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Level Set - Oil Spike Playbook, Insider Buying, Short Interest, and
Ideas

We don’t really love writing things that everyone else is writing about. However, one of the major goals of our weekly Level

Set is to discuss what changed in the last week, and it is simply impossible to ignore the Iran War, the huge move in Oil prices,

and the potential impact it has on risk taking. The consensus from this past week is that reestablishing traffic in the Straight of

Hormuz is the ONLY thing that matters for knowing when risk-taking is sensible again. For those who are not geography buffs,

the Strait of Hormuz is a narrow waterway that connects the Persian Gulf to the Gulf of Oman and the Arabian Sea. It is the

only sea passage from the Persian Gulf to the open ocean, making it one of the world’s most strategically important maritime

choke points given it handles roughly 25% of global oil and a significant share of liquefied natural gas (LNG) exports. Brent oil

was at $58.92 a barrel in mid-December, and closed the week at $92.69, a 57% move. We decided to analyze large moves in the

Oil price over the last 40 years, and found 17 such instances where Oil moved more than 35% higher to analyze (see below).
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We then studied the returns of major equity buckets like size, style, substance, and sector, to identify patterns of behavior

in periods following large moves higher in the Oil price. Clearly, any ceasefire could cause a sharp counter rally to what has

happened recently, including a sell-off in Energy and Industrial companies, but the current news makes it seem like this conflict

could last for weeks, driving Oil higher. History shows that over most periods, one through six months following Oil spikes,

Value stocks work best (see below). This is a function of the fact that investors in nervous times tend to reward hard assets over

soft assets, and pay lower multiples for businesses that have a lot of their value in the terminal value, as we discussed last week.
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Because the market cap. of the growth universe has become increasingly high quality over time, and because historically many

of the Energy stocks, which are direct beneficiaries of higher Oil prices were lower quality, it isn’t surprising to see bottom-

half quality stocks outperform in periods following higher Oil. Junk stocks have averaged 8% performance for the six months

following Oil Spikes over the last 17 episodes, vs. around a 4% average for high-quality stocks (see below).
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Mark-to-market, our year-ahead outlook call has been pretty good. We articulated a view that the probability the market

multiple would be down is higher than it would be up. However, our sector recommendations this year have been poor so

far. We analyzed the average sector performance following the last 17 periods of Oil spikes and found that typically the stock

market is not great. On average, it appreciated only 2% six-months later. At the sector level, Real Estate, Energy, and Industrials

are usually best, Communication Services, Healthcare, and Consumer Discretionary are worst (see below).
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Today, the largest three sectors in the market are Technology, Communication Services, and Financials which account for 55%

of the S&P500. This is sharply down year-to-date, and now at levels not seen since March 2025 at the height of the tariff fears.

However, it is still not possible to follow the historical “Oil Spike” playbook, given the market concentration. We are generally

worried about the Consumer given expectations, and remain neutral on Consumer Discretionary and negative on Consumer

Staples. Our biggest overweight has been Healthcare, which has performed in-line with the S&P00 this year. We continue to

like Healthcare, and aren’t convinced the historical underperformance following Oil spikes applies this time. We have been

neutral on Energy and Real Estate, but could certainly see, despite the 25% increase year-to-date, that estimate achievability

will be above average.
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The market concentration has left the smallest four sectors, which include Energy, Materials, Real Estate, and Utilities too small

to make enormous active bets on. In fact, the smallest four sectors are 9.8% of the S&P500 today, up from just over 8% (see

below). For sure investors can own Energy if they are S&P500 indexed and benefit from what is likely higher-than-expected

estimate achievability. A big fear investors have however, is that President Trump will “declare victory,” even if there are months

or years of diplomacy ahead, causing a huge reversal in recent price action. Our suspicion is Oil will trend higher, and adding

to Energy stocks is prudent, particularly given how small the sector is relative to the index weight.
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Stocks that are bottom-half quality, value, and have low correlation to changes in the oil price but are forecasted to have gross

margin expansion may be a good place to look. Several of them are stocks that are down this year, with CLX, IFF, and SJM

notable exceptions (see below).
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One conclusion we had from the Oil Spike analysis is that it may provide investors with another excuse to be cautious on

Financials. We have been wavering on our overweight recommendation, worried it was crowded and that many stocks may

not benefit as much as investors think. Misinformation and negative sentiment have crushed the Alternative Asset Managers.

