competing with him]?—
This question remains unresolved.24

Talmudic decisors rule in accordance with R. Huna b. Joshua’s view.25
What follows from this advocacy of freedom of entry is that an established firm is entitled to protection against intrusion into its territory
only when the potential entrant is an out-of-town tradesman who does
not pay taxes in the complainant’s town. Given the unresolved entry status of a resident of a different alley, the Jewish court would not enjoin
him from entering the complainant’s alley.26 (Rabbinical courts in Israel
today have understood the modern “neighborhood” to correspond to
the Talmudic “alley.” 27)
To ascertain the position Jewish law takes on short sales of a company’s stock by one of its competitors, we need only probe into the
underlying rationale behind R. Huna b. Joshua’s normative view. Preliminarily, let’s note that the Talmud finds support for R. Huna b. Joshua’s
freedom of entry position in an earlier anonymous Tannaic opinion,
recorded in a Baraita.28
24

Bava Batra 21a.
Rif, Bava Batra 21b; Tosafot, Bava Batra 21b; Yad, Shekhenim 6:18; Rosh, Bava
Batra 2:12; Tur, op. cit., Hoshen Mishpat 156; Shulhan Arukh, Hoshen Mishphat 156:5;
Arukh ha-Shulhan, op. cit., 156:6.
26
Ibid.
27
Piskei Din shel Batei ha-Din ha-Rabbaniyim be-Yisrael, vol. 6, no. 3 (Jerusalem,
1965).
28
Tanna Kamma, Baraita, Bava Batra 21b.
25
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Commenting on this Tannaic position, R. Meir b. Todros ha-Levi
Abulafia (Ramah, Spain, ca. 1180–1244) offers two different rationales
as to why an established firm (S1) cannot block a resident of his neighborhood (S2) from setting up a competing business in the same neighborhood. One rationale is that S2 can “turn the tables” on S1 and say
“You operate your business on your premises and I operate my business
on my premises. Why should I be concerned about your livelihood and
you should not be concerned about my livelihood?” In the second rationale R. Abulafia offers, S2’s argument begins the same way, but disarms
S1’s claim of loss by saying that he takes away nothing from him: “Whatever Heaven has decided for each of us in the form of livelihood we will
get [and no more].”29
Notice that the common denominator for both rationales is that S2
is generating livelihood activities for himself on his own premises. What
can be inferred is that S2’s competition with S1 is not legitimate if he
generates livelihood activities for himself on S1’s premises. Consider that
short selling is accomplished when S2 borrows the shares of one of the
owners of S1 and immediately sells these shares with the expectation that
he will buy them back at a lower price. The short sale hence generates
profits for S2 not by making more sales on his own premises, but rather
by using an asset of S1. S2’s short sale is hence tantamount to competing
with S1 by operating in S1’s premises.
R. Yaakov Yesha’yahu Bloi dealt with an analogous case: S2 marketed
his product by making use of S1’s trademark. Given that the trademark,
though it is intangible, is an economic asset for S1, S2’s infringement of
the trademark makes him guilty of effectively conducting business on
S1’s premises.30
One could argue that the analogy is valid only if S2’s short selling is
sufficiently large to affect the share price of S1. Refuting this argument,
however, is the recognition that what makes for the prohibition is not
the success or failure of the tactic to generate additional revenues for S2
but rather the utilization of the rival’s asset to generate income for oneself. Accordingly, suppose S2 assesses that its new and improved model
will result in additional market share at the expense of S1 and as an additional way for it to capitalize on its predicted increase in market share,
S2 short sells S1’s stock. Notwithstanding that it is market forces that are
responsible for driving down S1’s share price, S2 may not use S1’s assets
to gain additional revenue in its competition with S1.
29
30

