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As Western military involvement in the Middle East continues to grow, we review at investor

sentiment in defence and aerospace firms.

— Short interest in defence firms has rebounded since the start of the year, mostly driven by a few

small cap firms

— The five largest defence firms have seen little shorting activity since the start of the year
— Non US firm with heavy exposure to US defence have also performed well

The US military is once again actively
involved in the Middle East, and if the
spreading fighting is anything to go by, the
country’s engagement in the region could be
a drawn out one. With these developments in
mind, and increasingly frosty relations with
Russia, we look to see if investors are using
the situation as an opportunity to refocus their
investments in military and aerospace firms.

Shorts jump, but mostly in small cap
names

A look at the average short interest across
the US defence sector, as measured by the
average demand to borrow shares in the 54
constituents of the PowerShares Aerospace
& Defense Portfolio ETF, has trickled up
since the start of the year and now stands at
3.2% of shares outstanding. This represents
a 19% jump in the average seen in the
opening week of the year.
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While this would indicate that investors are
turning increasingly bearish in the sector, a
closer look at the average sees that short
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sellers are targeting a relatively small minority
of the ETF’s constituents which tend to be on
the small cap scale of the universe. This is
evident by the fact that the shares seeing
above average short interest in the universe
have an average market cap of $1.5bn as
opposed to $11bn for the index. In fact the
three most shorted companies in the universe
have a market cap smaller than $1bn so the
increased average short interest is hardly
reflective of bearish wave across the sector.

Highlights in that field include KEYW Holding
which has seen demand to borrow double
since the start of the year to 32.7% of shares
outstanding after two sets of disappointing
earnings sent its shares down sharply. This
surge in shorting activity makes the firm the
most shorted in the space by quite a distance.
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Another firm seeing rising short interest in the
last few weeks is Taser which has seen short
redouble their positions in the wake of a
recent price surge.
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Large firms see flat short interest after
outperformance

Conversely to the rest of the defence and
aerospace sector, the five largest defence
contractors by sales have seen shorts cover
with average demand to borrow stay flat at
0.7% of shares out on loan, less than a fifth of
the index average.

This looks could be partially driven by the fact
that these large cap names have by and far
outperformed the rest of their peers in the mill
aero sector. These five firms have seen their
shares rise by 15% year to date while the
overall constituents of the ETF have traded
flat on average.

This trend also holds in non US firms with
heavy exposure to the US defence sector,
with Finmeccanica and BAE both seeing their
shares advance while shorts have stayed in
the sidelines.
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