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There are many indicators that one can look at to gauge investors' tolerance for risk in the current environment. One key measure is 

their overall exposure to equities versus cash or fixed income. The Volatility Index (VIX), often referred to as a fear gauge, indicates 

the extent to which investors are purchasing protection for their portfolios. Credit spreads reveal how much risk investors are willing 

to take when lending to companies with greater default risk, and the compensation they demand for that risk. Sector correlations 

provide another valuable indicator of risk within the equity markets. When correlations are low, there is little relationship between 

the movements of each sector, and money tends to rotate based on economic data or news of the day. However, when these 

correlations move toward 1, it signals heightened risk and increases the probability of a market selloff. In downturns, all assets tend 

to fall together, resulting in high correlations between sectors. The average correlation between sectors going back to 2018 is 0.72, 

which is relatively high but understandable since stocks often move together to some extent. Currently, the correlation between 

sectors is 0.41, which is over 2 standard deviations below the average. This indicates that investors are not overly concerned about 

looming risks in the market landscape. 

    

 

 

 

 

 

 

  

 

 

 

 

 

Just over a week ago, CPI for the month of June was released, sparking a rally in small-cap stocks. The report showed deflation in 

the month-over-month reading on the headline number. In looking further into what drove the initial move, we examined futures 

and the 1-minute charts for the day for the Nasdaq and Russell 2000. At 8:30 AM, with the release of the CPI report, the Russell 

2000 and Nasdaq went in opposite directions. This divergence indicates that the trade was largely algorithmic in nature. Many firms 

were short the small-cap index, which has been in a consolidation range for over a year, and long on the Tech names, which have 

driven the market higher since November 2023. This initial move was likely short covering of those trades as the assumption was 

that a negative print would send yields lower and yield-sensitive stocks higher. 

 

 

 

 

 

 

 

 

 

Fade the Small Cap Rally 
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That was just the start of the rally that took place, as the Russell 2000 had its greatest outperformance of the S&P 500 through a 

week in recent history. On July 16th, Andy Constan tweeted a picture of the market cap change that took place in the Russell 2000 

and the Mag 7 stocks. The Russell gained $324 billion in market cap, while the Mag 7 lost $349 billion. So, money was clearly 

moving from large to small in a quick change in positioning. There has now been follow-through, and the changes in market cap 

don’t match up any longer because there are further knock-on effects, but the start of this seems to smell of short covering based on 

this data. 

 

 

 

 

 

 

 

In looking at CFTC data on futures positioning, we also found that there was a considerable net short position of 75,000 contracts. 

While not record levels, since January the positioning has gone from neutral to gradually more short on the index. As of Friday, that 

positioning has lightened up to 47,000 contracts net short. 
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The Russell 2000 has struggled to get out of its own way since it peaked back in 2021 and has been a large underperformer relative 

to the S&P 500 during this time. The recent rally helped it regain some of that underperformance, but it still has a long way to go, 

and the underlying conditions are not in its favor, which we will touch on in a minute. Back in March of 2020, the S&P 500 peaked 

relative to the Russell 2000, and we had about a year where the Russell showed relative strength but ultimately gave all of that back 

and more. This could be a setup for a similar situation. 

 

 

 

 

 

 

 

 

 

 

 

The market has continued to interpret low inflation data as good news, guiding yields lower. It has also taken bad news as good news 

by lowering yields and putting a bid under stocks. Since mid-2023, the rolling 25-day correlation between the Russell 2000 and 10-

year yields has been negative. Consequently, lower yields, for any reason, have exerted buying pressure on small caps. 
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This relationship becomes more pronounced when looking at the Russell 2000 and 10-year yields charted together. The 10-year yield 

has now come within ~20 basis points of having a 3 handle, which would further alleviate the debt burden on small caps. The red 

highlights periods of rising rates, and the blue highlights the current period of falling rates. The parabolic move in the index isn’t 

solely the result of yields, but they have significantly contributed to the current rally. 

 

 

 

 

 

 

 

 

 

 

 

 

The recent rally has pushed the Russell 2000 into overbought territory, and Thursday and Friday of this week we saw a pullback. 