R. Meir b. Todros ha-Levi Abulafia, Ramah, Bava Batra 21b.
R. Yaakov Yeshayahu Bloi, Pit’hei Hoshen, Hilkhot Geneivah ve-Ona’ah 9:11 ot 26.
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SHORT SELLING ENTAILING CREATING A FALSE
IMPRESSION AND PROFFERING ILL- SUITED ADVICE
Another ethical issue for short selling obtains when a broker advises a
client to buy a particular security and at the time the broker’s firm is taking a short position on a derivative of that same security. A case in point
is the trading strategy that the Goldman Sachs Group adopted in 2007.
It consisted of a trading activity conducted by two of its departments
that reflected opposite expectations regarding the direction of housing
prices. Specifically, the mortgage department pushed collateralized debt
obligations (CDO’s) on its clients. These were entitlements to the
income generated by a pool of subprime mortgages. If home prices rise
and or interest rates drop, the price of CDOs will rise. At the same time,
its structured product trading group bought credit default swaps (CDS).
These financial instruments entitle the holder to collect a premium in
exchange for guaranteeing payment on Mortgage Backed Securities
(MBS) in the event the borrowers default on their obligations. If the
foreclosure rate increases, insurers naturally demand a higher premium
and hence the prices of CDSs increase. In a nutshell, the mortgage division of Goldman Sachs was essentially predicting to their customers that
home mortgage prices would rise, while the structured product trading
group of the firm was betting on a decline in housing prices. In 2007,
Goldman Sachs suffered losses from $1.5B to $2B on its CDO portfolio, but earned a handsome profit for the year because it made a $4B
profit on its trading in CDSs.31
This trading strategy of Goldman Sachs violates Jewish business ethics. Consider that investors were naturally attracted to CDOs because
the Credit Rating Agencies gave an AAA rating to 80% of the tranches
of the CDO’s.32 Goldman brokers presumably emphasized this point
to any hesitant investor. To boot, the issuer of a CDO typically absorbs
the “first hit” in the event default rates exceed expectations. It does so
by typically retaining about a 5% equity share in the mortgage backed
security it issues.33 All this convincingly communicates to the investing
public that Goldman Sachs really believes in its own recommendation
and is convinced that home prices will continue to rise. But the public’s
31

Kate Kelly, “How Goldman Won Big on the Mortgage Meltdown, The Wall Street
Journal, July 14, 2007.
32
Mark Zandi, Financial Shock, (Upper Saddle River, New Jersey: Pearson Education, Inc. 2009), p115.
33
http://www.pascalroussel.net/cdo_cds.htm

66

Aaron Levine
reasonable expectations are dashed because Goldman’s structured product division is at the same time betting that housing prices will decline.
Accordingly, Goldman’s sale of CDOs to the investing public amounts
to proffering ill-suited advice. In addition, Goldman’s brokers are guilty
of making sales based on the creation of a false impression.

SHORT SELLING AND THE PROHIBITION OF AVAK
RIBBIT

Jewish law forbids the exaction of interest by a creditor and payment of
interest by a debtor in loans between Jews. These laws are called the
prohibition against ribbit (interest payments). On a biblical level, called
ribbit ketsutsah (lit. ribbit that is prearranged), the prohibition is violated
only within the context of a loan transaction and here only if the ribbit is
stipulated in advance of the loan34 or as a condition to extend the due
date.35 By rabbinical enactment, the ribbit interdict is considerably
expanded and extended. These extensions are called avak ribbit (lit. the
dust of ribbit).36 The avak ribbit law that is relevant here is a commodity
loan that calls for repayment not in cash but in kind. The prohibition is
referred to in the rabbinical literature as se’ah be-se’ah.37 What follows are
the details of this prohibition:
Out of fear that the market value of the commodity that is lent may
increase at the time of repayment, the sages prohibited commodity loans
in kind.38 The prohibited agreement places the creditor at a disadvantage: should the commodity appreciate at the time of repayment, the
debt may not be discharged by means of payment in kind. Instead, a
cash payment is required, with the debtor’s obligation set equal to the
value the commodity had at the time the loan was entered into. Depreciation of the commodity, on the other hand, disallows a cash payment.
Here, payment must be made in kind.39

