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Refinery shares stumble as margins crack

Refining shares were the winning energy trade during the recent market slump, but slipping
margins have seen these stocks lose their hard earned gains while also attracting short sellers.

— Short interest in refinery shares is up by a quarter while upstream firms have seen covering
— Western Refining, Hollyfrontier and Pdf Energy all have more than 7% of shares shorted
— Refinery shares have underperformed oil exploration and production firms by 20% this year

Downstream refinery activity proved to be the
most resilient part of the oil value chain over
the last two years, but the relative stability
offered by refining is eroding in the face of
growing oversupply.

High distiled goods production and a
resulting build up in unsold inventory have
eroded profit margins in the segment. A
recent report on oil uncertainty from the US
Energy Information Association stated that
the pace of gasoline production in June was
“likely putting downward pressure” on prices.
These refining headwinds are filtering through
to company results as oil giant BP, the first
integrated oil major to report second quarter
earnings, reported its lowest second quarter
refining margin since 2010 on Tuesday.

These shrinking margins have seen short
sellers hone in on refinery exposed shares
which make up the VanEck Vectors Oil
Refiners ETF which trades under the CRAK
ticker.

CRAK Constituents

Average % of Shares Out on Loan
2.5

0.5

——CRAK Constituents
0.0
11/08/2014 11122014 11/04/2015  11/08/2015 1111272015 11/04/2016

Source: IHS Markit

Markit Group Limited | Registered in England and Wales | Company no. 4185146

These companies have seen their average
short interest surge by a quarter since the
start of the year and had more than 2.3% of
their shares shorted at the end of last month,
the highest level in over two years. All this
runs against that seen in the rest of the
energy sector which has seen shorts cover a
fifth of their positions year to date (ytd).

US shares most targeted

US refiners have driven this surge in shorting
activity as US traded Western Refining,
Hollyfrontier and Pdf Energy make up three of
the four firms that have seen their short
interest increase by more than 3% of shares
outstanding since the start of the year. These
three firms now make up the entirety of the
CRAK constituents that see more than 7% of
shares shorted.

Short  yid %

Name  Ticker Interest Change
Western Refining Inc~ WHNR 7. 64%
Hollyfrontier Corp HFC 7.5 620%
Pbf Energy Inc PBF 7.1 133%
Meste Oyj NESTE 4.9 7%
ldemitsu Kosan Co Lid 5019 4.8 193%

The other firm seeing a large surge in short
interest among CRAK constituents s
Japanese refiner ldemitsu Kosan although its
ongoing merger with rival Showa Shell Sakiyu
could be driving the shorting activity.
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All four firms are due to announce earnings in
the next seven days which should provide
some greater insight into the situation.

Refinery shares underperform

This surge of shoring activity has occurred in
the wake of some fairly severe
underperformance for the sector as the CRAK
ETF, which was a winning energy bet at the
start of the year, has given up all of the
relative outperformance. The ETF now lags
its largest oil related peer, the SPRD S&P Oil
& Gas Exploration & Production ETF, by 20%
year to date on a total return basis.
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Most of the increase in shorting activity
occurred prior to the most severe
underperformance seen since April which
indicates that short sellers have timed their
rotation into refiners well.
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