Look for initial support at around $211 if the pullback continues. We tend to believe that the short squeeze pushed the index higher, 

and further buying pressure came in after it broke out of its consolidation range. However, we do not foresee a push to new highs 

for this index yet. What followed the rally in small caps was broader participation within the rest of the S&P 500, and the Equal 

Weight Index broke to new highs. That rotation seems like it will have legs and is more likely to be sustained at this current period 

than small caps. 
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Small caps need a reacceleration of growth in the broader economy to continue rallying. We did see some positive data come out in 

reports for Industrial Production and Capacity Utilization. Industrial production was the only indicator in the NBER’s list of 

recession indicators that they track that was negative year over year. The month-over-month print of 0.6% pushed it back into 

positive territory. Housing Starts and Permits rebounded in June, driven by multi-family units. GDPNOW has now been revised 

back up to 2.7% on this data for Q2. So, there is resilient growth, but we are still in a late-cycle economy. With stronger growth, 

small caps will also need lower yields as a large portion of them have floating rate debt. One rate cut is not going to change much in 

terms of servicing their debt. They also do not have the benefit of passive flows from 401k money that the larger cap stocks within 

the S&P 500 do. So, there are still headwinds to the story that do not favor the start of a new bull market for these names. 
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Earnings for the Mag 7 stocks have underpinned the S&P 500 over the last year and a half. Analysts project a deceleration in those 

earnings for the rest of this year and next. They forecast a broadening out of earnings for the other 493 names. If this plays out, 

small caps will benefit eventually as a stronger consumer and economy are needed for broad-based earnings growth. However, the 

current anecdotes from CEOs, as we have highlighted numerous times, point to an environment of less pricing power, a consumer 

who is pushing back on higher prices, and potential layoffs. Earnings growth for the S&P 500 for 2024 is expected to be 7% and for 

2025, 14%. For small caps, 2024 projections are for 3% growth and then 36% in 2025. Thus, all of that growth is projected far out in 

the future, and any changes to the economic outlook could be a reason for large revisions lower. 
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We Appreciate Your Feedback! 

 

 

We highly value your feedback and earnestly invite you to contribute your insights regarding potential 

enhancements and suggestions for future content. We welcome all forms of constructive feedback and suggestions, 

as they are crucial in guiding our efforts to refine and develop our offerings. Please share your professional insights 

and recommendations through the link provided below. Your input is instrumental in shaping our direction and 

ensuring our services align with your expectations. We anticipate your contributions with great interest. 

 

 

Contact | Apex Macro (apexmacroinsights.com) 

 

 

 

 

 

The information provided by Apex Macro LLC ("we," "us," or "our") on any platform, including but not limited to websites, reports, emails, newsletters, and presentations, is for general informational and 
educational purposes only. All information is provided in good faith, however, we make no representation or warranty of any kind, express or implied, regarding the accuracy, adequacy, validity, reliability, 

availability, or completeness of any information. 
None of the content offered by Apex Macro LLC constitutes financial advice, legal advice, or any other type of advice meant for your specific reliance for any purpose. Any use or reliance on our content is 
solely at your own risk and discretion. You should conduct your own research, review, analysis, and verification of our content before relying on them. Trading and investment in securities involves high risk 

and the possibility of losing some or all of the principal investment. It is crucial to seek advice from an independent financial advisor who is licensed to provide investment advice. 
Our content is intended to be used and must be used for informational purposes only. It is very important to do your own analysis before making any investment based on your own personal circumstances. 
You should take independent financial advice from a professional in connection with, or independently research and verify, any information that you find on our platform and wish to rely upon, whether for 

the purpose of making an investment decision or otherwise. 
This disclaimer has been created to expressly convey that Apex Macro LLC and its content creators are not providing financial advice through the dissemination of the information contained herein and are 
merely providing information and insights as a public service. Apex Macro LLC, its directors, employees, and agents will not be liable for any loss or damage of any nature arising in any way from the use of, 

or reliance on, the information provided or for any decision made on the basis of such information, including (without limitation) any loss of profit, business, contracts, revenues, or anticipated savings. 
Terms of Use: This document is the property of Apex Macro LLC and is intended solely for the use of the recipient. It contains confidential and proprietary information and may not be 

reproduced, redistributed, or disclosed in whole or in part to any third party without the prior written consent of Apex Macro LLC. By accessing this document, you acknowledge that you have read and 

understood these terms and agree to be bound by them. 

https://www.apexmacroinsights.com/contact-8