34

R. Abraham Danzig (Prague, 1748-1820, Hohkmat Adam 130: 1-2).
R. Shabbbetai b. Meir ha-Kohen, Siftei Kohen, Shulhan Arukh, Yoreh De’ah 166
note 8; Hokhmat Adam,op. cit. 131:1-2.
36
Rema, Shulhan Arukh, op. cit. 161:1.13; Hokhmat Adam 131:1-3.
37
A se’ah is a unit of dry volume equal to 7.33 liters.
38
Mishna, Bava Metsia 75a; Rif, ad loc;, Yad, Malveh 10:3; Rosh, Bava Metsia 5:75;
Tur, op. cit., 162; Shulhan Arukh, op. cit., 162:1; Hokhmat Adam, 134:3.
39
R. Sheshet, Bava Metsia 75a; Rif, ad loc, Yad, op. cit., Rosh, op. cit. 5:74; Tur, op.
cit.; Shulhan Arukh, op. cit.; Hokhmat Adam, op. cit.
35
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Since the se’ah be-se’ah transaction is prohibited only because
of avak ribbit, the sages suspended their interdict under certain
conditions.
One circumstance that may suspend the se’ah be-se’ah interdict
applies when the commodity involved trades at a definite market price
(yatsa ha-sha’ar). With repayment in kind possible at any time, the borrower is regarded as being capable of discharging his debt by making the
requisite commodity purchase before it appreciates above its value at the
time of the loan.40
Legitimacy is given to this mechanism even when the borrower lacks
the necessary cash to make the commodity purchase. Though lacking cash,
the borrower is regarded as capable of securing the necessary commodity
purchase by establishing a line of credit.41
Another circumstance that frees the commodity loan from avak
ribbit violation is the yesh lo (lit. he has) mechanism. If the borrower
has in his possession some amount of the commodity he is borrowing,
the commodity loan is permissible. The rationale here is that we regard
the amount of the commodity in the borrower’s possession as if it were
given immediately to the lender as payment at the time the loan was
entered into. Any appreciation of the commodity subsequent to the loan
is therefore regarded as having occurred while the commodity was in the
domain of the lender.42
The yesh lo leniency extends even to the case where the quantity of the commodity in the debtor’s possession at the time of the
loan amounts to only a small portion of the commodity loan. Since
the se’ah be-se’ah loan is prohibited only by dint of avak ribbit
law, the yesh lo loophole is valid even when its rationale is not entirely
valid.43
When the se’ah be-se’ah transaction is legitimized by means of the
yesh lo mechanism, both parties must be aware that the borrower has
some amount of the loan commodity at the time the transaction was
entered into and that this circumstance is what legally validates their agreement. The awareness condition is, however, not indispensable. Its absence
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Bava Metsia 72b; Yad, op. cit., op. cit. 10:1; Rosh, op. cit. 5:61; Tur, op. cit.;
Shulhan Arukh, op. cit. 162:3; Hokhmat Adam 134:5.
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Yad, op. cit. 10:1; Siftei Kohen, op. cit. 162 note 10; Hokhmat Adam, op. cit.
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R. Isaac, Bava Metsia 75a; Rif, ad locum; Yad, op. cit., 10:2; Rosh, op. cit. 5:75;
Tur, op. cit., 162; Shulhan Arukh, 162:2; Hokhmat Adam, op. cit. 134:2.
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Responsa Rosh, klal 108 se’if 16; R. Vidal Yom Tov (Toloso, fl. 14th century), Maggid Mishneh, Malveh, 10:2.
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allows the borrower to return the loan commodity even if it appreciated in
value.44
Since the short sale entails a commitment on the part of the borrower to pay back the stock loan in kind and not in cash, the short sale
falls clearly in the ambit of the se’ah be-se’ah transaction. The issue therefore becomes whether the short sale can be legitimized on the basis of
either the yatsa ha-sha’ar or yesh lo mechanisms. Let’s begin with yatsa
ha-sha’ar.
Since securities are actively traded in the financial markets, the yatsa
ha-sha’ar mechanism apparently provides a ready means of freeing the
short sale from the se’ah be-se’ah problems. The interpretation of yatsa
ha-sha’ar by the Rishonim,45 however, casts doubt on the applicability of
this approach to the problem at hand.
Clarification of the concept of yatsa ha-sha’ar is found in connection with the futures contract: A’s commitment to deliver a commodity to B over a period of time in exchange for the latter’s prepayment
of the order is ordinarily prohibited. Out of fear that the market price
of the commodity might advance over the delivery period, the commitment to deliver is viewed as a disguised interest premium in exchange
for the prepayment. Accepting prepayment for future delivery when
the market price of the commodity was established at the time the
contract was entered into is permitted. With the commodity available
at the stipulated price, A is regarded as capable of making immediate
delivery to his client, before the commodity has a chance to appreciate
in value. Subsequent delivery of the commodity at a time when it is
traded at a higher price is therefore not regarded as a disguised interest premium.46
The operation of the grain market in Talmudic times illustrates yatsa
ha-sha’ar. In the beginning of the harvest season, only a few producers
put their grain on the marketplace. At this very early stage, the preponderance of the current crop of grain is not yet on the marketplace. The
price the few farmers get for their output has no stability to it. The market price for grain is not established until the entire supply is on the
44
R. Samuel ha-Levi (Poland, 1586-1667), Turei Zahav, Shulhan Arukh, op. cit. 162
note 38; Siftei Kohen, op. cit., note 7; R. Yaakov Yeshayahu Bloi, Berit Yehuda, p.317
note 37.
45
Scholars active in the period from the eleventh to the middle of the fifteenth centuries.
46
Mishna, Bava Metsia 5:8; Rif, Bava Metsia 72b; Yad, op. cit., 9:1; Rosh, op. cit.
5:60; Tur, op. cit. 175; Shulhan Arukh, op. cit., 175:1-2; Hokhmat Adam, op. cit.,
141:1-4.