A few investors pitched to us that despite some real problems in lending in the private market in Software, that some of the

larger public Alternative Asset Managers were oversold. Thinking back to the Presidential Election in 2024, investors were

wildly bullish on less regulation and more M&A and transactions. Even last Monday during the Iran War, there was over $20

Billion dollars of paper being offered in the aftermarket. Yet, the performance of the large cap. Financials like JPM, GS, and

MS has been dramatically better than KKR, BX, and APO, causing some to ask whether there was a big opportunity forming.

KKR was pitched twice at a stock idea dinner we held last week. Friends of ours at the major Alternative Asset managers are

flummoxed by the price action. Below we show the performance of select major Financials since the election, with KKR, APO,
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BX, and ARES down well more than 25% at the same time major banks like JPM, MS, and GS have all been strong performers.

We aren’t sure about timing, and wouldn’t be surprised if the next few months were still rough for some of the Alts, but for

investors with a longer horizon, this might be a decent entry point to nibble at KKR or BX.

Insiders are also buying the stock personally, see the 8-figure purchases from Senior executives at KKR as an example, as a

signal for sure, but also likely because they see it as a money-making opportunity. We studied insider buying to see if there was

any subsequent return from this activity. Below we show the Sharpe ratio for various strategies, using total returns over the

last ten years. The first column shows the number of prior months to aggregate the insider buys or sells. The second column

describes if companies had net buys or sells for open market insider transactions. The cells in the table show the Sharpe ratio,

or the volatility-adjusted return from these strategies. It turns out that insider net buying is a positive signal for one month

subsequent return when stocks are cheap, and a negative one when there are net sells. Valuation doesn’t seem to matter in

the middle of the distribution (see below).
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Who has bought the stock recently that is in the cheapest quintile vs. its own history? Below we show some of the management

teams doing buybacks, and these are the stocks that are cheap vs. their own history (cheapest quantile) and in the cheapest

40% of the universe on price-to-forward earnings, where generally the net insider buying has been a positive near-term signal.
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When the market is volatile, investors often ask us about short interest. We are wary of being long stocks that have very

high short interest, but we sliced the mega-/large-cap. universe into quintiles based on short interest and have not found

any meaningful cumulative return differentials since 2020. Yes, the least shorted stocks have performed best, but the second

quintile of least shorted have performed worst, so our confidence in the metric isn’t strong (see below).
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Given Energy and Communication Services were also historically sectors that performed well following an Oil spike we show

the cumulative performance of short interest quintiles for both below. The least shorted Energy stocks are clearly best, and

should be a good focal point for investors looking to add Energy on the higher recent prices.
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The mega-/large-cap. Energy stocks with the lowest short interest are not surprising, and include CVX, WMB, and XOM, among

others.
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Since 2020, short interest has also worked at identifying underperforming Communication Services stocks among mega-/

large-caps. By far the worst performing stocks in Comm. Services are those in the fifth (highest) quintile of short interest.
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The mega-/large-cap. Communication Services stocks with the highest short interest include CHTR (deal stocks), ASTS, and

RDDT, among others (see below).
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An investor asked us last week if value stocks grow their earnings faster than growth stocks. The answer is NO. There have been

periods where the 80th percentile value stocks (grey dashed line below) have grown faster than the 80th percentile growth

stocks (solid gray), but the median growth stock nearly always has higher EPS growth than the median value stocks (see below).
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We think the tenor of the question was more about the fact that more of the growth universe has its value in the terminal value,

and that in a regime of uncertainty, investors should pay a lower multiple for earnings than when things are more certain. From

that standpoint, value in today’s world is more certain than growth, so the growth universe will likely see multiple contraction.

Stocks that are forecasted to have gross margin contraction and are cheap vs. their own history on price-to-forward earnings

are potentially interesting ideas. Below we show stocks that fit this attributes as potential long ideas in this uncertain regime.
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