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GameStop – what is a short squeeze?
Alexander Sikora-Sickl

In recent days, we have seen a remarkable event on US and European stock exchanges that had not been experienced previously. Retail investors got together online and agreed to buy
shares in companies where hedge funds had bet on falling share prices (also referred to as short-selling).

This collaborative action drove up the share prices of the respective companies, resulting in billions of losses for the hedge funds. It all started with the shares of the retailer GameStop, and
in its wake, other companies also skyrocketed where hedge funds had taken significant short positions. The share remains volatile, only yesterday it lost a great deal of value again.

What is behind these events? What could be the effects?

GameStop – Background

Within just a few days, GameStop became synonymous with a tug of war between retail investors and large hedge funds. The company is a retailer of new and used game consoles and
computer games. Founded in 1996, it now operates about 5,600 shops across the USA, Canada, Europe, and Australia. The business model remained profitable for a long time, and sales
recorded significant growth. In 2002 the company passed the USD 1bn threshold in sales, and ten years later, it recorded sales of USD 9.55bn.

However, in more recent years the online competition has started to affect sales which gradually decreased to an estimated USD 5bn for the past fiscal year. At its peak, the company would
post earnings of more than USD 400mn per year, whereas now GameStop is deeply negative. Aggregate losses for 2018 and 2019 amounted to more than USD 1bn. As a result, a new
management was brought in, unprofitable shops have been closed, and the company has generally been restructured.

The success of these measures was limited, and the scepticism of investors increased over time; the question of the company’s viability was being asked ever more frequently. This
attracted hedge funds that invest in the shares of companies which they consider to be heading for even more dire straits, expecting the shares to fall.

Hedge funds betting on falling share prices

While the vast majority of investors bet on rising share prices, there are also those investors who bet on falling ones. To this end, they borrow shares from banks or brokers for a fixed period
of time and sell them on the market. The goal is to buy these shares back on the market later at a lower price before they have to be returned (i.e. delivered) to the banks/brokers. The
difference between selling price and the price of buying them back later is the profit (or loss) the investors make. This procedure is called short-selling.

For normal share investments, the loss is capped at 100% of the capital employed (e.g. total loss after the company went bankrupt), but the possible profit is (theoretically) unlimited.
Conversely, the crucial feature of short-selling is that the possible profit is limited at 100% (bankruptcy), but the potential loss is without limits (e.g. recovery of the company and a spike in
the share price). That is why in the case of GameStop, some hedge funds incurred billions worth of losses.

If the short-seller bets the wrong way and the share price rises against the odds, the previously (short-) sold shares have to be bought back as quickly as possible. This further boosts the
price spiral. The result are even higher losses for even more short-sellers who now also have to buy back shares to cover their positions, which ultimately further boosts their losses. This is
generally referred to as short squeeze.

GameStop turns into pawn

Since its IPO in 2002, the share of GameStop had been fluctuating in three waves between USD 2.50 and slightly above USD 40. On 21 January 2021, the share closed at USD 43. At this
point, the hedge funds, having made a negative assessment of GameStop’s future, had sold short more than 140% of the outstanding shares. The constant increase of the shorting meant
that pressure was gradually being built on the share price of GameStop.

In the following six trading days, the price exploded. For a while, it reached USD 483, which meant a gain of +1,022% within that short period of time. By US standards, GameStop is a
medium-sized company whose market capitalisation prior to the rally had been around USD 2.7bn. At the closing of 28 January, it was capitalised at almost USD 23bn.



How could the share price skyrocket in such a manner against the background of this overhang of short-sold shares?

Share price of GameStop since the end of 2020 & in the past 5 years and

Reddit

The epicentre of the rally was the internet platform Reddit. Reddit is a social news aggregator, i.e. a website where registered users can post content. Such content may be a link, a video, a
picture, a survey, or a text.

Groups of retail investors have organised across numerous internet forums, among which the Reddit messenger board “r/wallstreetbets” is probably the biggest one with four million users,
swapping investment tips. One of the most actively discussed tips in recent weeks was GameStop. A retail investor who had been invested in GameStop since 2019 and would regularly
provide others with news on the share informed the community that numerous hedge funds had been short-selling the company’s stock. This resulted in some sort of flash mob, where
countless investors started basically supporting that member of the community by buying shares in GameStop against the big hedge funds. However, these investors not only bought the
shares, but also options on the shares, thus achieving bigger leverage. This way, they pushed the share price of GameStop to previously unseen heights within days.