69

TRADITION
marketplace.47 This happens sometime latter and is identified with Dormos (the price of the central market located in a large city where large
quantities of grain are sold).48 In this vein, R. Josiah b. Joseph Pinto
(Damascus, 1565-1648) posits that the salient feature of yatsa ha-sha’ar
is stability. An established price, according to R. Pinto, is a price that
holds for two or three months.49 R. Hananel b. Hushi’el (North Africa,
11th century) and R. Yom Tov Ishbili (Spain, ca. 1250-1330) also define
yatsa ha-sh’ar in terms of price stability, though without mention of a specific time window.50
Thus, yatsa ha-sha’ar is not a validating mechanism unless the stability test is met. Given the daily volatility of the prices of current financial
instruments, it is doubtful whether yatsa ha-sha’ar is operative in any of
the financial markets today.
Technological advances in transportation and communications have
considerably widened the marketplace. Hardly any price, as a result, is
free from the possibility of sudden change on account of the vicissitudes
of aggregate supply and demand factors. Noting this phenomenon, R.
Ezra Basri (Israel, contemporary) posits that all prices today, with the
exception of those under government control, are inherently unstable
and should be regarded as not being well defined.51
While the yatsa ha-sha’ar mechanism does not work to free the
short sale from the se’ah be-se’ah prohibition, the yesh lo mechanism,
discussed earlier, accomplishes the objective at hand. What is needed to
free the short sale from avak ribbit is for the short seller to be in possession of some small number of shares of the company he wants to
short before executing his trade. In addition, both the short seller and
the shareholder that is lending the short seller the stock must be aware
that the short seller is in possession of some number of shares of the
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R. Solomon b. Isaac, Rashi, Bava Metsia 62b.
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R. Josiah b. Joseph Pinto, quoted in Shitah Mekubbetset, Bava Metsia 72b.
50
R. Hananel b. Hushi’el and R. Yom Tov Ishbili, quoted in Shitah Mekubbetset,
Bava Metsia 72b.
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R. Ezra Basri, Dinei Mammonot, vol. 1, p.127. R. Basri’s formulation is apparently
identical with the criterion R. Yom Tov Ishbili’s teachers set forth in the thirteenth century. R. Ishbili rejected this formulation. See Shittah Mekubbetset, Bava Metsia 72b.
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company and it is this factor that legitimizes the short sale. Nonetheless,
this condition, as discussed earlier, is not indispensable.52

SHORT SELLING AND EFFICIENT MARKETS
In this section, we present the economic case that short selling fosters
stability and efficiency in the financial markets. We then proceed to show
that stabilization policy is a role Jewish law assigns to the government.
Proposals to limit short selling of the variety Jewish law has no objection
to per se should therefore be evaluated on the basis of whether the
restrictive rule helps or hinders stabilization policy.
The case that short selling promotes efficiency begins with the
notion that an efficient market is defined as a marketplace where prices
“fully reflect available information.” The efficient price hence reflects the
fundamental value of the security. Under the assumption that individual
investors hold different beliefs about an asset’s future prospect, a security’s price will be determined in the open market by investor bets that
are driven by these heterogeneous expectations. Optimists (“bulls”) bet
by buying long, while pessimists (“bears”) bet by selling. Consider that
counted among the bears are those who do not own the stock because
they feel that the prospects of the stock are dim. Prohibiting short selling or imposing constraints on this type of transaction hence obstructs

