
R2000 Surges to Downtrend’s Upper Edge & 200 DMA.  Correlations Bullishly High 

9/7/10 

Every Bear Needs to be Awake and Monitoring 
 

The R2000 surged 4.3% last week, ending just below its 200 DMA and at the April downtrend’s upper 

edge.  We credit the rise to just how poor the economy is and, as a result, the Obama 

administration’s open but grudging consideration of tax incentives to small businesses and, 

therefore, an implicit acknowledgement that the current set of economic policies are not working and 

need changing FAST.  We provide less credit to news of more housing policy fixes to be announced 

shortly.   

Last Friday’s labor market report was poor.  No matter how you slice it, the economy is not healthy 

when it is losing jobs.  We believe the only positive from the labor market report was that it was so 

poor that it provided optimism that the Obama administration would change their economic policies.  

Friday’s ISM Services release was also poor and is important, given the magnitude of services in the 

economy.  We believe press reports covered the labor market report in a positive light largely because 

stocks were rising and journalists assumed rising stocks implied a decent report.   

We would like to believe that Obama’s Martha's Vineyard holiday may have proven to be a turning 

point.  We remain skeptical, however.  Of course, we are not privy to whom Obama met with during 

his Martha's Vineyard holiday.  But we did see a picture of Obama playing golf with Michael 

Bloomberg, who we admire as a straight shooting, economically sophisticated entrepreneur and 

successful politician. We would have loved to have been a fly clinging to their golf cart as we imagine 

Bloomberg must have told Obama his policies and planned tax hikes were driving the economy over a 

cliff and that he needed to change FAST.  Certainly, hiking taxes on those making over $250k will be 

extremely difficult for NYC.  We imagine that Obama must have met with others not on his economic 

team with more centrist views.  If we are correct in that assumption, it is possible that Obama may 

change economic policy for the better. 

Much tax incentive detail  and its likelihood of passage needs to be seen before we and the market 

become too enamored with a potential Obama embrace of pro-growth economic policies that 

reward capital.  We believe proposed tax incentives will only be effective if they are coupled with 

extended Bush tax cuts for above-$250k earners, rather than merely replacing a portion of the higher 

taxes entrepreneurs will have to pay if the Bush tax cuts are ended.    Why?  Simply, we believe it is 

important that those capable of hiring have a net positive marginal economic incentive when all tax 

changes are added up in order to hire and take risk AND that a majority (or an importantly high 

percentage, if not over 50%) of American jobs are created by small businesses in which the owner 

makes over $250k.  We don’t know the percentage of jobs created by those making less than $250k 

but wish we did.  We rely on the insight that poor and middle income Americans lack the resources to 

hire aggressively. 

We remain cautious on the market but stress that we continually monitor and evaluate how we 

could be wrong.  We have openly advocated for financial incentives to hire and invest and we must 

evaluate the Obama efforts and their likelihood of being passed and being effective.  If Obama’s team 

can propose and get passed effective policy, it will be an important and bullish economic and market 

development.  However, the Obama Administration's last proposed and trumpeted small business tax 

incentives totaled, to our understanding, roughly $12bn over a number of years and were insignificant 

relative to higher healthcare costs, rising tax rates and increased policy and cost uncertainty.  If the 

incentives are focused upon R&D and Ph.Ds, where unemployment is already low, the incentive will 

likely produce a muted response.  Don’t get us wrong.  We are encouraged, as was the market last 
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week, to hear talk of tax incentives to boost hiring and a suffering economy.  But count us among the skeptical that sound 

policy will actually follow the rumors and rhetoric. 

There has been a great deal of attention paid to the fact that stocks are all moving in the same direction.  We decided to 

study stock correlation to see if there was information content in stocks being so closely tied together.  Turns out there is 

bullish content in high stock correlation. 

What did we find out? 

1.  The correlation between stocks in the Russell 2000 and the index itself is at an all-time high, indicating 

extremely bearish sentiment and the potential for positive returns going forward, 

2. The percent of stocks in the R2000 moving in the same direction as the index has been near 80% on average over 

the past 6 months, its highest level since 1985, frustrating many an investment manager as outperformance 

becomes difficult when stocks are all moving in the same direction, 

3. Past periods of high correlation back to ‘85 tend to coincide with extreme bearish periods and market declines, 

notably the '87 Crash, '90 Recession, '98 Asian Crisis, '01 Recession and '08 Recession, 

4. Returns following periods of high correlation have generally been good.   The R2000 has posted median +17.2% 

1-year forward returns after periods of high correlation (above 65%), as compared to +7.4% following periods of 

low correlation (below 60%) and +11.0% following periods of moderate correlation (60-65%). 

5. Periods of low stock correlations with the R2000 index have often been seen just prior to consolidations and 

declines. 

Fig 1.  % of Stocks in the Russell 2000 Moving in the Same Direction as the Index* & Forward Return 

  
Source: Furey Research Partners and FactSet; As of August 25, 2010; *6-Month Moving Average; R2000 Indexed to 100 at 12/31/1978 
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Stocks in the R2000 and the index have never been as highly 

correlated as the current period.   In general, returns following 

periods of high correlation are quite good. 

% Stocks Moving Russell 2000

in Same Direction Median 1-Year

as Index (6 Mo. Avg.) Forward Return

Less than 60% 7.4%

60% to 65% 11.0%

More than 65% 17.2%
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Where does that leave the R2000 technically? 

¶ The R2000 is challenging its April 2010 downtrend for the fourth time in six weeks.  The prior three attempts have 
failed,   

¶ Volume has not been strong,   

¶ The R2000 is also just below its 200 DMA, has eclipsed its 50 DMA, which bearishly sits below the 200 DMA,   

¶ The most likely R2000 technical scenario is a trading range between 590 and 650.  That said, we remain selling 
rallies like that we received last week, believing 650 will present difficult resistance if the April downtrend can be 
tentatively eclipsed.   

¶ Additionally, any April downtrend eclipsed will require a retest. 

¶ Our bottom line?  Let’s let the R2000 prove to us what it can do before turning bullish.   

Fig 2.  Russell 2000 ($RUT), Weekly 

 
Source:  Furey Research Partners, LLC and StockCharts.com 
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Fig 3.  Russell 2000 ($RUT), Daily 

 
Source:  Furey Research Partners, LLC and StockCharts.com 

 

Comments from readers and friends: 
 

It goes without saying, I encourage comments and dialogue.    

 

All the Best,  

 

Jim 
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