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In the wake of the highly anticipated Alibaba listing, we investigate whether investors are playing
the fact that Yahoo, which now owns 16% of the firm, is currently trading at a discount to the sum

of its cash and minority investments.

— The aggregate value of BABA shares out on loan stands at just over $1bn
— The other element of the stub trade, Yahoo Japan, has not seen a significant rise in demand to

borrow

— Conversely to the stub trade scenario, the demand to borrow Yahoo shares has shot up in

recent weeks and now stands at a two year high

Valuing a tech company is never easy, as
traditional profit and revenue metrics take
second stage to factors such as growth
potential and the “disruptive” potential of a
company’s business model. While the recent
wave of listings have seen the top end of
valuations set new highs, as evident by the
fact that Twitter currently trades at 178 times
its forecasted 12 month forward profits,
common sense and financial theory dictates
that the lower bound ought to be set by the
current value of a company’s assets. While
these can prove hard to measure, the market
can provides some insight when one public
company holds a stake in another publicly
traded entity.

Cases when a company’s net cash position
and the value of its publically traded interests
are worth more than its market cap create the
opportunity of a stub trade, in which investors
can take a view that the company’'s core
business will rise by shorting the minority
stakes whilst going long the underlying. Such
an opportunity has arisen in the wake of the
Alibaba listing which has seen early investing
company Yahoo trade at a discount to the
value of its stake in the Chinese web portal
company and its Japanese subsidiary.
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Yahoo's early investment in Chinese
Ecommerce platform Alibaba is arguably the
canniest tech investment of the last decade
as its early backing of founder Jack Ma
surged to see its stake jump to over $40bn in
the wake of Alibaba’s recent listing. This
includes a $36bn value for its 16.3% post IPO
stake and $5.6bn net cash proceed from its
disposal of 121.7 million shares in the Alibaba
IPO.

Combine this number with Yahoo's 35%
stake in Yahoo Japan (current value =7.7bn)
and its billion or so of net cash it currently
holds and the accounting arithmetic currently
have “core” Yahoo at a negative valuation
given the $40.4bn value the market currently
has for the sum of the parts. Note that this
valuation makes no assumption of the cost of
disposing any of Yahoo’s minority interests
such as taxes incurred on disposal, though
some commentators have posited that these
could be minimised below Yahoo’s marginal
tax rate.

Investors looking to hedge themselves in a
stub trade would have to short about 40
BABA share and 200 Yahoo Japan shares for
every 100 shares of the parent Yahoo in
order to out on a fully hedged in a stub trade.

Borrowing BABA
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Demand to borrow shares in the days
immediately following Alibaba’s listing has
stayed relatively subdued with 11.4 million
shares out on loan as of the end of last week.
This lacklustre demand to borrow is not
constrained by any of the usual limiting
factors of the securities lending world as the
current demand to borrow only represents
about a fifth of the 50 million shares sitting in
lending programs. The fee is also relatively
low for a new listing as investors can borrow
BABA shares at a cheaper rate than the
average fee commanded by S&P 500 shares.
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The other part of the stub trade has also seen
relatively tame stock borrow activity in recent
weeks. The aggregate borrow of shares in
Yahoo Japan is actually down slightly with
4.3% of the free float out on loan.
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This lacklustre demand to borrow both BABA
and Yahoo Japan shares indicate little

appetite for the trade immediately following
Alibaba’s listing.

Yahoo short

Interestingly, the demand to borrow shares of
Yahoo has shot up in recent weeks. the
current Yahoo short interest represents 2% of
its shares out on loan, up fourfold from the
number seen a couple of months ago.

Whether there is anything to be inferred from
the recent spike in demand remains to be
seen, but it runs against the commonly
accepted stub trade playbook.
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