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Watch out for bond bears
Tuesday, May 16" 2017

Monitoring bearish bond investor sentiment can help better
inform stock pickers.

¢ Demand to borrow USD high yield bonds doubled during last year’s volatility

e Incorporating bond borrow activity in long-short equity investment strategies
across US Large Caps would have increased annual returns by 250bps

e European bond and equity investors are least likely to agree on investor
sentiment

This note summarizes the key points of the recently released note “Equity Short
Signals from the Corporate Bond & CDS Market”. Please contact us for a copy.

Last year’s credit market volatility saw investors rush to borrow the most dollar
denominated high yield bonds since the financial crisis. While it’s hard to pin down
exactly what motivated each one of the $34 billion worth of loans taken out during
the heights of last year’s volatility, it's safe to assume that a large part of that went
to express bearish views on assets that were hardest hit by the market slump.
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While demand to borrow high yield bonds has moderated somewhat from last year's
highs, as they regained most of the ground lost during the recent slump, the current
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value of outstanding loans against the asset class is still elevated from recent
averages.

Investors stand to benefit

Equity investors should take notice of this bearish bond activity as valuable insights
can be gained by monitoring bond shorting behavior and combining these
sentiments with conventional equity sentiment strategies. In fact, adding a bond
borrow signal to the equity signal to create conventional long-short strategies that
short highly shorted US Large Cap companies while going long those on the other
end of the sentiment spectrum with the least amount of shorting activity would have
increased annual returns by over 250bps over the returns earned by simply
monitoring the equity side of the balance sheet.

The above conclusion was drawn on analysis that aggregated the borrow demand
and lending program inventory of bonds issued by US large cap companies featured
in any of the investment grade and high yield iBoxx USD, EUR or GBP indices over
the last 10 years. Our research team then combined this issuer level bond utilization,
which also accounts for mergers and subsidiaries, and linked it to the parent equity.

This combined equity-bond investor sentiment strategy lifted the long-short returns
of the equity only strategy and decreased the annual volatility.

Monitoring investor bond sentiment through CDS spreads also delivered
improvements on the equity only strategy when combined with bond shorting
activity. This approach captured short sentiment across the entire capital structure.

Europe shows the same trend

European investors should also take heed as the same trend was observed in
developed Europe over the same period of time. Much like in the US, further
information uplift can be gained by adding CDS spreads to the equity-bond
sentiment analysis.

Current examples

Perennial shorts such as Herbalife and K&S earn the most negative combined equity-
bond sentiment score which indicates that both sets of investors are broadly in
agreement. There are plenty of instances where bond and equity bears haven't
reached an agreement however, which is why the two strategies have
complemented each other over the last decade.

One such name is outdoor sports conglomerate Vista Outdoors. Its equity utilisation,
at 20%, wasn’t enough to warrant inclusion into the last sort of the equity-only
portfolio. Bond investors are much more bearish about the company however as
over 90% of the October 2023-5.875% bonds that sit in lending programs are
currently out on loan. This extreme bearish bond sentiment is enough to warrant its
inclusion into the combined equity-bond negative sentiment portfolio.
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Vista isn’t the only such example in the US as seven other firms earn inclusion into
the negative sentiment short portfolio by virtue of their bond borrow activity.

European investors are even less likely to reach a consensus as 26 firms earn entry
into the group of shares to avoid on bearish bond sentiment. These include satellite
communication firm Inmarsat, German grocer Metro and French distiller Remy
Cointreau.
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Disclaimer

The intellectual property rights to this report provided herein is owned by Markit
Group limited. Any unauthorised use, including but not limited to copying,
distributing, transmitting or otherwise of any data appearing is not permitted without
Markit’s prior consent. Markit shall not have any liability, duty or obligation for or
relating to the content or information (“data”) contained herein, any errors,
inaccuracies, omission or delays in the data, or for any actions taken in reliance
thereon. In no event shall Markit be liable for any special, incidental, consequential
damages, arising out of the use of the data. Markit is a trademark owned by the
Markit group.

This report does not constitute nor shall it be construed as an offer by Markit to buy
or sell any particular security, financial instrument or financial service. The analysis
provided in this report is of a general and impersonal nature. This report shall not be
construed as providing investment advice that is adapted to or appropriate for any
particular investment strategy or portfolio. This report does not and shall not be
construed as providing any recommendations as to whether it is appropriate for any
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person or entity to “buy”, “sell” or “hold” a particular investment.
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