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Equity investors spurn leverage in fear of rate rise

The prospect of a US rate rise is looming ever closer, prompting the equity market to shun the

companies which are most reliant on debt financing.

— Most leveraged US companies have underperformed by 17% in the last year
— Energy stocks are the most exposed to a potential rate rise outside of financials
— Short sellers have increased their positions in leveraged firms by 43% in the last 12 months

US companies have gorged on cheap credit
during the last few years of zero interest rate
policy. High yield issuers have floated three
times the amount of bonds in the last five
years compared to those preceding the
financial crisis.

With the markets increasingly pricing in an
imminent rate rise, the potential risks
associated with firms having to refinance their
growing bond load at relatively unfavourable
rates has seen the equity market turn bearish
against the most leveraged US companies.

Leveraged firms face headwinds

The 10% of US traded companies whose
enterprise  value contains the largest
proportion of debt, as measured by the
Markit’s Research Signals Market Leverage
factor, have grossly underperformed their less
leveraged peers over the last 12 months.
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These firms, which are arguably the most at
risk from a rate rise, have trailed the rest of
the Markit US Total Cap universe by 17% in
the last 12 months; making them the worst
performing group of shares when ranking by
market leverage.

Firms which have recently issued debt to buy
back shares will no doubt find this a sobering
number as this has made them more exposed
to a trend which the market has actively
shunned in the last year.

The above underperformance is also
surprising in its consistency over the last year,
as most leveraged shares have
underperformed the market in nine of the last
12 months.

Energy firms most exposed

Not surprisingly, not all sectors have been
affected by this trend, as some are much
more reliant on debt financing than others.
financials’ shares make up 42% of the most
leveraged firms.

Outside of financials, energy names are the
second most leveraged firms. Comstock
Resources and Energy Xxi the two most
leveraged names currently. It's worth noting
that that this trend is also driven by the fact
that energy share prices have fallen
significantly in the wake of the collapse in oil
prices. The refinance risk face by energy
firms is evidenced by the fact that high yield
oil & gas bond yields have surged by over 3%
in the last 12 months.
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But sector exposure is not the only driving
force, as the factor’s performance still holds
on a sector neutral basis which shows that
the equity market has been favouring less
leveraged names within sectors. The factor’s
sector neutral returns for the most leveraged
names is still significant at 12.5%.

Short sellers zero in

This trend has caught the eye of short sellers
as the most leveraged firms have seen short
interest surged by 43% in the last 12 months
to make them the most shorted group of
shares among the Markit US Total cap
universe. The average proportion of shares
out on loan among the most leveraged firms
now stands at 6%; making these firms the
most shorted decile group by a long margin.

Average % of shares 12 Month %

Markit US Total Cap out on loan on Change
Most Leveraged Decile 6.0 43%
Entire Universe 3.8 1%

The standout firm driving this trend is
Tidewater, whose short interest has more
than tripled in the last year to hit 45% of
shares outstanding, making it the second
most shorted constituent of the Markit US
Total cap universe behind Rex Energy.
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