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A long-short December?

Tuesday, December 18th, 2018

Short interest and momentum factors deliver alpha

¢ Momentum and short interest factors shine amid market chaos
e Asia short sellers profit after bruising November

e Fertile ground for shorts in EU, but few takers

e Rebate income a tailwind for US short sellers

It has been an up-and-down year for equity short sellers; seeing further inconsistent returns
coinciding with increased volatility in Q4. In the US and Asia equity markets, October delivered
2018’s largest monthly returns for the IHS Markit Short Interest factor, which ranks stocks by
borrowed shares as a percentage of shares outstanding. While the October returns for the short
interest factor were particularly strong, they did coincide with sharply negative returns for momentum
factors. Using 12-month momentum with a one-month lag, both developed and emerging markets
saw the worst returns of 2018 in October.
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The good times for short sellers in October didn’t last too long. Rather, the most shorted stocks
outperformed the least shorted in November, most notably in Asia. Emerging Markets shorts were
punished last month, which ended a 5-month run of positive returns. Momentum factor returns
improved in November but were still negative globally.

This brings us to December, during which both momentum and short interest delivered alpha in the
front half of the month which, if it holds, will be the first such month since January. The results have
been remarkably consistent across regions, from EM to DM, and large-cap to small-cap: The stocks
which have high short interest have underperformed stocks with less short interest, and the stocks
whose share prices have appreciated the most have continued to outperform low momentum stocks.
After a challenging year, positive returns to momentum and short interest factors should buoy long-
short equity portfolio returns in December.

Global short interest factor information coefficient
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US equities:

US equities have certainly presented opportunities for short sellers in 2018, however much of that
opportunity has come in the last four months of the year. The most shorted US equities, rebalanced
monthly, outperformed the least shorted stocks by 10% over the first 8 months of 2018. June was
particularly challenging, with momentum and short interest both delivering negative returns.
September was the best month of the year for US equity shorts thus far, with November seeing
slightly negative returns ahead of the positive MTD returns in December.




2018 US Equity Special Balances
g12

. 510 -
[
o
-
£ 584
o
|
c
Qo F6
o
=2
o
> 54

$2

50

Jan Feb Mar Apr May Jun Jul Aug Sept Oct Nov Dec
®Loan balances > 500bps fee

Source: IHS Markit Securities Finance @ 2018 IHS Markit

The improvement in short interest factor returns has coincided with a marginal increase in “specials”.
US equity borrow transactions with fees greater than 500bps have trended up from the YTD low in
September, currently $6.1bn. It's worth noting that increasing Fed policy rates have the impact of
improving rebates on cash proceeds from short sales, which serves as a tailwind to short seller
returns. To illustrate: The average hedge fund borrow fee for the most shorted US equity group is
currently 240bps, however, after factoring in returns on the cash proceeds from short sales, the
actual cost to short sellers is less than 100bps.

Asia equities:

Asia has been a fertile ground for short selling in 2018, particularly in the emerging markets. As noted
above, October was the best month of the year so far, with the most shorted stocks in Asia ex-Japan
declining by 13.6%, and the least shorted stocks declining by -7.4%. The 6.2% relative
underperformance was the most since July 2012, when the performance gap between most and least
shorted was 6.9%. Short sellers pressed their winners and increased positions in the most shorted
stocks by 0.35% of shares outstanding on average. Then came November, the worst month of the
year for Asia shorts, with the most shorted stocks surging by more than 5% on average, while the
least shorted stocks only by 0.25%. December has presented a return of alpha for short sellers, with
the most shorted equities in the region underperforming the least shorted by 3.4% MTD.

Given the returns generated by EM shorts in 2018, it's worth noting that the EM has outperformed in
comparison with the US, EU and World ex-US indices since the start of September. The recent
outperformance only serves to offset the underperformance of EM equities in February through
August, however seeing some stability in EM amid the global market correction does not suggest a
risk-off capitulation. The current EM equity short position is estimated at $91bn between local shares
and ADRs, with short sellers maintaining positions since hitting a post-crisis peak of $110bn in early




June. The declining short balance in August was primarily driven by a reduction in Alibaba shorts,
though it remains the largest nominal short position globally at more than $15bn USD.

European equity short balances & VGK ETF price
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EU equities:

Short positions in EU equities peaked in May and have steadily declined since. That wasn't just the

result of declining share prices, the percentage of total EU market cap short also declined during that

time.

Emerging market equity short balances
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The UK equity market helped to drive that trend, with reduced short positioning in recent months
suggesting that Brexit uncertainty has scared off investors on both long and short side, with the FTSE
250 hitting a YTD low on December 10t despite the short covering. EU equities are “catching-down”
to EM equity YTD performance, though an increase in demand from short sellers remains to be seen.

Wrap-up:

With December only half-over the momentum and short interest factor performance could still change
course, however the combined impact is certainly most welcome for equity long-short funds. With
positive returns to momentum and short interest factors, along with the rebate tailwind, the
environment for long-short equity has improved in Q4. Whether next year will be better than the last
will be a matter of some debate over the next twelve months.
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DISCLAIMER: The information contained in this presentation is confidential. Any unauthorized use, disclosure,
reproduction or dissemination, in full or in part, in any media or by any means, without the prior written
permission of IHS Markit or any of its affiliates (“IlHS Markit”) is strictly prohibited.

Opinions, statements, estimates and projections in this presentation (including other media) are solely those of
the individual author(s) at the time of writing and do not necessarily reflect the opinions of IHS Markit. Neither IHS
Markit nor the author(s) has any obligation to update this presentation in the event that any content, opinion,
statement, estimate or projection (collectively, “information”) changes or subsequently becomes inaccurate.

IHS Markit makes no warranty, expressed or implied, as to the accuracy, completeness or timeliness of any
information in this presentation, and shall not in any way be liable to any recipient for any inaccuracies or
omissions. Without limiting the foregoing, IHS Markit shall have no liability whatsoever to any recipient, whether
in contract, in tort (including negligence), under warranty, under statute or otherwise, in respect of any loss or
damage suffered by any recipient as a result of or in connection with any information provided, or any course of
action determined, by it or any third party, whether or not based on any information provided.

The inclusion of a link to an external website by IHS Markit should not be understood to be an endorsement of
that website or the site’s owners (or their products/services). IHS Markit is not responsible for either the content
or output of external websites.
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