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Price discovery in the CDS market: 
the informational role of equity short interest

How Tracking Equity Short 
Interest Could Avert Another 
Global Crisis 

The global financial crisis of 2008 left 
many not just fiscally bereft, but in a 
psychological panic - including those who 
worked on Wall Street itself. 

How did it happen? 

Actually, a lot has been written about the 
background to the crisis, including two 
excellent movies: Margin Call  (2011) and 
The Big Short (2015), both based on true 
stories. 

Of course the real financial crisis took 
years to unfold, and featured thousands of 
anonymous investors, many of whom were 
operating from home as “short sellers”. In 
contrast, these movies feature Hollywood 
stars, (Kevin Spacey, Demi Moore, Jeremy 
Irons and Brad Pitt), inside glorious offices 
with stunning views over Manhattan, and 
have an exciting narrative thrust which 
explodes the drama over 130 minutes. But 
that’s the pleasurable disconnect between 
quotidian reality and glamorous fantasy. 

So perhaps it’s more interesting, almost 
a decade later after the global financial 
crisis, to ask: what’s being done to avoid 
another meltdown? 

This new research paper is part of a 
movement to break open the impenetrable 
jargon of finance and bring cool academic 

rigor to volatile markets. UCR Business 
spoke to UCR’s Hyun A. Hong, Ph.D, 
one of the co-authors of the report to find 
out more. 

“We wanted to present evidence on the 
informational role of equity short interest 
in the Credit Default Swaps market; 
which, we believe, is an under-researched 
area in accounting and finance,” she 
explained. “We found, through extensive 
tests, that equity short interest varies 
significantly and negatively with Credit 
Default Swaps returns in the month 
following the equity short position”.

This means, essentially, that tracking 
equity short interest, as a metric, will 
enable triggers to be set into a financial 
system, raising red flags, almost instantly. 

A few definitions first, before going into 
the tests themselves: 

“What’s a Credit Default Swap?”

Here’s a overly simple take on a very 
intricate and complicated financial 
instrument: People take out mortgages, 
borrowing money from banks and other 
institutions. 

“Two simple questions: Is there a housing bubble? 
And, if there is, how exposed are the banks?”  

The Big Short (2015)
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In Brief

The Problem: The information transfer 
between the equity shorting market and the 
CDS market 

Why It Happens: Equity short interest 
may significantly influence asset prices in 
financial markets because short sellers have 
an information advantage. The focus of most 
prior literature supporting this informational 
role, however, has been on how shorting 
relates to price discovery in the equity market. 
As such, these studies ignore a seemingly 
important aspect of the investigation, 
namely, how equity short interest might 
relate to other financial markets, particularly 
the credit markets, wherein, for the most 
part, institutional participants employ 
sophisticated strategies to exploit potential 
pricing inefficiencies. 

RESEARCH

Hong earned her Ph.D. from USC, M.S. in 
Statistics from Stanford University, and B.S. in 
Philosophy from Soeul National University.
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In Brief

The Solution:  This study shows a negative relation between equity short interest 
and future returns on credit default swaps (CDS). This relation is most consistent 
with the story that equity short interest telegraphs relevant information to 
secondary market CDS investors about credit spread. Thus, equity short selling 
contributes to the informational efficiency in the CDS market by moving the CDS 
price closer to its underlying firm’s fundamentals. 
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Borrowers are assigned a risk profile, based on 
their assets and credit score. Some people are 
a good risk, with a history of paying off debts 
and loans in a timely manner. Others are, well, 
not so good. Ironically, the latter are a better 
source of ready cash for investors. 
 
“When the market deems a bond too risky to buy - you 
think we just warehouse it? No, we repackage it.”  

The Big Short (2015)

Investors can lend money directly to the 
borrower (mortgages) or they can buy Credit 
Default Swaps (CDS), which are, essentially, 
insurance against the borrowers defaulting 
on their loans. Which, in many (many) cases, 
happened. 