A fund manager quoted by the Financial Times described the situation this way: “wallstreetbets is now the biggest fund in the world as far as its ability to move markets is concerned. The
people are super-confident and use their leverage.”

Robinhood

The online trading platform Robinhood Markets Inc. played a special role in these events. This online broker was founded in 2013 in California and does not charge transaction fees.
Robinhood’s source of revenue is, on the one hand, the sale of user data, and on the other hand the company also earns revenues from the deposits of clients and the interest on credit
lines it grants. This business model has met with very positive feedback among retail investors; at the moment, the company has 13 million clients with USD 20bn worth of invested assets.

A majority of the transactions was done over Robinhood, which is why the platform decided it was necessary to restrict the trading of GameStop shares and similar ones at some point.

Market Impact

GameStop was only the point of origin; within hours, “r/wallstreetbets” lists were circulating with shares that had been short-sold particularly hard by hedge funds. Retail investors now
started buying these shares as well and pushing up their prices. Among them were established companies such as Bed Bath & Beyond and Nokia. Estimates put the amount of capital lost
by hedge funds on the back of these events at around USD 70bn.

These activities have often been likened to the fight of David versus Goliath, and the investments of the retail investors were compared to the actions of the Anonymous movement. Capital
was being redistributed from the big (hedge funds) to the small investors. Truthfully though, the motivation of many investors was probably the hope for a quick buck.

Also, retail investors were not the only ones to jump on that bandwagon. Institutional investors realised what was going on and started buying shares from those companies that had been
shorted the most. Case in point: BlackRock – which is now the biggest shareholder of GameStop.

General turbulences on the equity markets were another direct effect of the short squeezes. In order to be able to cover the short positions, hedge funds had to sell other shares from their
holdings. This led to falling prices on the overall market.

The direct negative impact should remain limited. None of the affected hedge funds had to be closed so far; closure would have had knock-on effects on banks and brokers due to payment
defaults. Such a negative spiral has so far been averted – not the least because in the most critical cases, capital injections from other hedge funds have been permitted. Melvin Capital, with
assets of more than USD 12bn at the beginning of 2021 half of which had disappeared as a result of the short squeeze in connection with GameStop, received a capital injection of USD
2.75bn from its competitors, Citatel and Point72.

Ultimately all the activities will come to an end once the short positions have been closed. This seems to have been largely the case for the most prominent name, GameStop. The biggest
short sellers (Melvon Capital and Citron Research) announced last week that they had closed their positions in GameStop. Citron Research also announced that it would in the future
abstain from speculation based on short-selling. Given this development, it is only a question of time before retail investors will be running out of investment opportunities that are based on
this modus operandi.

Long-term effects

Still, the long-term implications for the financial markets are not yet foreseeable. Most notably, many retail investors agreed on a concerted action. This prompts the question of legality,
because generally speaking, any form of share price manipulation is illegal. However, in this case the intention was to push up the price so as to set off a short squeeze.

At this point, the SEC has only announced it will be monitoring the events closely. The Commission clearly tries to avoid the kind of negative publicity that would come with any form of
support of the big hedge funds in their fight against small retail investors.

Another issue is the pricing that occurs on the stock exchanges in general. The share price should theoretically reflect the fair value of a company. In reality, that is not always the case, as
has been proven by excesses in both directions, up and down. Overall, the US stock market in particular tends to be relatively efficient. Flash mobs at the stock exchange, however, unhinge
common notions of valuation, which makes stock exchanges more unpredictable.

Last but not least, the most recent events have shown a behavioural pattern among investors that reminds us strongly of the late 1990s. Large numbers of retail investors flock to the stock
exchange without any care for risk. This has not only been exemplified by the current short squeeze, but also by the recent explosion of the trading turnover of US over-the-counter (OTC)
shares or of the significant share price gains of companies that are making losses. The current willingness to assume risk is high, and many investors are not aware of it or accept it in the
hope of quick gains. Either way, it is the sign of an overheated market. This does not mean that we are back in a situation like in 2000, but it is certainly a warning signal.

Conclusion

Overall, the recent short squeeze should not have any significant impact on the financial system, as painful as it may have been for the affected hedge funds and their clients. The losses
incurred so far are absorbable, and the turbulences on the markets have been contained. But above all, the strategy currently applied by retail investors has an expiry date. The
opportunities will be gone once all bigger short positions have been closed.

Thus, we should regard the short squeeze primarily as warning signal. In the age of internet, there is always the chance that a critical mass of retail investors will get together for concerted
action. This phenomenon per se is nothing negative, except it leads to extremely irrational price movements and investments that fail to take into account risk whatsoever.
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