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The Big Short 

 

With the issue of Brexit looking like it is being quietly swept under the carpet, the markets are certainly not showing signs of 

fear, with the FTSE 100 not far back of record territory. Today we will take a look back at one of the biggest short squeezes 

of all time that occurred in October 2008. 

The background 

In early 2005 Volkswagen, the largest car company in Germany, was not doing particularly well and suffered a depressed 

share price and low earnings. Though the company had $123 billion dollars in annual sales, its annual profits were only 

around $2.2billion and its market capitalization only around $17billion. VW was widely  regarded by the financial community 

as not a good company to own. 

Volkswagen had an important partner in Porsche. This relationship went back many years, to the 1930s, but Porsche had 

become increasingly reliant on its larger counterpart that produced approximately 50 times the output they did. 

In 2005 Porsche announced it had taken a 20 per cent voting stake in Volkswagen. This was done largely to make it more 

difficult for VW to be subject to hostile takeover and at the time the stake cost Porsche a large percentage of their cash   

reserves. It would turn out to be a worthy investment.  

Over the next two years it slowly accumulated more shares, eventually passing the 30 per cent threshold In March of that 

year. Porsche owned 31% of VW and stated publicly that it did not intend to increase that to 75%. Lower Saxony held 20.2%. 

By September and its stake had reached 35 per cent. 

The CEO of Porsche at the time was Wendelin Wiedeking, a very shrewd customer who had a reputation for financial       

acumen. In 2007, €3.6bn of its €5.86bn pre-tax profits were from options used to hedge against a rise in Volkswagen's stock.  

After taking stakes in Volkswagen, Wendelin was reported stating: 

“Our goal continues to be to increase our stake in Volkswagen to more than 50 per cent. Today’s step is a further milestone 

along this road.” 

In 2007 Porsche made a statement about their financial performance, “We make money from hedging and building cars. 

The difference is that hedge funds don’t make cars the last time I checked.” 



 

The trade 

The warnings were there but the market saw an opportunity for a trade that seemed from the outset very attractive.   

The price of Volkswagen shares between 2006-08 became the target of short sellers. For those unfamiliar of the term, a short 

seller is someone who profits if a security's price declines. In other words, the trader sells a position he does not own and ex-

pects to buy it back later at a lower price and will keep the difference as a gain. 

The thoughts were that Volkswagen was overvalued as the market for vehicles, especially in 2008, was in a downturn. As      

Porsche let their intentions be known about a potential takeover, hedge funds figured the share price would fall as soon as Por-

sche got control and stopped buying. But one of the main attractions to short Volkswagen at the time was the divergence    

between its preference share value and the ordinary shares.  

The discount was large between the two at the time, the preference shares — which carry no voting rights but a fixed dividend 

— became popular as to protect German companies from both hostile takeovers and foreign influence. 

The thoughts at the time were that Porsche would target the ordinary shares as they carried voting rights, and this therefore 

would create the opportunity for investors to sell short the security they believe to be overpriced (the ordinary share in 

Volkswagen), and buy the one they think is under-priced (preference share in Volkswagen) with the idea that prices will         

converge when the market returns to fundamentals. 

This was seen to be at the time “the safest play in town". The hedge funds piled in and began shorting Volkswagen stock. On 

paper the trade made perfect sense - funds like Albert Bridge Capital, one of many hedge funds who were invested, were ini-

tially quite suspicious of the trade based on Porsche’s prior experiences with playing the market, but eventually conceded and 

got involved when the premium was over 3x (the prefs were at €90 and the ords at €270).  

October 2008 

The month of October 2008 was a good month to be a short seller, as stocks were falling everywhere but strangely not 

Volkswagen, that had doubled in the last two months. 

In the week of October 20th, shorts finally started to profit and Volkswagen started to decline and Volkswagen's ordinary 

shares fell from €275 to €210. It seemed as if the market had started to converge based on the fundamentals.  

This move prompted hedge funds, who were largely offside from their short positions taken out before this point, to average 

down as the trade started to show signs of paying off.  By the end of the week, according to Markit Data, 12 per cent of all 

shares were sold short, around $10billion worth. 

On October 26th Porsche made an announcement to the market stating it had been amassing VW shares and that it had    

increased its stake to 42.6%, plus 31.5% in options – 74.1% of the shares of VW. 

Lower Saxony at the time held 20.2% of the stock. The total shares of VW in between Porsches hands and Lower Saxony    

totalled 94.3%. This would not ordinarily have been a problem but 12 percent of the market was currently short and there 

was less that 6% of the shares available to buy on the open market in free float. 

It was mathematically impossible for every short-seller to buy a share, and therefore close their position. 

The shares opened on Monday 66% up and kept rising, and closed at €517: a 149 per cent gain in the space of one day's trad-

ing. The short sellers that had not managed to buy back in the market were about to experience the real pain, by Tuesday the 

shares hit an intraday high of 999 euros, briefly making VW the most valuable company by market capitalisation, higher than 

the likes of Microsoft, ExxonMobil and PetroChina. 



Risk Warning Disclaimer  

Although the author and publisher have made every effort to ensure that the information in this             

publication was correct at press time, the author and publisher do not assume and hereby     disclaim 

any liability to any party for any loss, damage, or disruption caused by errors or omissions, whether such 

errors or omissions result from negligence, accident, or any other cause.  

Investments can go up in value as well as down, so you could get less than you invested. This              

Information does not constitute personal advice and you should speak to your financial advisor before 

committing to any pension product. Information in this document is for reference use only and its          

accuracy cannot be guaranteed and is subject to change.  

Traders frantically tried to close out positions taking millions of dollars in losses from their opening price levels: the shorts had 

been well and truly burned to a crisp. 

The rise did not last for long; the pullback came and by Friday the position had reversed 50% with VW providing an extra 5% 

for the stricken shorts unable to get out of positions, closing out at 497 euros.  

Aftermath 

Hedge funds such as London-based Odey Asset Management and Marshall Wace, as well as US funds including GreenLight 

Capital, SAC Capital, Perry Capital and Glenview all suffered losses. There was outrage from the financial community that such 

a disclosure had come with no forewarning. The losses totalled around 24 billion dollars, with many hedge funds threatening 

legal action. 

Porsche made 6.8billion euros from its cash settled options. In 2008 the company’s profit exceeded its revenue, with its main 

profit coming from its financial market transactions seen as an exceptional one-off item. 

In 2016 Germany’s federal court of justice, the country’s highest civil court, had dismissed a claim for €1.2bn brought by 19 

hedge funds.  

This was one example of a trade that the hedge funds got wrong in spectacular fashion. With disclosures, regulations and tech-

nology now improved since 2008, it is unlikely we would see such an event occurring again but nothing is impossible, and it 

shows sometimes in the markets not everything is what it seems.  


