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As last year drew to a close we were writing quite a bit about the narrowness of the year-end stock market
rally — noting, for example, that some 40 percent of companies on the broad-based Nasdaq exchange
were down by 50 percent or more from their 52-week highs. We picked up the theme in the early weeks
of this year when the bad news caught up with the blue chip S&P 500 itself. Now, however, we are
contemplating the other side of that trade. There has been a genuine bear market —i.e., a decline of 20
percent or more from the previous peak — in a not-insignificant part of the overall US stock market. There
are also perhaps some indications that this “bear of low quality” may be stabilizing.

Loss Leaders

A reasonable visual for this low-quality bear can be seen in the performance of the Russell 2000 Growth
index, shown below along with the trend in the 10-year Treasury yield.

Russell 2000 Growth vs. 10-year Treasury Yield
September 2021 - Latest

Source: MVF Research, FactSet

The Russell 2000 Growth is a small-cap index full of technology-oriented companies many of which are at
a relatively early stage of their corporate life, with unproven value propositions and an uncertain stream
of cash flows some ways out in the future. As the above chart shows, this index peaked in early November
and began a long decline that continued through the “Santa Claus” rally in the S&P 500 and other large-
cap indexes in December, bottoming out in late January around 27 percent down from the November
peak.

What were the proximate causes for this long decline? The go-to story with small-cap tech stocks with
guestionable cash flow prospects is sensitivity to interest rates. Interestingly, though, the index actually
stabilized and then rallied in October when vyields (the 10-year Treasury shown here as the blue dotted
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line) were rising. But the initial fall from the November peak in the Russell 2000 Growth did track the
resumption of the upward trend in rates around the same time (that trend briefly reversed when the first
news about the Covid omicron variant came out right after Thanksgiving, but since then it has been pretty
much all one direction for interest rates).

Every Day Has Its Dogs, and Every Dog Its Day

The rate impact was amplified, of course, by the already-stretched valuations of many of these companies,
the stock prices of which had gone up at a dizzying pace since the beginning of the post-lockdown rally in
2020. Changes in interest rates have an outsize effect on companies whose free cash flow growth models
are farther in the future and more subject to change. When those future cash flows are discounted back
to a present value, every incremental upward tick in rates exerts a more negative effect on values than is
the case for more near-term, stable cash flows.

At some point, though, the repricing of risk happens and the pullback stabilizes. We may or may not be
there at present, but it is worth noting that the Russell 2000 Growth is up around 10 percent from that
late-January low, even while interest rates have continued to rise. A forward-looking investor might argue
that the market is already starting to look past the present level of high inflation, and commensurately
high interest rates, and on towards the stabilization in prices many expect to take place later this year,
perhaps as early as in the latter part of the second quarter.

That same investor might note that, while everyone in the financial media world was obsessed this week
with the inflation report showing the year-on-year increase in the Consumer Price Index at 7.5 percent,
which was up from the previous month’s print of 7.0 percent, the incremental month-to-month increase
was 0.6 percent, the same as last month. If that month-to-month trend were to continue through the next
few CPI reports, it could validate those expectations for stabilization.

Again, just because the Russell 2000 Growth has enjoyed a substantial bounce off its late-January low
doesn’t mean that we should sound the “all-clear” signal for these riskier areas of the market. But we
think the overall theme of stabilization is worth paying close attention to, and this is one component of
that theme.
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Investment Advisory Services offered through MV Capital Management, Inc., a Registered Investment Advisor. MV Financial
Group, Inc. and MV Capital Management, Inc. are independently owned and operated.

Please remember that past performance may not be indicative of future results. Different types of investments involve varying
degrees of risk, and there can be no assurance that the future performance of any specific investment, investment strategy, or
product (including the investments and/or investment strategies recommended or undertaken by MV Capital Management, Inc.),
or any non-investment related content, made reference to directly or indirectly in this newsletter will be profitable, equal any
corresponding indicated historical performance level(s), be suitable for your portfolio or individual situation, or prove successful.
Due to various factors, including changing market conditions and/or applicable laws, the content may no longer be reflective of
current opinions or positions. Moreover, you should not assume that any discussion or information contained in this newsletter
serves as the receipt of, or as a substitute for, personalized investment advice from MV Capital Management, Inc. To the extent
that a reader has any questions regarding the applicability of any specific issue discussed above to his/her individual situation,
he/she is encouraged to consult with the professional advisor of his/her choosing. MV Capital Management, Inc. is neither a law
firm nor a certified public accounting firm and no portion of the newsletter content should be construed as legal or accounting
advice. A copy of the MV Capital Management, Inc.’s current written disclosure statement discussing our advisory services and
fees is available for review upon request.
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