52
The yesh lo caveat yields a ready halakhic mechanism to one type of short sale,
called “selling against the box.” In this short sale, the seller is in actual possession
of the security he is selling short. Both hedging and shifting his tax liability to the
next fiscal year provide the motivation for such a transaction. To illustrate: Phillip
Safe purchases 1,000 shares of ASL stock at $50 a share. At the end of December,
the stock climbs to $70 a share. At this point Safe fears a decline in the price of ASL
shares and wants to liquidate his investment. Safe has two choices. One way to do it
is to sell immediately, but doing so will subject Safe to a capital gains tax for this fiscal
year. Instead, Safe sells short 1,000 shares of ASL stock with the intention of closing
out simultaneously both the long and short positions sometime in the new fiscal year.
His strategy locks in the $30 capital gain on the ASL shares: if the price of ASL shares
increase, whatever loss Safe suffers on the short sale he will offset by a gain in the
long position. If, on the other hand, the price of ASL shares goes up, whatever Safe
loses when he closes out the short position will be made up by an offsetting gain from
closing out the long position. What Safe accomplishes by “selling against the box” is
that it locks in on the $20 capital gain and shifts the capital gains tax to the next fiscal
year. The Taxpayer Relief Act of 1997 made illegal selling short as a way to reduce
one’s tax liability.
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the ability of relatively pessimistic investors to place their bet in the marketplace.53
Moreover, it may very well be that bears derive their pessimism from
better information than the investing public as a whole. If this is so,
average bear expectations would most efficiently reflect all information.54
Constraints on short sales are hence likely to inflate prices above
fundamental value. Under the assumption that markets cannot sustain
inaccurate prices, constraints against short selling would likely lead to
undue volatility. In addition, evidence shows that short sale constraints
decrease the speed of price adjustments to bad news. Finally, consider
the impact constraints have on the influence of “noise trades” on market price. Noise traders, who are much more likely to be bulls rather
than bears, act on market momentum, misinformation, or poor strategy.
Because “noise traders” get activated based on momentum, their trading contributes very significantly to the formation of “market bubbles.”
Sophisticated short sellers are therefore needed to reign in “noise traders” and prevent bubbles.55
Underscoring the importance of having in place mechanisms that
tame bubbles is the recognition that the bursting of a bubble in a particular market can, at times, ramify into a pandemic condition for financial
markets in general and bring on a severe recession. A case in point is the
global recession that began in Dec. 2007, which, as of this writing, continues. Standing at ground zero of this severe downturn was the bursting of the housing bubble. When the housing bubble began in 2003,
there existed no way for an investor, who perceived that a bubble was
in progress, to express this opinion other than selling his home, which
of course is a drastic step. In the opinion of Robert Shiller, a leading
economist, had there been in place a home-price futures market, the
housing bubble would have been tamed and the ensuing catastrophic
consequences avoided. The existence of a futures market in home-prices
of single family residences would have given any skeptic anywhere in the
world the ability to sell real estate short. A declining home-price futures
market would have signaled home builders to scale back construction
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Kevin A. Crisp, “Giving Investors short Shrift: How Short Sale Constraints Decrease Market Efficiency and a Modest proposal for Letting More Shorts Go Naked,”
Journal of Business and Securities Law, volume 8, Spring 2008, p. 140.
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Lynn A. Stout, “Are Takeover Premiums Really Premiums? Market Price, Fair
Value, and Corporate Law,” Yale Law Journal, 1990, p. 1249.
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Crisp, op. cit. p. 143.
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and thus avert the huge construction boom and bust that accompanied
the housing bubble.
The potential for the development of a housing-price futures market has existed since 1987 with the introduction of the S&P/CaseShiller Home Price Index. This index provides a measure of price
appreciation across 20 different metro areas. In May 2006, the Chicago Mercantile Exchange created a single-family home-price futures
market and made the S&P/Case-Shiller Home Price Index the trading
instrument.56

SHORT SELLING AND THE STABILIZATION ROLE
JEWISH LAW ASSIGNS GOVERNMENT
From the standpoint of Jewish law, the introduction of a futures market
for home-prices is a very welcome event. This is so because Jewish law
assigns government the role of stabilization policy.
The case for assigning government the role of stabilization policy
begins with an analysis of the charity duty in Jewish law. We begin by taking notice that the charity duty is set out twice, once in Leviticus and
again in Deuteronomy:
If your brother near you becomes poor and cannot support himself, you
shall maintain him; he shall live with you, even when he is a resident alien
(Leviticus 25:35).
If one of your brothers is in need in any community of yours within your
country which the Lord your God is giving you, you must not harden
your heart nor close your hand against your needy brother. Rather, opening you shall open your hand to him, and grant you shall grant him
enough for his lack which is lacking for him… Giving, you shall give him,
and let your heart not feel bad when you give him, for because of this
matter, Hashem, your God will bless you in all your deeds and in your
every undertaking. (Deuteronomy 15:7-8, 10).

