
 

 

Energy rally breaking bears’ conviction 

 
Fuelled by a recovery in energy markets, high conviction short trades have turned sour as crowded 
positions deliver the worst performances seen since the financial crisis.  

 Shorts misjudge rally by the worst margin since 2008 as sought after names surge in April 

 Consecutive losses place top conviction trades in negative for the year 

 Least desired short trades magnify trend reversal, posting consecutive monthly declines 
 

Underpinned by rising energy prices, a rally in 
equites during April has proved quite costly 
for short sellers.  
 
High conviction names recorded the biggest 
spike (losses) in shares seen since the 
financial crisis with shorts subsequently 
covering positions aggressively.  
 
Markit’s Research Signals Implied Loan 
Rate (ILR) factor* captures and gauges the 
demand or ‘conviction’ among short sellers. 
By ranking stocks according to prices, shorts 
are willing to pay to borrow shares. The ILR is 
able to indicate which names see relatively 
higher demand, implying more negative 
sentiment.  
 
Historically, with a  75%+ hit rate, short 
demand has indeed provided valuable signals 
into which stocks are expected to fall – 
shorting the top 10% or decile of in demand 
stocks on a monthly basis, has returned close 
to 120% in excess returns since 2007 
(underperforming the market on a cumulative 
basis).  
 
However, the recent rally has interrupted the 
relationship between conviction and 
subsequent price declines. The most in 
demand names in the US posted the second 
highest monthly rise in prices seen since 
2009, jumping by 5.8% on an excess returns 
basis.  
 

 
 
This is only the third occasion where the top 
percentage of in demand names have posted 
a monthly excess return above 3%, in almost 
10 years. On a year to date basis, the most in 
demand names are now in positive price 
performance territory.  
 
More disheartening however, is that the 10% 
least targeted names by short sellers have in 
fact posted consecutive price declines since 
February, falling by 2.8% in April. 
 
Not surprisingly, a quarter of names that 
make up the top 10% conviction shorts’ are 
energy firms, followed by 19% of names in 
the biotech sector. 
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Showing the extent to which energy names 
have rallied in the past two months, the most 
demanded energy names moved on average 
27% higher in April after already rising some 
16% in March.  
 

 
 
The transportation and materials sectors were 
the next highest rising sectors on a price 
basis in April. However these sectors are less 
represented among the top 10% of conviction 
trades.  
 
While broad covering in April occurred across 
a universe of over 3000 US stocks, significant 
covering was seen in the top 20% of the most 
in demand stocks which at the same time 
witnessed the strongest price increases.  
 

 
 
In terms of single names surging in April the 
top 10, which increased by an average of 
85%, include some familiar names but were 
overwhelmingly energy stocks with an 
average cost to borrow that was just shy of 
20%.  
 

 
 
*Implied Loan Rate measures the cost of borrowing a 
particular stock and is indicative of the shorting flow 
data. A security could have high borrowing costs due 
to high shorting demand or low supply. Implied Loan 
Rate is derived using a MSF’s proprietary algorithm 
which is applied to all daily transactions received from 
contributing participants.   

 
To receive more information on Securities 
Finance, Research Signals, Exchange 
Traded Products, Dividend Forecasting or 
our Short Squeeze model please contact us 
 
To read this article on our commentary 
website please click here. 
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