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Benefits from following the bears

Markit Securities Finance has released a report with detailed findings outlining how securities
lending data can potentially enhance the return objectives for long only and short trading strategies

in multiple markets.

— Short selling metrics indicate US energy hames remain as consensus conviction shorts
— Significant net alpha remains for short sellers even after accounting for high indicative fees
— Indicative fee to borrow a material metric for identifying possible future share price declines

For the full report on Thresholds in
Securities Lending Metrics, please contact
us.

The bear necessities

Academic evidence suggests that securities
with relatively high levels of short interest
should underperform securities with low
levels as short sellers on average are
typically informed traders who target
overvalued securities. By filtering stocks
using the above metrics, it is possible to
aggregate a list of higher conviction shorts.
These on average are more likely to
underperform, according to the report’s
findings.

Analysing returns data from January 2007 to
March 2015 using eight of Markit's Securities
Finance lending metrics across four universes
(see Appendix below) shows that material
benefits to real world trading strategies can
be achieved.

Relative underperformance

The highest performing metric across most
universes is the indicative fee to borrow, with
DCBS taking second place. A relatively high
indicative fee implies high borrow demand or
low lendable inventory available for a specific
stock — or both.

Across large and small cap US universes,
stocks with an indicative fee of less than
50bps are less likely to experience a month of
large underperformance. Above this threshold
of 50bps, the likelihood of a stock suffering a
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drop in share price increases in step with its
borrow cost. The stocks on the most extreme
end of the spectrum, those which command a
borrow fee of more than 25%, are twice as
likely to see their shares underperform the
overall universe.

That threshold is higher in Europe at 87.5bps
and even higher in Apac at 162.5bps, which
probably accounts for the higher frictions that
these markets generally experience in the
securities lending market.

This phenomenon means that US shares with
a fee greater than 1.6% experience negative
annual excess returns, even when accounting
for the running cost of keeping a short
position.

The long and short of it

Current examples of companies screened for
threshold metrics in the report, including high
utilisation levels, high indicative fees, DSR
and high levels of short interest %, are below.
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Not surprisingly a number of energy names
feature in the US, with alternative oil & gas
taking centre stage. Sanchez Energy
continues to be a high conviction short with
the indicative fee to borrow recently
breaching 50% as the utilisation of stock to
lend remains high at 80%. Sanchez stock is
down 79% over the last 12 months.
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Even though Chesapeake shares have fallen
some 48%, it remains an outlier in terms of its
relative size as measured by market cap
compared to other energy shorts. 28% of
shares are currently outstanding on loan as
the benchmark fee rises above 10% and

utilisation levels hover between 80% and 90%.

Other energy names breaking threshold
metrics include Approach Resources, Penn
Virgina Corp, Rex Energy and Tidewater.
Online property service Zillow and Freshpet
are non-energy names, making the cut in
terms of threshold metrics.
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87% of Zillow stock available to short is
currently utilised, which has seen the
indicative fee climb towards 15%. 30% of
shares outstanding are out on loan with the
stock falling by a third in the last 12 months.

Outside the US

In Europe minerals and metals processor
Outotec is among the top conviction shorts,
with 15% of shares outstanding on loan, 85%
utilisation and an indicative fee nearing 8%.
The stock has fallen almost 25% in the last
two months.
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Among a universe of stocks in Apac, Japan’s
Sharp continues to attract short sellers with
16.9% of shares outstanding on loan, 90%
utilisation and an indicative fee hovering near
10%.
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Appendix: methodology and universe
Universe: Markit US Large Cap (USLC),
Markit US Small Cap (USSC), Markit
Developed Europe (EUR) and Markit
Developed Pacific (APAC)

Metrics analysed: utilization, active utilization,
indicative fee, the demand supply ratio (DSR),
short interest as % of shares, lendable supply
as % of shares, days to cover and the daily
cost to borrow (DCBS)

*Relative underperformance is classified in
the full research report as “an event where
one month forward total returns of the stock
fall below the 25" percentile of the cross

sectional one month forward universe total
return”.

To find out more about Markit Research
Signals or any other product featured, please
contact us.

To read this article on our commentary
website, please click here.
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