The repetition of the charity duty is taken by R. Hayyim Soloveitchik (Russia, 1853-1918) to convey that this duty has a dual aspect
to it. In R. Soloveitchik’s view, the Deuteronomy passage is directed
to the individual, while the Leviticus passage is directed to society as a
56
Robert J. Shiller, The Subprime Solution (Princeton, New Jersey: Princeton University Press, 2008), pp. 149-150.
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collective.57 Within the dual system, the public sector uses its coercive
powers to establish social welfare programs. 58
If the public sector’s anti-poverty role is rooted in the Leviticus
passage, its function goes beyond poverty relief. Consider that Torat
Kohanim interprets the phrase “you shall maintain him,” which
appears in the Leviticus passage quoted above, to establish that charity
in its noblest form consists of aiding a faltering individual from falling
into the throes of poverty. The position of such an individual must be
stabilized, with his dignity preserved, by conferring upon him a gift,
extending him a loan, entering a business partnership with him, or creating a job for him.59
The lesson of Torat Kohanim can be generalized to say that poverty
prevention stands at a higher priority than poverty relief. The implication for the public sector’s management of the economy can best be
seen by the distinction between automatic stabilizers60 and discretionary
monetary and fiscal policy:
57

Talmudic sources differ as to whether the 10% charity obligation imposed by the
Torah on agricultural produce applies to income as well. Opinions in the matter range
from an income tithe requirement arising from biblical law to one established by rabbinical edict. In his survey of the Responsa literature, R. Ezra Basri (Israel, contemporary, Dinei Mammonot vol.1, 405) concludes that the majority opinion regards the 10%
level as a definite obligation, albeit by dint of rabbinical decree. In any case, devoting
less than 10% of one’s income to charity is considered by the rabbis to reflect an ungenerous nature.
An issue that requires clarification is the extent to which an individual can count government anti-poverty measures as part of his 10% charity duty.
58
R. Hayyim Soloveitchik, quoted in the name of R. Joseph B. Soloveitchik by R.
Daniel Lander, “Be-Inyan Dei Mahsoro,” in Kevod ha-Rav, (New York: Student Organization of Yeshiva Rabbi Isaac Elchanan Theological Seminary, 1984), pp. 202-206.
In Talmudic times, the public charity duty consisted of weekly collections for the
community charity box (kuppah) and daily collections for the community charity plate
(tamhui). In addition, a special charity drive was conducted before the Passover season
for the purpose of allowing the poor to purchase matsa for the holiday (ma’ot hittin).
Another dimension of the public subsidy to the poor consisted of a compulsory hospitality scheme, wherein the townspeople were forced to take turns providing lodging
for guests.
Widespread poverty forced many Jewish communities in the period of the Rishonim
(mid 11th to mid 15th cent.) to abandon most of the above elements of public philanthropy in favor of private philanthropy. (For discussion and sources for Jewish public
charity, see Aaron Levine, Economics and Jewish Law (New York: Ktav Publishing
House Inc., Yeshiva University Press, 1987), pp. 125-126.
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The stabilization policies that Biblical Joseph implemented in Egypt may very well
represent the first recorded instance of government use of an automatic stabilizer.
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Automatic stabilizers entail the setting up of a program that will automatically act as a countervailing force when the economy either goes into
a tailspin or becomes overheated. One example of an automatic stabilizer
is the progressive income tax. In this tax, the tax rate increases as income
increases. On the aggregate level this will mean that as income rises, the
government will be taking a larger and larger fraction of the economy’s
income in the form of taxes, reducing the inflationary pressures otherwise
brought on by the rising spending that accompanies rising income. Similarly, if the economy experiences a downturn, the government will take a
smaller and smaller percentage of the falling income in the form of taxes,
reducing the fall in spending that would otherwise occur on account of
the falling income.
Another example of an automatic stabilizer is government unemployment benefits. Once this program is in place, it will automatically
result in increased benefits as the downturn worsens. At the same time,
if the economy is expanding, and the ranks of the unemployed are
diminishing, the spending emanating from government unemployment
benefits will diminish and hence moderate inflationary pressures.
Discretionary policies are new government initiatives designed either
to stimulate or slow down the economy, depending on whether the predominant economic condition is recession or inflation. On the fiscal
side, if the malaise is inflation, the government will legislate an increase
in taxes or a reduction in spending. On the monetary side, for these
same conditions, the Federal Reserve will engineer either an increase or
a decrease in the interest rates, as conditions require. More often than
not, automatic stabilizers will prove unequal to the task and must be
supplemented with discretionary fiscal and monetary policies.
Given that the practice of short selling has the effect of “taming
bubbles” in the various financial markets, legalizing short selling is an

