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The Tug of War: Short
Interest vs. R2K Growth.

Recent shifts in U.S. interest rate expectations have influenced
short sentiment throughout the Russell 2000 Index.

Short sentiment across the Russell 2000 shown as a % of market capitalization on loan
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Recent statements from the Federal Reserve have prompted discussions about potential changes to
the future path of US interest rates. Historically, adjustments in monetary policy have coincided with
movements in the small-cap sector, impacting stocks represented by the Russell 2000 Index.

A significant moment regarding interest rate changes occurred during Federal Reserve Chair Jerome
Powell's address at the annual Jackson Hole symposium. His remarks, coupled with a recent labour
market report, have heightened interest in futures markets regarding potential rate changes. This has
contributed to a market rally, with futures reflecting a 75% probability of a rate cut at the upcoming
September Fed meeting.

The Russell 2000 Index, which tracks the performance of small-cap stocks, has responded to these
developments with an increase. Since the beginning of August, the index has increased 7.3%, marking
its best month relative to the S&P 500 since July 2024. This growth is linked to expectations of looser
monetary policy, which may benefit regional banks and industrial companies that comprise a
significant portion of the index.

However, alongside this positive sentiment, there has been a notable rise in short interest, with
currently 4.73% of market capitalization on loan, up from 4.58% as of August 22. This increase in short
interest reflects a level of scepticism among certain investors regarding the sustainability of the small-
cap rally. The rise in short positions suggests that while some investors anticipate gains from the
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Russell 2000 due to potential interest rate cuts, others are positioning themselves defensively in light
of possible market corrections.

This situation prompts an examination of the relationship between short interest and the performance
of small-cap stocks in the context of changing interest rates. Historically, lower interest rates have
been associated with improved performance for small-cap stocks, primarily due to reduced borrowing
costs that enhance profitability for smaller companies often reliant on debt for expansion. When the
Fed cuts rates, it typically leads to increased consumer spending and business investment, fostering
an economic environment conducive to growth for small-cap companies.

Moreover, as interest rates decline, small-cap stock valuations often rise. Investors tend to take more
risks in a low-rate environment, leading to increased capital inflows into small-cap equities. This trend
has been reflected in the Russell 2000's recent performance, which has outpaced larger counterparts
amid expectations of monetary easing.

However, the concurrent rise in short interest indicates that some investors are adopting a cautious
approach. Concerns regarding the sustainability of upward momentum may arise from economic
uncertainties or specific sector challenges. The increase in short positions could signal a belief among
some investors that current valuations may not be entirely justified.

The relationship between rising short interest and the growth of the Russell 2000 Index is shaped by
the Federal Reserve's monetary policy. While the potential for rate cuts may suggest a favourable
outlook for small-cap stocks, the increase in short interest highlights scepticism among certain
investors. As the market adjusts to these dynamics, the performance of the Russell 2000 may depend
on the balance between investor optimism influenced by lower rates and the caution reflected in rising
short positions.

For more information on how to access this data set, please contact the sales team at:
h-ihsm-global-equitysalesspecialists@spglobal.com
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