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Short sellers ride out recent market highs

All-time high equity valuations have many market watchers wondering if the current market is ripe
for short sellers, following five years of disappointing equity returns.

— The 10% most expensive to borrow names among US stocks have underperformed rest of
the US equity market by 72% in the last five years

— Small cap names have provided the most fertile ground for short sellers

— April on track to be the worst performing month for short sellers in over five years

Short selling re-entered the headlines last
week when Goldman Sachs released a note
stating it has received growing numbers of
calls from clients looking to take bearish bets
on the market.

Goldman’s note highlighted 19 S&P
constituents as potential good short targets
but came with a health warning. The Credit
Suisse Dedicated Short Bias Hedge Fund
Index has fallen by a cumulative 52% over
the last five years. This lacklustre
performance from funds which favour a
bearish view of the market makes short
selling the worst performing of 13 investment
strategies tracked by the Credit Suisse Hedge
Fund Indexes.

These poor returns from short-focused hedge
funds hides the fact that short sellers on the
whole have successfully managed to pick out
underperforming shares over the last five
years, as gauged by the performance of the
shares which cost the most to borrow in the
stock lending markets.

Short sales continue to perform

The 10% of US stocks which cost the most to
borrow, essentially those seeing the most
bearish sentiment, have underperformed the
market by a cumulative 70% over the last five
years, according the Markit Research Signals’
Implied Loan Rate factor. This
underperformance among shares which
exhibit bearish investor sentiment has been
fairly consistent over the last five years, with
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the shares most targeted by short sellers
underperforming the market for over three out
of four months on average.
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However it is worth noting that the most
expensive to borrow names have actually
outperformed the market by over 3.5% so far
this month.

Small caps most fertile

Short sellers have had the most success
when shorting small cap names over the last
five years. The most shorted names among
the Markit US Small Cap universe have
underperformed their peers by over 90% in
the last five years.
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The performance among large cap short
sales is much less impressive with the most
shorted 10% of shares in the Markit US Large
Cap universe cumulating at 18.5%.

But this underperformance is only relative as
the section of shares which cost the most to
borrow are still up by 60% among large cap
names, showing that the runaway market is
largely to blame for the lacklustre
performance from short biased funds.

Sector rotation active

The composition of the most shorted group of
shares within the US total cap universe has
changed significantly over the last few years.

Financials used to comprise 22% of the
constituents seeing the most bearish
sentiment from short sellers, but this number
has since fallen over the last five years by a
quarter to 15%; far lower than the sector’s
overall representation in the Markit US Total
Cap universe.

The falling demand to sell financial shares
short over the last five months has been
mirrored by an increased propensity to sell
energy names short. Energy names now
make up 19.5% of the most expensive shorts
among US shares, up from 13% five years
ago.
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