Fresh alternative

Karen King of IHS Markit analyses the virtues of the firm’s short-

squeeze model

hen a Nikkei Business

Review report on 19

December showed that

GNI Group, a pharma-
ceutical company listed on the
Mothers Board of the Tokyo Stock
Exchange, was going into full scale
production in Japan, the biotech
firm saw its shares spike from
2,143JPY to reach 2,709JPY by 27
December, a tasty profit for holders
of the stock, but a less satisfactory
outcome for uninformed short sell-
ers. The signs that the firm could
be on the cusp of a price rise were
already available before the Japa-
nese-language newspaper printed
its story.

IHS Markit’s short squeeze mod-
el (see graph) showed an increase
of GNI’s stock on loan through-
out November, and on 5 Decem-
ber, 100% of the shares on loan
were out-of-the-money, indicating
short sellers were facing capital
constraints on losing positions. In
conjunction with the positive news,
this can lead to short covering
moving the price higher.

Beginning this April, our Re-
search Signals service has expand-
ed the use of IHS Markit’s indus-
try-leading securities lending data
to launch a short-squeeze model
to cover the Asian and European
markets, adding to the US model
that has been live since 2015.

The model is designed to flag
short squeezes before they happen.
We define a short squeeze as a sud-
den spike in price - a three stand-
ard deviation move versus the prior
60 trading days over one to three
days - followed by a drop in shares
on loan over five consecutive days,
for names with an insufficient sup-
ply of shares and high borrowing
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costs, or stocks that short-sellers
are betting against.

The short-squeeze model is pow-
ered by the comprehensive global
securities lending data collated by
IHS Markit covering major Asian
stock markets, including Australia,
Hong Kong, South Korea, Taiwan,
Singapore and Japan. Each day, we
receive borrows and loans directly
from market participants, which al-
lows us to produce the model’s key
measure: short-seller profitability.

As short-sellers lose money, the
risk of mass short covering increas-
es. Therefore, the model provides
a risk signal for investors who are
short. If they have a large position
and the signal ranks the stock as
likely to squeeze, it could be an

% Out of Money vs Price

indication to come out of that
trade.

This measure of capital con-
straints is combined with momen-
tum data, earnings announcement
events, abnormal trading and pos-
itive sentiment signals in a mul-
tifactor model to score stocks by
their short-squeeze risk across a
given universe.

However, the short-squeeze
model is not just a risk indicator for
investors holding short positions. It
also acts as a signal to locate out-
performing stocks versus the un-
derlying benchmark.

The modelis back-tested by taking
a long position in decile one stocks
(most likely to squeeze) and a short
position in decile 10 stocks (least
likely to squeeze) over our highly
shorted Developed Pacific universe,
going back to January 2011.

Results show the top-ranked
stocks outperform the bot-
tom-ranked stocks by 7bps on a
daily basis, and 75bps per month
using monthly rebalancing. Addi-
tionally, back-testing of the mod-
el demonstrated that while short
squeezes occur on average at
0.76% of the time daily, this rises
to 1.23% for stocks in decile one of
the model - a 61% increase.

Using alternative data such as
short-squeeze prediction not only
keeps short-sellers better informed
to avoid losses but also assists
long-holders looking for outper-
formance and better-timed entry into
the market. With the model in your
toolbox, you can be one step closer
to identifying the next GNI Group.
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