To make things even more complicated, loans 
are tiered, re-packaged over and over again as 
new multi-layered investments, offered into 
the market with, you guessed it, new CDS 
available each time, to mitigate the risk for all 
concerned. 

“I’m standing in front of a burning house and 
offering you fire insurance.”  

The Big Short (2015)
Next up: Short interest. 

Short Interest is the total number of shares 
of a stock which have been “shorted” (sold 
at less than current market value) but not yet 
covered, or closed out. 

It can be viewed as a “market-sentiment 
indicator”. It tells the market as a whole, what 
investors think of a particular company - and, 
importantly, if its stock’s price is likely to fall. 
 
Testing market assumptions 

Back to the report, so how did the researchers 
arrive at their conclusions? Professor Hong 
told us how they drew on existing data sources 
but applied a new layer of intelligence to query 
multiple databases, eliciting patterns and 
drawing useful predictive insights: 

“We addressed our primary research question 
with data from the Markit CDS Composites 
Pricing database, which provides detailed 
information about CDS spreads and reference 
entity credit ratings; the Markit Securities 
Finance database, which provides data on 
loanable stocks and loan fees; and the NYSE 
and NASDAQ exchanges, which provide 
observations of monthly equity short interest. 
Of the many available sources of CDS data, 
the Markit CDS data set has been shown to 

be a price discovery leader in incorporating 
information about spreads,” said Professor 
Hong.  

“Our study produces several key results. 
Most notably, we documented a significantly 
negative relation between monthly short 
interest and CDS returns in the month 
following the short interest reporting month.”
This gave researchers a clear correlation 
between two data sets. They then went on 
to detect further evidence, finding that the 
negative relation was stronger for investment 
versus speculative grade CDS instruments. 
The link was becoming clearer - and provable 
over time using the publicly available data 
stores on financial markets. 

“This is a potentially interesting result in 
that investment grade CDS instruments may 
have less correlation with equity returns and 
reflect greater distance to default,” explained 
Dr. Hong. “Moreover, if a significant relation 
between equity short interest and credit 
returns persists for higher grade instruments, 
then it confirms findings on the relation 
between equity short interest and equity 
returns.” 
 

Professor Hong addresses a full house at the first “Let’s Talk Business” research series. Nov 3, 2017, UCR Alumni & Visitors Center

continued on page 33
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Price Discovery, continued from page 21.

— Sophia Stuart
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Exposure to risk

The co-authors documented many instances 
which proved the predictive pattern was true - 
there is a strong and clear link between equity 
short interest positions and CDS products. 
“In our report we document that the demand 
and supply features of the equity shorting 
market also relate to future equity returns, 
and so to future CDS returns. Finally, we 
interpreted our results economically by 
analyzing the credit returns on hypothetical 
zero risk hedge portfolios, whereby, as an 
alternative or complement to shorting equities, 
investors take long and short positions in 
CDS instruments conditional on the level 
of equity short interest. These tests show 
a statistically significant but economically 
limited payoff of this hedging strategy. We 
further document that the hedge portfolio 
CDS returns conditional on increased equity-
shorting demand or supply are only slightly 
higher. Overall, we can conclude that CDS 
spreads incorporate the information in equity 
short interest with a 1-month lag,” she said, 
summing up. 

Avoiding the next financial crisis

“Well, sir, if those assets remain on our books, 
the loss would be greater than the entire market 
capitalization of this company”  

Margin Call (2011)

Why do people take the risk? Wall Street is 
rather “go big or go home”. Risk is the nature 
of the game. Despite the (often negative) 
opinion of many, the stock market is, yes, 
a volatile place - but largely populated by 
enormously talented mathematically genius 
level quants, experienced investors and savvy 
business chiefs.

Then there are those who hang in the shadows. 
All industries have them. 

But with research like this, methodically and 
plotting equity short interest on fluctuating 
credit default swaps, one hopes the fragile 
system can have enough checks and balances 
to avoid crisis, while still encouraging the 
rapid trajectory of financial growth.
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