Joseph predicted that the Egyptian economy would experience a period of seven years
of superabundance followed by seven years of famine. As a means of getting through
the famine, Joseph imposed a 20% tax on the grain that was produced in the years of
plenty and stored it in government granaries for future distribution when needed. To
ensure an adequate food supply for the years of famine, a much more popular approach
would have been to call for the government to purchase and store 20% of the crop in
each of the years of plenty and sell this surplus during the years of famine. Herein lies
Joseph’s genius. Buying the grain, instead of taxing it, would have enormously increased
the money supply during the years of plenty. This enormous increase in the money supply would translate into a frenzied bidding up of the price level fueled by the many panic
stricken buyers. Compounding the depression, there would be inflation as well.
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aspect of the government’s arsenal of anti-bubble mechanisms, which is
part of its duty to adopt measures to prevent poverty.
One practical implication of Jewish law’s favorable attitude toward
short selling, other than the abusive types discussed above, is that proposals to curtail short selling should be evaluated only on the basis of
efficiency. In this vein, let’s consider the “uptick rule.”
SEC rule 10 a-1 says that traders can only sell short at a price above
the last sale price for that security or at the last sale price if that last sale
price was itself an uptick. The rule was designed with the aim of allowing short selling in an advancing market, but at the same time to prevent
short selling from either driving prices or accelerating downward price
moves.
From the standpoint of promoting efficient pricing in the financial
markets the “uptick rule” fails this criterion. This is so because even during a declining market, short selling increases efficiency by facilitating
price movements towards the market’s perception of the true value.
In light of both the general inefficiency of the “uptick rule” and the
growing sentiment that short sales in general do not pose unique risks
to the market, the SEC adopted a pilot program in 2004 to test repealing the uptick rule.61

SUMMARY AND CONCLUSION
Our investigation of the phenomenon of short selling has demonstrated
that Jewish law generally finds no moral issue with this type of trade in the
financial markets. The key here is that the short seller conducts his transaction by first borrowing the shares that he sells, hoping to make a profit by
buying them back at a lower price. Nonetheless, when motivated by a
desire to capitalize on the fraud of a company, the short sale is unethical
because it amounts to selling defective merchandise without apprising the
buyer upfront of the defects in the product. Disgorgement of the illgotten profits is here indicated. Another objectionable case is selling short
a competitor’s stock. This conduct amounts to conducting business
for oneself on the premises of the competitor. Still another objectionable
case obtains when a broker advises a client to buy a particular security
and at the time the broker’s firm is taking a short position on a derivative of that same security. Here what is objectionable is not the short
61
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trade per se, but rather the failure of proper disclosure in respect to the
broker’s dealings with his customer. Finally, in inter-Jewish transactions,
the short sale violates avak ribbit law. Legitimizing the transaction can easily be achieved by means of the mechanism called yesh lo.
In both secular and Jewish law, naked short selling is prohibited.
Since the naked short sale is accomplished without first borrowing shares
of the company, the basis of the objection of this type of trade in Jewish law is the prohibition to conduct business for oneself with someone
else’s assets.
Finally, we considered an affirmative argument for allowing the practice of short selling in the various financial markets. This is the argument
that short selling accelerates the integration of “bad news” into the pricing of financial assets. Short selling hence keeps the emergence of bubbles under control. A case in point is the desirability of having in place
an organized exchange wherein a trader can sell short real estate. Had a
financial futures market for home-prices been in place when the housing
bubble first started in 2003, the housing bubble might not have grown
to the huge levels it did. Accordingly, the severity of the downturn when
the “bubble” finally busted could have been modulated.
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